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Consoli-

AQ1) B@ | dated (3)

(iv) M Corporation’s pro
rata share of the net
amount determined
under §1.970—-
1(c)(2)(i)(b) for 1963
and 1964
($180—$45)
($60—$15) ..

Total

(v) Amount includible in
M Corporation’s gross
income for 1965
(smallest of items (i),
(i), and (iv) in column
() ) S 80

185 | s

Corporation M must include $80 in its gross
income for 1965 under section 951(a)(1)(A)(ii)
by reason of the application of section 970(b)
as its pro rata share of the consolidated de-
crease in investments in export trade assets;
and, for purposes of determining the amount
under paragraph (c)(2)(i)(b)(3) of §1.970-1 with
respect to M Corporation’s interest in each
of corporations A and B for a subsequent tax-
able year, such consolidated decrease for 1965
is allocated as follows: to M Corporation’s
interest in A Corporation, $60 ($80 times $135/
$180); and to its interest in B Corporation, $20
($80 times $45/$180).

(d) The following amounts are applicable
to corporations A and B for 1966:

Con-

soli-

A(1) | B(2) | dat-

ed

®)
(i) Consolidated decrease in invest-
ments in export trade assets (deter-
mined before application of §1.970-

T(C)(2)) v | e | e $200
(ii) M Corporation’s pro rata share of

consolidated decrease (60%) ........c... | woceeee | ceviees 120

(i) M Corporation’s pro rata share of
earnings and profits (and deficits in
earnings and profits) for 1963, 1964,
1965, and 1966 (§1.970-
1(C)(2)()(@)) «vrererrerrrrerernererereieieenrens

(iv) M Corporation’s pro rata share of
the net amount determined under
§1.970-1(c)(2)(i)(b) for 1963, 1964,

$120 | $50 | 170

and 1965 ...

($180 minus [ 475 I R
($60—[$15+$20]) .... 25 | ...
Total 100

(v) Amount includible in orpora-

tion’s gross income for 1966 (small-

est of items (ii), (iii), and (iv) in col-
UM (3) e | e | e 100

Corporation M must include $100 in its gross
income for 1966 under section 951(a)(1)(A)(ii)
by reason of the application of section 970(b)
as its pro rata share of the consolidated de-
crease in investments in export trade assets;
and, for purposes of determining the amount
under paragraph (c)(2)(i)(b)(3) of §1.970-1 with
respect to M Corporation’s interest in each

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

of corporations A and B for a subsequent tax-
able year, such consolidated decrease for 1966
is allocated as follows: to M Corporation’s
interest in A Corporation, $75 ($100 times $75/
$100); and to its interest in B Corporation, $25
($100 times $25/$100).

[T.D. 6754, 29 FR 12714, Sept. 9, 1964, as
amended by T.D. 7893, 48 FR 22512, May 19,
1983]

§1.981-0 Repeal of section 981; effec-
tive dates.

The provisions of section 981 are not
effective for taxable years beginning
after December 31, 1976. For the treat-
ment of the community income of
aliens and their spouses for taxable
years beginning after December 31,
1976, see section 879 and the regulations
thereunder.

[T.D. 7670, 45 FR 6929, Jan. 31, 1980]

§1.981-1 Foreign law community in-
come for taxable years beginning
after December 31, 1966, and before
January 1, 1977.

(a) Election for special treatment—(1) In
general. An individual citizen of the
United States who meets the require-
ments of section 981(a)(1) and subpara-
graph (2) of this paragraph for any open
taxable year beginning after December
31, 1966, and before January 1, 1977, may
make a binding election with his non-
resident alien spouse to have section
981(b) and paragraph (b) of this section
apply to their income for such year
which is treated as community income
under the applicable community prop-
erty laws of a foreign country or coun-
tries. Generally, the community prop-
erty laws of a foreign country operate
upon land situated within its jurisdic-
tion and upon personal property owned
by spouses domiciled therein. If the
election is made for any taxable year,
it shall also apply for all subsequent
open taxable years of such citizen and
his nonresident alien spouse for which
all the requirements of section 981(a)(1)
and subparagraph (2) of this paragraph
are met, unless the Director of Inter-
national Operations consents, in ac-
cordance with paragraph (c)(2) of this
section, to a termination of the elec-
tion. An election under section 981(a)
and this section has no effect for any
taxable year beginning before January
1, 1967, for which a separate election, if
made, must be made under section
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981(c)(1) and §1.981-2. For the definition
of ‘“‘open taxable year” see section
981(e)(2) and paragraph (a) of §1.981-3. If
the citizen and his nonresident alien
spouse have different taxable years, see
paragraph (c) of §1.981-3. If one of the
spouses is deceased, see paragraph (d)
of §1.981-3.

(2) Requirements to be met. In order for
a U.S. citizen and his nonresident alien
spouse to make an election under sec-
tion 981(a) and this section for any tax-
able year and in order for the election
to apply for any subsequent taxable
year it is required under section
981(a)(1) that, for each such taxable
year, such citizen be (i) a citizen of the
United States, (ii) a bona fide resident
of a foreign country or countries dur-
ing the entire taxable year, and (iii)
married at the close of the taxable year
to an individual who is (a) a non-
resident alien during the entire taxable
year and (b), in the case of any such
subsequent taxable year, the same non-
resident alien individual to whom the
citizen was married at the close of the
earliest of such taxable years. If either
spouse dies during a taxable year, the
taxable year of the surviving spouse
shall be treated, solely for purposes of
making the determination under sub-
division (iii) of this subparagraph, as
ending on the date of such death. A cit-
izen of the United States shall be con-
sidered as not married at the close of
his taxable year if he is legally sepa-
rated from his spouse under a decree of
divorce or of separate maintenance.
However, the mere fact that spouses
have not lived together during the
course of the taxable year shall not
cause them to be considered as not
married at the close of the taxable
year. A husband and wife who are sepa-
rated under an interlocutory decree of
divorce retain the relationship of hus-
band and wife until the decree becomes
final.

(3) Determination of residence. The
principles of paragraphs (a)(2) and
(b)(7) of §1.911-1 (26 CFR 1.911-1 (1978))
shall apply in order to determine for
purposes of this paragraph whether a
U.S. citizen is a bona fide resident of a
foreign country or countries during the
entire taxable year. The principles of
§§1.871.2 through 1.871-5 shall apply in
order to determine whether the alien
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spouse of a U.S. citizen is a nonresident
during the entire taxable year.

(4) Manner of electing. The election
under section 981(a) and this section
shall be made in accordance with the
applicable rules set forth in paragraph
(c) of this section.

(b) Treatment of community income—(1)
In general. Community income for any
taxable year to which an election
under section 981(a) and this section
applies, and the deductions properly al-
locable to such income, shall be divided
between the electing U.S. citizen and
nonresident alien spouses in accord-
ance with the rules set forth in section
981(b) and subparagraphs (2) through (6)
of this paragraph. Community income
for this purpose means all gross in-
come, whether derived from sources
within or without the United States,
which is treated as community income
of the spouses under the community
property laws of the foreign country
having jurisdiction to determine the
legal ownership of the income. A
spouse has ownership of the income for
this purpose if under the applicable for-
eign law he has a proprietary vested in-
terest in the income.

(2) Earned income. Wages, salaries, or
professional fees, and other amounts
received as compensation for personal
services actually performed, which are
community income for the taxable
year, shall be treated as the income of
the spouse who actually performed the
personal services. This subparagraph
does not apply, however, to community
income (i) derived from any trade or
business carried on by the husband or
the wife, (ii) attributable to a spouse’s
distributive share of the income of a
partnership to which subparagraph (4)
of this paragraph applies, (iii) con-
sisting of compensation for personal
services rendered to a corporation
which represents a distribution of the
earnings and profits of the corporation
rather than a reasonable allowance as
compensation for the personal services
actually performed, or (iv) derived
from property which is acquired as con-
sideration for personal services per-
formed.

(3) Trade or business income. If any in-
come derived from a trade or business
carried on by the husband or wife is
community income for the taxable
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year, all of the gross income, and the
deductions attributable to such in-
come, shall be treated as the gross in-
come and deductions of the husband
unless the wife exercises substantially
all of the management and control of
the trade or business, in which case all
of the gross income and deductions
shall be treated as the gross income
and deductions of the wife. This sub-
paragraph does not apply to any in-
come derived from a trade or business
carried on by a partnership of which
both or one of the spouses is a member.
For purposes of this subparagraph, in-
come derived from a trade or business
includes any income derived from a
trade or business in which both per-
sonal services and capital are material
income producing factors. The term
‘““management and control’”” means
management and control in fact, not
the management and control imputed
to the husband under the community
property laws of a foreign country. For
example, a wife who operates a beauty
parlor without any appreciable collabo-
ration on the part of a husband is con-
sidered as having substantially all of
the management and control of the
business despite the provisions of any
community property laws of a foreign
country vesting in the husband the
right of management and control of
community property; and the income
and deductions attributable to the op-
eration of the beauty parlor are consid-
ered the income and deductions of the
wife.

(4) Partnership income. If any portion
of a spouse’s distributive share of the
income of a partnership of which such
spouse is a member is community in-
come for the taxable year, all of that
distributive share shall be treated as
the income of that spouse and shall not
be taken into account in determining
the income of the other spouse. If both
spouses are members of the same part-
nership, the distributive share of the
income of each spouse which is commu-
nity income shall be treated as the in-
come of that spouse. A spouse’s dis-
tributive share of such income of a
partnership shall be determined as pro-
vided in section 704, and the regula-
tions thereunder.

(5) Income from separate property. Any
community income for the taxable
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year, other than income described in
section 981(b)(1) or (2) and subpara-
graph (2), (3), or (4) of this paragraph,
which 1is derived from the separate
property of one of the spouses shall be
treated as the income of that spouse.
The determination of what property is
separate property for this purpose shall
be made in accordance with the laws of
the foreign country which, in accord-
ance with subparagraph (1) of this
paragraph, has jurisdiction to deter-
mine that the income from such prop-
erty is community income.

(6) Other community income. Any com-
munity income for the taxable year,
other than income described in section
981(b)(1), (2), or (3), and subparagraph
(), (3), (4), or (5) of this paragraph,
shall be treated as the income of that
spouse who has a proprietary vested in-
terest in that income under the laws of
the foreign country which, in accord-
ance with subparagraph (1) of this
paragraph, has jurisdiction to deter-
mine that such income is community
income. Thus, for example, this sub-
paragraph applies to community in-
come not described in subparagraph (2),
(3), (4), or (5) of this paragraph which
consists of dividends, interest, rents,
royalties, or gains, from community
property or of the -earnings of
unemancipated minor children.

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

Example 1. H, a nonresident alien indi-
vidual and W, a U.S. citizen, each of whose
taxable years is the calendar year, were mar-
ried throughout 1967. H and W were residents
of, and domiciled in, foreign country Z dur-
ing the entire taxable year. During 1967, H
earned $10,000 from the performance of per-
sonal services as an employee. H also re-
ceived $500 in dividend income from stock
which under the community property laws of
country Z is considered to be the separate
property of H. W had no separate income for
1967. Under the community property laws of
country Z all income earned by either spouse
is considered to be community income, and
one-half of such income is considered to be-
long to the other spouse. In addition, such
laws of country Z provide that all income de-
rived from property held separately by either
spouse is to be treated as community income
and treated as belonging one-half to each
spouse. Thus, under the community property
laws of country Z, H and W are both consid-
ered to have realized income of $5,250 during

534



Internal Revenue Service, Treasury

1967, even though such laws recognize the
stock as the separate property of H. If the
election under this section is in effect for
1967, under the rules of subparagraphs (2) and
(5) of this paragraph all of the income of
$10,500 derived during 1967 shall be treated,
for U.S. income tax purposes, as the income
of H.

Example 2. The facts are the same as in ex-
ample 1 except that H is the sole proprietor
of a retail merchandising company and such
company has a $10,000 profit during 1967. W
exercises no management and control over
the business. In addition, H is a partner in a
wholesale distributing company, and his dis-
tributive share of the partnership profit is
$5,000. Both of these amounts of income are
treated as community income under the
community property laws of country Z, and
under such laws both H and W are treated as
realizing $7,500 of such income. If the elec-
tion under this section is in effect for 1967,
under the rule of subparagraphs (3) and (4) of
this paragraph all $15,000 of such income
shall be treated as the income of H for U.S.
income tax purposes.

Example 3. The facts are the same as in ex-
ample 1 except that H also received $1,000 in
dividends on stock held separately in his
name. Under the community property laws
of country Z the stock is considered to be
community property; and the dividends, to
be community income, one-half of such in-
come being treated as the income of each
spouse. If the election under this section is
in effect for 1967, under the rule of subpara-
graph (6) of this paragraph, $500 of the divi-
dend income shall be treated, for U.S. in-
come tax purposes, as the income of each
spouse.

(c) Time and manner of making or ter-
minating an election—(1) In general. A
citizen of the United States and his
nonresident alien spouse shall, for the
first taxable year beginning after De-
cember 31, 1966, for which an election
under section 981(a) and this section is
to apply, make the election by filing a
return, an amended return, or a claim
for refund, whichever is proper, for
such taxable year and attaching there-
to a statement that the election is
being made and that the requirements
of paragraph (a)(2) of this section are
met for such taxable year. The state-
ment must show the name, address,
and account number, if any, of each
spouse, the name and address of the ex-
ecutor, administrator, or other person
making the election for a deceased
spouse, the taxable year to which the
election applies, and the name of the
foreign country or countries having ju-
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risdiction to determine the ownership
of any income being treated in accord-
ance with section 981(b) and paragraph
(b) of this section. The statement must
be signed by both persons making the
election. An election under this section
may be made only for a taxable year
which, on the date of the election, as
defined in paragraph (b) of §1.981-3, is
open within the meaning of section
981(e)(2) and paragraph (a) of §1.981-3.

(2) Termination only with consent of
Director of International Operations—(i)
In general. An election under this sec-
tion for any taxable year is binding and
may not be revoked. The election shall
also remain in effect for all subsequent
taxable years of the spouses for which
the requirements of paragraph (a)(2) of
this section are met and which on the
date of the election are open, within
the meaning of paragraph (a) of §1.981-
3, unless the election is terminated for
any such subsequent taxable year or
years in accordance with subdivision
(ii) of this subparagraph. Any return,
amended return, or claim for refund in
respect of any such subsequent taxable
year for which the election is in effect
shall have attached thereto a copy of
the statement filed in accordance with
subparagraph (1) of this paragraph and
an additional signed statement that for
such subsequent taxable year the re-
quirements of paragraph (a)(2) of this
section are met.

(if) Written request to terminate re-
quired. A request to terminate an elec-
tion under this section for a subse-
quent taxable year or years shall be
made in writing by the persons who
made the election and shall be ad-
dressed to the Director of International
Operations, Internal Revenue Service,
Washington, DC 20225. The request
must include the name, address, and
account number, if any, of each spouse
and must be signed by the persons
making the request. It must specify
the taxable year or years for which the
termination is to be effective and the
grounds which justify the termination.
The request shall be filed not later
than 90 days before the close of the pe-
riod for assessing a deficiency against
the U.S. citizen for the earliest taxable
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year of such citizen for which the ter-
mination is to be effective. The Direc-
tor of International Operations may re-
quire such other information as may be
necessary in order to determine wheth-
er the termination will be permitted. A
copy of the consent by the Director of
International Operations to terminate
must be attached to an amended in-
come tax return for each taxable year
for which the termination is effective
and for which a return has previously
been filed.

(Secs. 913(m) (92 Stat. 3106; 26 U.S.C. 913(m)),
and 7805 (68A Stat. 917; 26 U.S.C. 7805), Inter-
nal Revenue Code of 1954)

[T.D. 7330, 39 FR 38372, Oct. 31, 1974, as
amended by T.D. 7670, 45 FR 6929, Jan. 31,
1980; T.D. 7736, 45 FR 76143, Nov. 18, 1980]

§1.981-2 Foreign law community in-
come for taxable years beginning
before January 1, 1967.

(a) Election for special treatment—(1) In
general. For all open taxable years be-
ginning before January 1, 1967, for
which an individual citizen of the
United States meets the requirements
of subparagraphs (A) and (C) of section
981(a)(1) and subparagraph (2) of this
paragraph, such citizen and his non-
resident alien spouse may make a joint
election to have section 981(c)(2) and
paragraph (b) of this section apply to
their income which is treated as com-
munity income under the applicable
community property laws of a foreign
country or countries. However, if the
conditions prescribed by section
981(d)(3) and subparagraph (3) of this
paragraph are met, the nonresident
alien spouse is not required to join in
the election and such citizen may
make a separate election to have sec-
tion 981(c)(2) and paragraph (b) of this
section apply to such income for such
taxable years. An election under sec-
tion 981(c)(1) and this section shall
apply to every open taxable year of
such citizen and his nonresident alien
spouse beginning before January 1,
1967, for which all the requirements of
subparagraphs (A) and (C) of section
981(a)(1) and subparagraph (2) of this
paragraph are met. It is immaterial
whether such open taxable year is a
taxable year subject to the provisions
of the 1954 Code, the 1939 Code, or any
other internal revenue law in effect be-
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fore the 1939 Code. An election under
section 981(c)(1) and this section has no
effect for any taxable year beginning
after December 31, 1966. For the defini-
tion of “‘open taxable year’ see section
981(e)(2) and paragraph (a) of §1.981-3. If
the citizen and his nonresident alien
spouse have different taxable years, see
paragraph (c) of §1.981-3. If one of the
spouses is deceased, see paragraph (d)
of §1.981-3. An election under section
981(c)(1) and this section is binding and
may not be revoked.

(2) Requirements to be met. In order for
the citizen of the United States to
make an election under this section,
whether required to be made jointly
with his nonresident alien spouse or
permitted to be made separately, it is
required under section 981(c)(1) that,
for each taxable year to which the elec-
tion applies, the citizen making the
election be (i) a citizen of the United
States and (ii) married at the close of
the taxable year to an individual who
is (a) a nonresident alien during the en-
tire taxable year and (b), in the case of
any such taxable years subsequent to
the first, the same nonresident alien
individual to whom the citizen was
married at the close of such first tax-
able year. The provisions of paragraph
(a)(2) of §1.981-1 apply to determine
whether a U.S. citizen making an elec-
tion under section 981(c)(1) and this
section is married at the close of a tax-
able year to an individual who is a non-
resident alien during the entire taxable
year.

(3) Cases where joint election is not re-
quired. A nonresident alien spouse is
not required to join in an election
under section 981(c)(1) and this section
if the Director of International Oper-
ations determines in accordance with
paragraph (c)(4) of this section—

(i) That an election under section
981(c)(1) and this section would not af-
fect the liability for Federal income
tax of the nonresident alien spouse for
any taxable year, whether beginning
on, before, or after January 1, 1967, or

(ii) That the effect of the election on
the liability of the nonresident alien
spouse for Federal income tax for any
such taxable year cannot be
ascertained and that to deny the elec-
tion to the U.S. citizen spouse would be
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