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(d)—In-
(b)—In- crease
_ crease (de-
<(;r11)d e;g?:ﬁt (de- (c)— crease)
Year mulated | €rease) in | Shares | per share
DISC in- | 2dCUmu- out- (column
come lated standing (b) di-
DISC in- vided by
come column
()
(5) Portion of A’s gain taxable as long-term capital gain (line (3) minus line (4)) | ..cocoevveee | eevvvicicens | v 58.70

1Under subparagraph (3)(ii) of this paragraph, the aggregate fractional amounts of the 10 shares issued on July 1, 1976, is 5
shares, i.e., 10 shares, multiplied by (183 days/366 days). Thus, the number of shares deemed outstanding for 1976 is 25

shares, i.e., 20 shares plus 5 shares.

Example 2. Assume the same facts as in ex-
ample 1, except that A sells his 10 shares to
D on July 1, 1977. Under subparagraph (3)(iii)
of this paragraph, the amount of increase in
accumulated DISC income for 1977 which is
attributable to each share disposed of is lim-
ited to $.67, i.e., $1.33 multiplied by 182 days/
365 days. Therefore, the sum of the yearly in-
creases (and decreases) in accumulated DISC
income for each share is reduced by $.66 (i.e.,
$1.33 minus $.67). The total increase in accu-
mulated DISC income for each share dis-
posed of is $5.47 (i.e., $6.13 minus $.66). Under
these facts, A would include in his gross in-
come for 1977 a dividend of $54.70 and long-
term capital gain of $65.30 determined as fol-
lows:

(1) Total increase in accumulated DISC income

for each share disposed of ...........ccoeeeviinine $5.47
Multiplied by number of shares disposed of ..... 10
(2) Total amount of accumulated DISC income

attributable of to all shares disposed of ......... 54.70
(3) A’s gain . 120.00
(4) Portion of A’s gain taxable as a dividend

(lower of lines (2) and (3)) ..eccvveeveereneneeinens 54.70
(5) Portion of A’s gain taxable as long-term

capital gain (line (3) minus line (4)) ........c..... 65.30
[T.D. 7324, 39 FR 35112, Sept. 30, 1974, as

amended by T.D. 7854, 47 FR 51741, Nov. 17,
1982]

§1.995-5 Foreign investment attrib-

utable to producer’s loans.

(@) In general—(1) Limitation. Under
section 995(d), the amount as of the
close of a ‘“‘group taxable year’ (as de-
fined in subparagraph (3) of this para-
graph) of foreign investment attrib-
utable to producer’s loans of a DISC for
purposes of section 995(b)(1)(G) shall be
the excess (as of the close of such year)
of—

(i) The smallest of—

(a) The amount of the net increase in
foreign assets (as defined in paragraph
(b) of this section) by domestic and for-

eign members of the controlled group
which includes the DISC,

(b) The amount of the actual foreign
investment by the domestic members
of such group (as determined under
paragraph (c) of this section), or

(c) The amount of outstanding pro-
ducer’s loans (as determined under
§1.993-4) by such DISC to members of
such controlled group, over

(if) The amount (determined under
§1.995-2 (a)(5) and (b)(2)) of foreign in-
vestment attributable to producer’s
loans treated under section 995(b)(1)(G)
as deemed distributions by the par-
ticular DISC taxable as dividends for
prior taxable years of that particular
DISC.

Thus, for example, if the shareholders
of a DISC which uses the calendar year
as its taxable year (and which is a
member of a controlled group in which
all of the members use the calendar
year as their taxable year) are treated
under section 995(b)(1)(G) as receiving
foreign investment attributable to pro-
ducer’s loans of a DISC of $0 in 1972, $10
in 1973, and $30 in 1974, or a total of $40,
and if the smallest of the amounts de-
scribed in subdivision (i) of this sub-
paragraph at the end of 1975 is $90, then
the amount of the foreign investment
attributable to producer’s loans of a
DISC at the end of 1975 is $50, i.e., the
excess (as of the close of 1975) of the
smallest of the amounts described in
subdivision (i) of this subparagraph
($90) over the sum of the amounts of
foreign investment attributable to pro-
ducer’s loans treated under section
995(b)(1)(G) as deemed distributions by
the DISC taxable as dividends for prior
taxable years of the DISC ($40). If the
separate corporate existence of the
DISC as to which the amount described
in subdivision (ii) of this subparagraph
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relates ceases to exist within the
meaning of §1.995-4(c)(2), then such
amount shall no longer be taken into
account by the group for any purpose.
For inclusion of amounts because of
certain corporate acquisitions, see
paragraph (d) of this section.

(2) Controlled group; domestic and for-
eign member. For purposes of this sec-
tion—

(i) The term ‘‘controlled group’ has
the meaning assigned to such term by
§1.993-1(K).

(ii) The term domestic member means a
domestic corporation which is a mem-
ber of a controlled group, and the term
foreign member means a foreign corpora-
tion which is a member of a controlled
group.

(3) Group taxable year. (i) The term
group taxable year refers collectively to
the taxable year of the DISC and to the
taxable year of each corporation in the
controlled group which includes the
DISC ending with or within the taxable
year of the DISC. Thus, for example, if
a corporation has a subsidiary which
uses the calendar year as its taxable
year and which elects to be treated as
a DISC, and if the parent has a taxable
year ending on October 31, the ‘“‘group
taxable year” for 1973 would refer to
calendar year 1973 for the DISC and to
the parent’s taxable year ending Octo-
ber 31, 1973.

(ii) In cases in which the DISC makes
a return for a short taxable year, that
is, for a taxable year consisting of a pe-
riod of less than 12 months, pursuant to
section 443 and the regulations there-
under, or §1.991-1(b)(3), the following
rules shall apply—

(a) In the case of a change in the an-
nual accounting period of the DISC re-
sulting in a short taxable year, the
group taxable year refers collectively to
the short taxable year and to the tax-
able year of each corporation in the
controlled group which includes the
DISC ending with or within the short
taxable year.

(b) In the case of a DISC which is in
existence during only part of what
would otherwise be its taxable year,
the group taxable year refers collec-
tively to the short period during which
the DISC was in existence and to the
taxable year of each corporation in the
controlled group which includes the
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DISC ending with or within the 12-
month period ending on the last day of
the short period.

(iii) With respect to periods prior to
the first taxable year for which a mem-
ber of the group qualified (or is treat-
ed) as a DISC, each group taxable year
shall be determined under subdivision
(i) of this subparagraph as if such mem-
ber was in existence, it qualified as a
DISC, and its taxable year ended on
that date corresponding to the date
such member’s first taxable year ended
after it qualified (or is treated) as a
DISC whether or not the corporation
which qualifies (or is treated) as a
DISC used the same taxable year before
it so qualified (or is so treated). Thus,
for example, if a corporation which is
organized on March 3, 1975, uses the
calendar year as its taxable year, and
is a member of a controlled group
which does not include a DISC, first
qualifies (or is treated) as a DISC for
calendar year 1975, then the term
‘“‘group taxable year’” with respect to
years prior to 1975 refers collectively to
such prior calendar years and to the
taxable year of each corporation in the
group ending with or within such prior
calendar years.

(iv) For special rules in the case of a
group which includes more than one
DISC, see paragraph (g) of this section.

(4) Amounts determined for prior years.
Unless the 3-year limitation is properly
elected under subparagraph (5) of this
paragraph, the amounts described in
paragraphs (b) (relating to net increase
in foreign assets) and (c) (relating to
actual foreign investments by domestic
members) of this section reflect, as of
the close of a group taxable year,
amounts for all taxable years of mem-
bers of the group beginning after De-
cember 31, 1971 (and amounts arising
after December 31, 1971, or such other
date prescribed in paragraph (b)(7) of
this section), provided that such
amounts relate to such group taxable
year and preceding group taxable
years. Thus, for example, if all mem-
bers of a controlled group use the cal-
endar year as the taxable year, and 1980
is the first taxable year for which any
member of the group qualifies (or is
treated) as a DISC, then, unless the 3-
year limitation is elected under sub-
paragraph (5) of this paragraph, the
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amounts described in paragraphs (b)
and (c) of this section will be taken
into account beginning with the dates
specified in the preceding sentence. For
rules as to carryovers on certain cor-
porate acquisitions and reorganiza-
tions, see paragraph (d) of this section.

(5) Three-year elective limitation. (i) A
DISC may elect to take into account
only amounts described in paragraphs
(b) (relating to net increase in foreign
assets) and (c) (relating to actual for-
eign investment by domestic members)
of this section for the 3 taxable years
of each member immediately preceding
its taxable year included in that first
group taxable year which includes a
member’s first taxable year during
which it qualifies (or is treated) as a
DISC. For purposes of the preceding
sentence, determinations shall be made
by reference to the taxable year of the
issuer or transferor (as the case may
be). If an election is made under this
subdivision, the offset for uncommitted
transitional funds under paragraph
(b)(7) of this section is not allowed. If
an election is made under this subdivi-
sion, the 3-year limitation applies to
amounts described in paragraphs (b)(4)
and (c)(1) and (2) of this section.

(if) An election under subdivision (i)
of this subparagraph shall not apply
with respect to amounts which must be
carried over under paragraph (d) of this
section in the case of certain corporate
acquisitions and reorganizations.

(iii) An election under subdivision (i)
of this subparagraph shall be made by
the DISC attaching to its first return,
filed under section 6011(e)(2), a state-
ment to the effect that the 3-year limi-
tation is being elected under §1.995-
5(@)(5) ().

(6) Cumulative basis. Pursuant to sec-
tion 995(d)(5), all determinations of
amounts specified in this section are to
be made on a cumulative basis from
the 1st year (or date) provided for in
this section. Thus, each such deter-
mination shall take into account a net
increase or a net decrease during the
year, as the case may be. However, if
the 3-year limitation is elected under
subparagraph (5) of this paragraph,
then only amounts with respect to pe-
riods specified in such subparagraph (5)
are amounts taken into account for
years before a member of the group
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qualifies (or is treated) as a DISC. The
computations described in this section
may be made in any way chosen by the
DISC (including a corporation being
tested as to whether it qualifies as a
DISC), provided such method results in
the amount prescribed by this section.

(7) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. X Corporation, which uses the
calendar year as its taxable year, is a mem-
ber of a controlled group (within the mean-
ing of subparagraph (2) of this paragraph). X
elects to be treated as a DISC beginning with
1972. The amount of foreign investment at-
tributable to X’s producer’s loans treated
under section 995(b)(1)(G) as a distribution
taxable as a dividend as of the close of each
group taxable year with respect to each tax-
able year of X from 1972 through 1975 are set
forth in the table below, computed on the
basis of the facts assumed (the amounts on
lines (1), (2), (3), and (5) being running bal-
ances):

Taxable year of X 1972 1973 1974 1975

(1) Net increase (or
decrease) in for-
eign assets since
January 1, 1972,
at close of group
taxable year .........

(2) Actual foreign in-
vestment at close
of group taxable
year ... 20 60 80 140

(3) Outst: 0-
ducer’s loans of X
(the DISC) as of
the close of group
taxable year ......... 0 40 90 120

($30) $10 $100 $150

(4) Smallest of lines
(1), (2), or (3) (not
less than zero) ..... 0 10 80 120

(5) Less section
995(b)(1)(G)
deemed distribu-
tions for prior tax-
able years (sum of
lines (5) and (6)
from prior year) .... 0 0 10 80

(6) Section
995(b)(1)(G)
deemed distribu-
tion as of close of
taxable year ......... 0 10 70 40

(b) Net increase in foreign assets—(1) In
general. (i) The term net increase in for-
eign assets when used in this section
means the excess for the controlled
group (as of the close of the group tax-
able year) of (a) the investment in for-
eign assets to be taken into account
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under subparagraph (2) of this para-
graph over (b) the aggregate of the five
offsets allowed by subparagraphs (3)
through (7) of this paragraph.

(ii) No amount described in this para-
graph (other than amounts described in
subparagraphs (4) and (7) of this para-
graph) with respect to a member of the
group (or foreign branch of a member)
shall be taken into account unless it is
attributable to a taxable year of such
member beginning after December 31,
1971. For a 3-year elective limitation
with respect to the first taxable year
for which a member qualifies (or is
treated) as a DISC, see paragraph (a)(5)
of this section. For manner of deter-
mining amounts on a cumulative basis,
see paragraph (a)(6) of this section.

(2) Investments made in foreign assets.
(i) For purposes of subparagraph (1) of
this paragraph, there shall be taken
into account as investment in foreign
assets the aggregate of the amounts ex-
pended (within the meaning of subdivi-
sion (ii) of this subparagraph) during
the period described in subparagraph
(1)(i1) of this paragraph by all members
of the controlled group which includes
the DISC to acquire assets described in
section 1231(b) (determined without re-
gard to any holding period therein pro-
vided) which are located outside the
United States (as defined in §1.993-7)
reduced by the aggregate of the
amounts received by all such members
of the controlled group from the sale,
exchange, or involuntary conversion of
such assets described in section 1231(b)
which are located outside the United
States. For purposes of this section,
amounts expended for assets which are
qualified export assets (as defined in
§1.993-2) of a DISC (or which would be
qualified export assets if owned by a
DISC) shall not be taken into account.
Thus, for example, if a DISC acquires a
qualified export asset located outside
the United States, the asset is not to
be taken into account for purposes of
determining the net increase in foreign
assets.

(ii) As used in subdivision (i) of this
subparagraph, the term amounts ex-
pended (or amounts received) means
the amount of any money or the fair
market value (on the date of acquisi-
tion, sale, exchange, or involuntary
conversion) of any property (other than
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money) used to acquire (or received
for) the assets described in such sub-
division (i).

(iii) For purposes of this subpara-
graph, an asset (other than an aircraft
or vessel) is considered as located out-
side the United States if it was used
predominantly outside the United
States during the group taxable year.
The determination as to whether such
an asset is used predominantly outside
the United States during the group
taxable year in which it was acquired
or sold, exchanged, or involuntarily
converted shall be made by applying
the rules of §1.993-3(d) except that an
aircraft described in section
48(a)(2)(B)(i) or a vessel described in
section 48(a)(2)(B)(iii) shall be consid-
ered located in the United States and
all other aircraft or vessels shall be
considered located outside the United
States. Thus, for example, if a member
of a controlled group which includes a
DISC acquires a vessel which is docu-
mented under the laws of a foreign
country, the amount expended to ac-
quire that vessel is an amount de-
scribed in subdivision (i) of this sub-
paragraph.

(iv) Examples. The provisions of this
subparagraph may be illustrated by the
following examples:

Example 1. X Corporation, which uses the
calendar year as its taxable year, is a domes-
tic member of a controlled group (within the
meaning of paragraph (a)(2) of this section).
During 1972, in a transaction to which sec-
tion 1031 applies, X acquires a warehouse lo-
cated outside the United States and having a
fair market value of $100. As consideration,
X transfers $20 in cash and a warehouse lo-
cated within the United States and having a
fair market value of $80. Under these facts,
$100 will be taken into account as invest-
ment in foreign assets.

Example 2. The facts are the same as in ex-
ample 1, except that the warehouse trans-
ferred by X as consideration is located out-
side the United States. Under these facts,
only $20 will be taken into account as invest-
ment in foreign assets because the amount
expended for such assets (i.e., $100) is reduced
by the fair market value of any property lo-
cated outside the United States received in
exchange for such assets (i.e., $80).

(3) Depreciation with respect to all for-
eign assets of a controlled group. (i) An
offset allowed by this subparagraph is
the depreciation (determined under
subdivision (ii) of this subparagraph) or
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depletion (determined under subdivi-
sion (iii) of this subparagraph) attrib-
utable to taxable years of the member
beginning after December 31, 1971, with
respect to all of the group’s foreign as-
sets described in subparagraph (2) of
this paragraph including such assets
acquired prior to the date provided in
such subparagraph (2), and without re-
gard to whether the 3-year election in
paragraph (a)(5) of this section is made.
Thus, for example, depreciation for a
taxable year of a member beginning
after December 31, 1971, with respect to
an asset described in section 1231(b)
which is located outside of the United
States and which was acquired during a
taxable year of the member beginning
before January 1, 1972, is an offset al-
lowed by this subparagraph. For a fur-
ther example, depreciation with re-
spect to a qualified export asset is not
such an offset.

(ii) The depreciation taken into ac-
count under subdivision (i) of this sub-
paragraph shall be—

(a) In the case of an asset owned by a
domestic member, only the amount al-
lowed under section 167(b)(1) (relating
to the allowance of the straight-line
method of depreciation) and §1.162-11
(b) (relating to amortization in lieu of
depreciation), but not the amount al-
lowed under section 179 (relating to the
additional first-year depreciation al-
lowance).

(b) In the case of an asset owned by a
foreign member, the depreciation and
amortization (referred to in (a) of this
subdivision) allowable for purposes of
computing earnings and profits under
subparagraph (5)(i) of this paragraph.

(iii) The depletion taken into ac-
count under subdivision (i) of this sub-
paragraph shall be limited to cost de-
pletion computed under sections 611
and 612 and the regulations thereunder.
Thus, percentage depletion is not to be
taken into account in computing the
offset under this subparagraph.

(4) Amount of outstanding stock or debt.
(i) An offset allowed by this subpara-
graph is the outstanding amount of
stock (including treasury stock) or
debt obligations of any member of the
group issued, sold, or exchanged after
December 31, 1971, by any member
(whether or not the same member) to
persons who (on the date of such

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

issuance, sale, or exchange) were nei-
ther United States persons (within the
meaning of section 7701(a)(30)) nor
members of the group: Provided, That,
in the case of a debt obligation, such
obligation is not repaid within 12
months after such issuance, sale, or ex-
change. Thus, for example, if stock is
issued to a member of the group before
January 1, 1972, and after December 31,
1971, it is sold to a person who is nei-
ther a United States person nor a mem-
ber of the group, an offset allowed by
this subparagraph includes the out-
standing amount of such stock. For
purposes of this subparagraph, foreign
branches of United States banks are
not considered to be United States per-
sons.

(ii) The outstanding amount of stock
or debt obligations shall be determined
in accordance with the following provi-
sions:

(a) The outstanding amount of stock
or debt obligations described in sub-
division (i) of this subparagraph is
equal to the net amount described in
(b) of this subdivision reduced (but not
below zero) by the amount described in
(c) of this subdivision.

(b) The net amount described in this
subdivision (b) is the excess of (1) the
aggregate of the amount of money and
the fair market value of property
(other than money) transferred by per-
sons who are not members of the group
and who are not U.S. persons as consid-
eration for such stock and debt obliga-
tions over (2) fees and commission ex-
penses borne by the issuer or
transferror with respect to their
issuance, sale, or exchange.

(c) The amount described in this sub-
division (c) is the aggregate amount of
money and fair market value of prop-
erty (other than money) distributed to
such persons on distributions in re-
spect of such stock from other than
earnings and profits or on distributions
in redemption of such stock and the
amount of principal paid pursuant to
such debt obligations.

(d) For purposes of this subdivision
(if), in the case of a redemption, the
stock or debt redeemed shall be
charged against the earliest of such
stock or debt issued, sold, or exchanged
in order to determine the amount by
which the balance of outstanding stock
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or debt is to be reduced. For purposes
of this subparagraph, the fair market
value of property received as consider-
ation shall be determined as of the date
the transaction occurs, and a contribu-
tion to capital within the meaning of
section 118 shall be treated as the
issuance of stock.

(iii) The provisions of subdivision (i)
of this subparagraph apply regardless
of the treatment under the Code of the
transaction in which the stock or debt
was issued, sold, or exchanged. Thus,
for example, if X Corporation, a mem-
ber of a controlled group which in-
cludes a DISC, acquires from a non-
resident alien individual in exchange
solely for X’s voting stock all of the
stock of Y Corporation pursuant to a
reorganization as defined in section
368(a)(1)(B), the fair market value of
the Y stock on the date of the ex-
change would be an offset allowed by
this subparagraph.

(iv) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. X Corporation is a member of a
controlled group (within a meaning of para-
graph (a)(2) of this section) every member of
which uses the calendar year as its taxable
year. On January 1, 1972, X issues in a public
offering its stock to persons described in sub-
division (i) of this subparagraph who, in the
aggregate, pay $1,000 as consideration. X
pays $100 in underwriting fees. On the same
date, X receives $425 upon issuing a $500 debt
obligation to such persons at a discount of
$75 and pays $25 in underwriting fees. On De-
cember 31, 1972, the offset allowed under this
subparagraph is $1,300, i.e., ($1,000 minus $100)
plus ($425 minus $25). If, during 1973, X makes
a distribution of $150 (not in redemption)
from other than earnings and profits with re-
spect to such stock, then the offset is re-
duced to $1,150.

(5) Earnings and profits. (i) An offset
allowed by this subparagraph is one-
half the aggregate of the earnings and
profits accumulated for all taxable
years beginning after December 31,
1971, computed (without regard to any
distributions from earnings and profits
by a foreign corporation to a domestic
corporation in accordance with §1.964-1
(relating to a controlled foreign cor-
poration’s earnings and profits), of
each foreign member of the group
which is controlled directly or indi-
rectly (as determined under the prin-
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ciples of section 958 and the regulations
thereunder) by a domestic member of
the group and each foreign branch of a
domestic member of the group (com-
puted as if the branch were a foreign
corporation). The DISC is bound by any
action on behalf of a foreign member
that was taken pursuant to §1.964-
1(c)(3) or by any failure to take action
by or on behalf of a foreign member
within the time specified in §1.964-
1(c)(6). With respect to a foreign mem-
ber for which action was not previously
required under §1.964-1(c)(6) to be
taken, the DISC may take action on
behalf of such member by attaching a
statement to that effect to the return
of the DISC under section 6011(e)(2) for
the first taxable year during which it
qualifies (or is treated) as a DISC and
there is outstanding a producer’s loan
made by such DISC to a member of the
controlled group which includes the
DISC.

(i) If the aggregate of the accumu-
lated earnings and profits described in
subdivision (i) of this subparagraph is a
deficit, the amount allowable as an off-
set under this subparagraph is zero.

(6) Royalties and fees. An offset al-
lowed by this subparagraph is one-half
the royalties and fees paid by foreign
members of the group to domestic
members of the group and by foreign
branches of domestic members of the
group to domestic members of the
group during the taxable years of such
members beginning after December 31,
1971.

(7) Uncommitted transitional funds. (i)
An offset allowed by this subparagraph
for the uncommitted transitional funds
of the group is the sum described in
subdivision (ii) of this subparagraph of
the amount of certain capital raised
under the foreign direct investment
program and the amounts described in
subdivision (iv) of this subparagraph of
certain foreign excess working capital
held on October 31, 1971.

(ii) The amount described in this sub-
division of certain capital raised under
the foreign direct investment program
is the excess (if any) of—

(a) The amount of the offset allowed
by subparagraph (4) of this paragraph,
determined, however, with respect to
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the stock and debt obligations of do-
mestic members of the group out-
standing on December 31, 1971 (includ-
ing amounts treated as stock out-
standing by reason of a contribution to
capital), whether or not outstanding
after such date, which were issued,
sold, or exchanged on or after January
1, 1968, by any member (whether or not
the same member) to persons who (on
the date of such issuance, sale, or ex-
change) were neither United States
persons (within the meaning of section
7701(a)(30)) nor members of the group,
but only to the extent the taxpayer es-
tablishes that such amount constitutes
a long-term borrowing (see 15 CFR
1000.324 1) for purposes of the foreign di-
rect investment program (see 15 CFR
part 10001), over

(b) The amount (determined under

paragraph (c) of this section) of actual
foreign investment by the domestic
members of the group during the por-
tion of the period such stock or debt
obligations have been outstanding
prior to January 1, 1972, such deter-
mination to be made by substituting
January 1, 1968, for the December 31,
1971, date specified in such paragraph
(c) and by not taking into account the
earnings and profits described in para-
graph (c)(3) of this section.
For purposes of this subparagraph, for-
eign branches of United States banks
are not considered to be United States
persons.

(iii)(a) A taxpayer may establish that
an amount under subdivision (ii) (a) of
this subparagraph constitutes a long-
term borrowing for purposes of the for-
eign direct investment program by
keeping records sufficient to dem-
onstrate that appropriate reports were
filed with the Office of Foreign Direct
Investment of the Department of Com-
merce with respect to the foreign bor-
rowing or by any other method satis-
factory to the district director.

(b) The amounts described in subdivi-
sion (ii) (a) of this subparagraph in-
clude amounts with respect to which
an election under section 4912(c), to
subject certain obligations of a United
States person to the interest equali-
zation tax, has been made: Provided,

LEDITORIAL NOTE: 15 CFR part 1000 was re-
moved at 39 FR 30481, Aug. 23, 1974.
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That the obligations to which such
amounts relate were issued by an
““‘overseas financing subsidiary’ de-
scribed in 15 CFR part 1000! and were
assumed by a United States person
from such overseas financing sub-
sidiary. Thus, for example, if an over-
seas financing subsidiary issues its
notes to a foreign person in 1968, and
such notes are assumed by its United
States parent in 1973, which parent
elects under section 4912(c) to have the
notes subject to the interest equali-
zation tax, then the amount of money
received by the subsidiary is an
amount described in subdivision (ii)(a)
of this subparagraph.

(iv) The amount described in this
subdivision of foreign excess working
capital is the amount of liquid assets
held by the foreign members of such
group and foreign branches of domestic
members of such group on October 31,
1971 (whether or not so held after such
date) in excess of their reasonable
working capital needs (as defined in
§1.993-2 (e)) on that date, but only to
the extent not included in subdivision
(ii) of this subparagraph. For purposes
of this subdivision, the term liquid as-
sets means money, bank deposits (not
including time deposits), and indebted-
ness of any kind (including time depos-
its) which on the day acquired had a
maturity of 2 years or less.

(8) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. X Corporation, which uses the
calendar year as its taxable year is a mem-
ber of a controlled group (within the mean-
ing of paragraph (a)(2) of this section). X
elects to be treated as a DISC beginning with
1972. The amount of net increase in foreign
assets of the group at the close of each group
taxable year with respect to each taxable
year of X from 1972 through 1975 are set forth
in the table below, computed on the basis of
the facts assumed (the amounts on each line
being running balances):

Taxable year of X 1972 1973 1974 1975
(1) Investment in for-
eign assets ............. $150 $165 $260 $300

(2) Depreciation with
respect to foreign
assets of group ...... 20 40 60 80

(3) Amount of stock or
debt outstanding
issued after Decem-
ber 31, 1971 .......... 30 30 30 30
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Taxable year of X 1972 1973 1974 1975

(4) One-half earnings
and profits of for-
eign members ........ 40 70 100 130

(5) Royalties and fees
paid by foreign
members to domes-

tic members ........... 10 15 20 20
(6) Uncommitted tran-
sitional funds .......... 10 10 10 10

(7) Sum of lines (2)
through (6) ............. 110 165 220 270

(8) Net increase in
foreign assets (line
(1) minus line (6)) ..

40 0 40 30

(c) Actual foreign investment by domes-
tic members. For purposes of deter-
mining the limitation in paragraph (a)
of this section, the amount of the ac-
tual foreign investment by domestic
members of a controlled group is the
sum (as of the close of the group tax-
able year) determined on a cumulative
basis (see paragraph (a)(6) of this sec-
tion) of—

(1) Outstanding stock or debt (including
contributions to capital). The out-
standing amount (determined in ac-
cordance with the principles of para-
graph (b)(4)(ii) of this section, applied
with respect to stock or debt obliga-
tions described in this subparagraph) of
stock (including treasury stock) or
debt obligations (other than normal
trade indebtedness) of foreign members
of the group issued, sold, or exchanged
after December 31, 1971, by any person
(whether or not a member) which is not
a domestic member to domestic mem-
bers of the group: Provided, That the
outstanding amount of debt obligations
of any foreign member shall be the
greater of such amount outstanding at
the close of the taxable year of such
member or the highest such amount
outstanding at any time during the im-
mediately preceding 90 days,

(2) Transfers to foreign branches. The
amount of money or the fair market
value of property (other than money)
transferred by domestic members of
the group after December 31, 1971, to
foreign branches of such members in
transactions which would, if the
branch were a corporation, be in con-
sideration for the sale of stock or debt
obligations of (or a contribution of cap-
ital to) such foreign branches (as deter-
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mined under subparagraph (1) of this
paragraph), and

(3) Earnings and profits of foreign mem-
bers. One-half of the earnings and prof-
its (computed in accordance with para-
graph (b)(5) of this section for purposes
of computing net increase in foreign
assets) of foreign members of the group
which are controlled directly or indi-
rectly (as determined under the prin-
ciples of section 958 and the regulations
thereunder) by a domestic member of
the group and foreign branches (treated
for this purpose as a corporation) of do-
mestic members of the group accumu-
lated during the taxable years of such
foreign members (or branches) begin-
ning after December 31, 1971, or, if
later, the taxable year referred to in
paragraph (a)(5)(i) of this section if the
3-year election provided for in such
paragraph (a)(5)(i) is made.

(d) Carryovers on certain corporate ac-
quisitions and reorganizations—(1) Cer-
tain corporate acquisitions. (i) If—

(a) A member of a controlled group
(““first controlled group’’) acquires in a
transaction to which section 381 ap-
plies the assets of a corporation which
is a member of a second controlled
group or acquires stock in such a cor-
poration pursuant to a reorganization
as defined in section 368(a)(1)(B) to
which section 361 applies, or

(b) A member or combination of
members of the first controlled group
acquire in a transaction not described
in (a) of this subdivision a majority in-
terest (as defined in paragraph (e)(2) of
this section) in the stock of a corpora-
tion which is a member of a second
controlled group which includes a DISC
so that such DISC after the acquisition
is a member of the new controlled
group,

then, for purposes of computing foreign
investment attributable to producer’s
loans with respect to the new con-
trolled group as constituted after such
acquisition, all amounts described in
paragraphs (a) through (c) of this sec-
tion, including the amount specified in
paragraph (a)(1)(ii) of this section (re-
lating to amounts treated under sec-
tion 995(b)(1)(G) as deemed distribu-
tions by the DISC taxable as dividends
for prior taxable years of the DISC),
with respect to members of the second
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controlled group which become mem-
bers of the new controlled group shall
carry over to such new controlled
group. For purposes of this subdivision
(i), a controlled group may consist of
only one member. With respect to cer-
tain transactions involving foreign cor-
porations, see section 367.

(if) If a member or combination of
members of a controlled group, imme-
diately after an acquisition of stock to
which subdivision (i) of this subpara-
graph applies, do not control the total
combined voting power (determined
under §1.957-1(b)) of the corporation
whose stock was acquired, proper ap-
portionment consistent with the prin-
ciples of paragraph (e)(5) of this section
shall be made with respect to amounts
to which paragraphs (a) through (c) of
this section apply.

(iii)(a) If subdivision (i) of this sub-
paragraph applies, then for purposes of
determining the application of the 3-
year elective limitation provided for in
paragraph (a)(5) of this section, the
rules in (b), (c), and (d) of this subdivi-
sion (iii) apply.

(b) If both the ‘first controlled
group’” and the ‘‘second controlled
group’ (as those terms are defined in
subdivision (i) of this subparagraph) in-
clude a DISC, and a DISC in either
group has elected the 3-year limitation
provided in paragraph (a)(5) of this sec-
tion, then only those amounts taken
into account under such paragraph
(a)(5) by the electing DISC or DISC’s
shall be taken into account.

(c) If one of the groups includes a
DISC and the other does not, and if the
DISC has elected the 3-year limitation
provided in paragraph (a)(5) of this sec-
tion, then, for purposes of computing
foreign investment attributable to pro-
ducer’s loans with respect to the new
controlled group as constituted after
the acquisition, all amounts described
in paragraphs (a) through (c) of this
section with respect to members of the
controlled group which did not include
the DISC shall carry over to such new
controlled group, but only to the ex-
tent provided in such paragraph (a)(5),
computed as if the group taxable year
in which the acquisition occurred was
the first group taxable year which in-
cludes a member’s first taxable year
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during which it qualifies (or is treated)
as a DISC.

(d) If (c) of this subdivision (iii) ap-
plies, except that the DISC has not
elected the 3-year limitation provided
in paragraph (a)(5) of this section, then
the DISC in the new controlled group
as constituted after the acquisition
may, with respect to members of the
controlled group which did not include
the DISC, make the election provided
in such paragraph (a)(5), and treat the
year in which the acquisition occurred
as if it were the first group taxable
year which includes a member’s first
taxable year during which it qualifies
(or is treated) as a DISC.

(iv) If a majority interest, or an in-
terest in addition to a majority inter-
est, is acquired in a transaction other
than a transaction described in sub-
division (i) of this subparagraph, then
the rules in paragraph (e) of this sec-
tion (relating to the acquisition of the
foreign assets of a corporation) apply.

(2) Corporation ceasing to be a member.
As of the date a corporation which is a
member of a controlled group ceases to
be a member of such group, the
amounts of such group described in
paragraphs (a) through (c) of this sec-
tion will be reduced by such amounts
which are attributable to the corpora-
tion which is no longer a member of
the group.

(e) Acquisition of a majority interest in
a corporation—(1) In general. If para-
graph (d)(2)(i) of this section (relating
to certain corporate acquisitions in
which all amounts described in para-
graphs (a) through (c) of this section
carry over) does not apply, then, for
purposes of determining under para-
graph (b)(2) of this section the invest-
ments made in foreign assets by a con-
trolled group, the acquisition of a ma-
jority interest (as defined in subpara-
graph (2) of this paragraph) or an inter-
est in addition to a majority interest
in a corporation by any member or
combination of members of the con-
trolled group is considered an acquisi-
tion of the assets (to the extent pro-
vided in subparagraph (5) of this para-
graph) of the acquired corporation by
the group, including the assets of any
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foreign corporation in which the ac-
quired corporation owns a majority in-
terest (to the extent provided in sub-
paragraph (5) of this paragraph). For
the rules concerning the date upon
which an acquisition of a majority in-
terest is considered to have occurred,
see subparagraph (3) of this paragraph.

(2) Majority interest. For purposes of
this section, a majority interest is
more than 50 percent of the total com-
bined voting power of all classes of a
corporation’s stock entitled to vote, as
determined under §1.957-1(b).

(3) Acquisition date. For purposes of
this paragraph, an acquisition of a ma-
jority interest shall be considered to
have occurred on the day on which the
combined voting power of the group
first reached the percentage required in
subparagraph (2) of this paragraph.

(4) Valuation of assets. For purposes of
this section, the amount of a corpora-
tion’s assets deemed acquired is the
fair market value of the assets on the
date a majority interest, or an interest
in addition to a previously held major-
ity interest, is acquired.

(5) Apportionment in the case of the ac-
quisition of less than all of the voting
stock. (i) If the acquisition described in
subparagraph (1) of this paragraph of a
majority interest is of less than 100
percent of the total combined voting
power of all classes of stock of the ac-
quired corporation entitled to vote,
then for purposes of subparagraph (1) of
this paragraph the amount of the for-
eign assets of the corporation deemed
acquired as of the day the majority in-
terest is considered acquired shall be
an amount equal to the fair market
value of all of the corporation’s foreign
assets described in paragraph (b)(2) of
this section as of such day multiplied
by the percentage of the total com-
bined voting power (determined under
§1.957-1(b)) held by members of the
group on the day the majority interest
is considered acquired.

(i) If any member or combination of
members of the controlled group hold a
majority interest in a corporation,
then for purposes of subparagraph (1) of
this paragraph the acquisition of addi-
tional combined voting power by mem-
bers of the controlled group shall be
considered an acquisition of its foreign
assets described in paragraph (b)(2) of
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this section in an amount equal to the
fair market value of all such assets
held by the foreign corporation on the
date of the acquisition, multiplied by
the increase (expressed in percentage
points) in total combined voting power
(as determined under §1.957-1(b)) which
occurred.

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

Example 1. M Corporation uses the calendar
year as its taxable year. On November 18,
1973, M acquires from A, an individual United
States person, for $1 million cash all 10,000
shares of the voting stock of N, a foreign cor-
poration. N’s only asset is a warehouse lo-
cated in France with a fair market value on
the date of acquisition of $1 million. Under
subparagraph (1) of this paragraph, the con-
trolled group of which M is a member is con-
sidered to have expended $1 million for the
acquisition of foreign assets described in
paragraph (b)(2) of this section.

Example 2. The facts are the same as in ex-
ample 1, except that on November 18, 1973, M
acquires only 80 percent of N’s voting stock.
M is considered to have expended $800,000 for
the acquisition of assets described in para-
graph (b)(2) of this section, computed as fol-
lows:

(1) Fair market value of N’s foreign assets de-

scribed in paragraph (b)(2) of this section ..... $1,000,000
(2) Multiply by percentage of total combined

voting power of all classes of N stock enti-

tled to vote acquired by M ...... .8
(3) Amount considered expended . $800,000

Example 3. The facts are the same as in ex-
ample 2, except that individual A is not a
United States person, and M acquires the 80
percent of N voting stock in exchange for
cash of $100,000 and M stock having a fair
market value on the date of the acquisition
of $700,000. M is considered to have acquired
assets described in paragraph (b)(2) of this
section in the amount of $800,000 (see com-
putations in example 2) and to have an offset
under paragraph (b)(4) of this section (relat-
ing to outstanding stock or debt) of $700,000
(the fair market value of the M stock trans-
ferred to A who is not a United States per-
son). However, the controlled group of which
M is a member is not considered to have ac-
quired any other amounts described in para-
graphs (a) through (c) of this section with re-
spect to N for taxable years prior to the tax-
able year of N during which the acquisition
occurred.

Example 4. P Corporation, which uses the
calendar year as its taxable year, is a mem-
ber of a controlled group which includes a
DISC. During 1973, P acquires from B, an in-
dividual United States person, for cash, 30
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percent of the total combined voting power
of all classes of stock entitled to vote of Q,
a foreign corporation. All of Q’s assets are
assets described in paragraph (b)(2) of this
section. No additional interest in Q is ac-
quired by members of the group during 1973.
The controlled group of which Q is a member
is not considered to have made any invest-
ments in foreign assets described in such
paragraph (b)(2) as of the close of 1973.

Example 5. Assume the same facts as in ex-
ample 4. Assume further that during 1974, R
Corporation, a member of the controlled
group which includes P, acquires for cash 40
percent of the total combined voting power
of all classes of stock of Q entitled to vote as
follows: 20 percent on July 31, and 20 percent
on December 31. Thus, on December 31, 1974,
members of the controlled group own 70 per-
cent of Q’s voting power (30+20+20) and on
that date are considered to have acquired a
majority interest in Q. The fair market
value of Q’s assets on December 31, 1974, is $5
million. The group is considered to have ex-
pended $3,500,000 for the acquisition of assets
described in paragraph (b)(2) of this section
computed as follows:
(1) Fair market value of Q’s foreign assets de-

scribed in paragraph (b)(2) of this section as

of the date the acquisition is deemed to have

occurred under subparagraph (3) of this

paragraph (December 31, 1974) .................. $5,000,000
(2) Multiply by percentage of total combined
voting power of all classes of Q stock enti-
tled to vote held by members of the group
on such date .......cccevveiiiiniiiiie 7
$3,500,000

Example 6. The facts are the same as in ex-
ample 5. Assume further that on July 15,
1975, P acquires the remaining 30 percent of
the total combined voting power of all class-
es of Q stock entitled to vote, and on such
date the fair market value of Q’s assets is
$5,500,000. The group is considered to have ex-
pended $5,150,000 for the acquisition of assets
described in paragraph (b)(2) of this section
as of the close of 1975, computed as follows:

(1) Amount of prior years’ investment ............... $3,500,000
(2) Investment during 1975:

(a) Fair market value of Q’s foreign assets
described in paragraph (b)(2) of this

section on July 15, 1975 ........cccovivenns $5,500,000
(b) Multiply by additional percentage ac-
quired of total combined voting power of

all classes of Q stock entitled to vote ..... .3

(c) Investment during 1975 ..........cccccveeee $1,650,000
(3) Amount considered expended for foreign
assets described in paragraph (b)(2) of this
section by reason of the acquisition of Q

STOCK ittt $5,150,000

(f) Records. A DISC shall keep or be
readily able to produce such permanent
books of account or records as are suf-
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ficient to establish the transactions
and amounts described in this section.
Where applicable, such books of ac-
count or records shall be cumulative
and shall show transactions and
amounts of the members of the con-
trolled group which includes the DISC
which occurred prior to the date the
DISC qualified (or is treated) as a
DISC.

(g) Multiple DISC’s—(1) Allocation
among DISC’s. In the case of a con-
trolled group which includes more than
one DISC, the amounts described in
paragraphs (b) and (c) of this section
shall be allocated among the DISC’s in
order to determine the limitation in
paragraph (a) of this section. Each
DISC’s allocable portion of these
amounts shall be equal to the total of
such amounts multiplied by a fraction
the numerator of which is the indi-
vidual DISC’s outstanding producer’s
loans to members of the group, and the
denominator of which is the aggregate
amounts of outstanding producer’s
loans to members of the group by all
DISC’s which are members of the
group.

(2) Different taxable years. If all of the
DISC’s which are members of the con-
trolled group do not have the same tax-
able year, then one such DISC shall on
behalf of all such DISC’s elect to make
all computations under section 995(d)
as if all DISC’s that are members of the
group use the same taxable year as the
actual taxable year of any one of the
DISC’s. The election as to which
DISC’s taxable year is to be used shall
be made by the electing DISC attach-
ing to its first return, filed under sec-
tion 6011(e)(2), a statement indicating
which such taxable year will be used.
Once such an election is made it may
not be revoked until such time as all of
the DISC’s which are members of the
group use the same taxable year. If this
subparagraph applies, books and
records must be kept by the group
which are adequate to show the nec-
essary computations under section
995(d).

(3) This paragraph may be illustrated
by the following example:

Example. Corporation X and corporation Y
are members of the same controlled group
and each has elected to be treated as a DISC.
X uses a taxable year ending March 31, and Y
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uses a taxable year ending November 30. Not-
withstanding the fact that all other mem-
bers of the group use the calendar year as
their taxable year, all computations for pur-
poses of determining the amount of foreign
investment attributable to producer’s loans
under section 995(d) must be made as if both
DISC’s use a taxable year ending either
March 31 (X’s taxable year) or November 30
(Y’s taxable year).

[T.D. 7324, 39 FR 35114, Sept. 30, 1974, as
amended by T.D. 7420, 41 FR 20655, May 20,
1976; T.D. 7854, 47 FR 51742, Nov. 17, 1982]

§1.995-6 Taxable income attributable
to military property.

(a) Gross income attributable to military
property. For purposes of section
995(b)(3)(A)(i), the term ‘‘gross income
which is attributable to military prop-
erty” includes income from the sale,
exchange, lease, or rental of military
property (as described in paragraph (c)
of this section). The term also includes
gross income from the performance of
services which are related and sub-
sidiary (as defined in §1.993-1(d)) to any
qualified sale, exchange, lease, or rent-
al of military property. Where gross in-
come cannot be determined on an item
by item basis, the gross income with
respect to those items not so deter-
minable shall be apportioned. Such ap-
portionment shall be accomplished
using appropriate facts and cir-
cumstances, so that the gross income
apportioned to sale of military prop-
erty bears a reasonably close factual
relationship to the actual gross income
earned on such sales. The apportion-
ment shall be based on methods which
include the fair market value of prop-
erty sold or exchanged, the fair rental
value of any leaseholds granted, the
fair market value of any related or sub-
sidiary services performed in connec-
tion with such sale or leases or meth-
ods based on gross receipts or costs of
goods sold, where appropriate.

(b) Deductions. For purposes of sec-
tion 995(b)(3)(A)(ii), deductions shall be
properly allocated and apportioned to
gross income, described in paragraph
(a) of this section, in accordance with
the rules of §1.861-8. These deductions
include all applicable deductions from
gross income provided under part VI of
subchapter B of chapter 1 of the Code.

(c) Military property. For purposes of
this section, the term military property
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means any property which is an arm,
ammunition, or implement of war des-
ignated in the munitions list published
pursuant to section 38 of the Inter-
national Security Assistance and Arms
Export Control Act of 1976 (22 U.S.C.
2778 which superseded 22 U.S.C. 1934)
and the regulations thereunder (22 CFR
121.01).

(d) Hlustration. The principles of this
section may be illustrated by the fol-
lowing example:

Example. X Corporation elects to be a DISC
for the first time in 1976. X has taxable in-
come of $50,000, of which $30,000 is attrib-
utable to military property and $10,000 to in-
terest on producer’s loans. The total deemed
distributions with respect to X are as fol-
lows:

(1) Gross interest from Producer’s
loans iN 1976 ..........cccoeviiiiiinininnnns
(2) 50 percent of the taxable income

of the DISC attributable to mili-

tary property in 1976 ...................
(3) One-half of the excess of taxable

income for 1976 over the sum of
lines (1) and (2) (¥ of ($50,000
minus $25,000)) .....coeerviiieiiieieenianns
(4) Total deemed distributions
(sum of total lines (1), (2), and (3))

$10,000

15,000

12,500
37,500

(Secs. 995(e)(7), (8) and (10), 995(g) and 7805 of
the Internal Revenue Code of 1954 (90 Stat.
1655, 26 U.S.C. 995 (e)(7), (8) and (10); 90 Stat.
1659, 26 U.S.C. 995(g); and 68A Stat 917, 26
U.S.C. 7805))

[T.D. 7984, 49 FR 40019, Oct. 12, 1984]

§1.996-1 Rules for actual distributions
and certain deemed distributions.

(@) General rule. Under section
996(a)(1), any actual distribution (other
than a distribution described in para-
graph (b) of this section or to which
§1.995-4 applies) to a shareholder by a
DISC, or former DISC, which is made
out of earnings and profits shall be
treated as made—

(1) First, out of ‘“‘previously taxed in-
come’ (as defined in §1.996-3(c)) to the
extent thereof,

(2) Second, out of ““accumulated DISC
income” (as defined in §1.996-3(b)) to
the extent thereof, and

(3) Third, out of ‘““other earnings and
profits” (as defined in §1.996-3(d)) to
the extent thereof.

(b) Rules for qualifying distributions
and deemed distributions under section
995(b)(1)(G)—(1) In general. Except as
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