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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 
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 
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) Illustration. 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 ................................. $10,000

(2) 50 percent of the taxable income 
of the DISC attributable to mili-
tary property in 1976 ................... 15,000

(3) One-half of the excess of taxable 
income for 1976 over the sum of 
lines (1) and (2) (1⁄2 of ($50,000 
minus $25,000)) ............................. 12,500

(4) Total deemed distributions 
(sum of total lines (1), (2), and (3)) 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. 

(a) 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 
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(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 
provided in subparagraph (2), any ac-
tual distribution to meet qualification 
requirements made pursuant to § 1.992–
3 and any deemed distribution pursu-
ant to § 1.995–2(a)(5) (relating to foreign 
investment attributable to producer’s 
loans) which is made out of earnings 
and profits shall be treated as made— 

(i) First, out of ‘‘accumulated DISC 
income’’ (as defined in § 1.996–3(b)) to 
the extent thereof. 

(ii) Second, out of ‘‘other earnings 
and profits’’ (as defined in § 1.996–3(d)) 
to the extent thereof, and 

(iii) Third, out of ‘‘previously taxed 
income’’ (as defined in § 1.996–3(c)) to 
the extent thereof. 

(2) Special rule. For taxable years be-
ginning after December 31, 1975, para-
graph (b)(1) of this section shall apply 
to one-half of the amount of an actual 
distribution made pursuant to § 1.992–3 
to satisfy the condition of § 1.992–1(b) 
(the gross receipts test) and paragraph 
(a) of this section shall apply to the re-
maining one-half of such amount. 

(c) Exclusion from gross income. Under 
section 996(a)(3), amounts distributed 
out of previously taxed income shall be 
excluded by the distributee from gross 
income. However, see § 1.996–5(b) for 
treatment as gain from the sale or ex-
change of property of the portion of an 
actual distribution out of previously 
taxed income to the extent it exceeds 
the adjusted basis of the stock with re-
spect to which the distribution is 
made. 

(d) Priority of distributions. Under sec-
tion 996(c), for purposes of determining 
their treatment under paragraphs (a), 
(b), and (c) of this section, distribu-
tions made during a taxable year shall 
be treated as being made in the fol-
lowing order— 

(1) Deemed distributions under 
§§ 1.995–2 and 1.995–3. 

(2) Actual distributions to meet qual-
ification requirements made pursuant 
to § 1.992–3 in the order in which they 
are made, and 

(3) Other actual distributions in the 
order in which they are made. 

Thus, the treatment of any distribu-
tion shall be determined after the divi-
sions of earnings and profits have been 
properly adjusted by taking into ac-
count distributions of higher priority 
which are made or deemed made during 
the same taxable year. 

(e) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples:

Example 1. Y Corporation, which uses the 
calendar year as its taxable year elects to be 
treated as a DISC beginning with 1972. Dur-
ing 1973, Y makes a cash distribution of $100 
to X Corporation, Y’s sole shareholder. For 
1973, Y has no earnings and profits. As of the 
beginning of 1973, Y has $300 of accumulated 
earnings and profits, which consist of $70 of 
accumulated DISC income, $40 of previously 
taxed income, and $190 of other earnings and 
profits. The entire $100 distribution is a divi-
dend under section 316. However, $40 thereof 
is treated as made out of previously taxed in-
come and is thus excluded from gross in-
come. Accordingly, only $60 is treated as dis-
tributed out of accumulated DISC income 
and includible in gross income. See § 1.246–4 
for the inapplicability of the dividend re-
ceived deduction with respect to the entire 
distribution of $100.

Example 2. Assume the same facts as in ex-
ample 1, except that the cash distribution is 
designated as a distribution to meet quali-
fication requirements made pursuant to 
§ 1.992–3. Under these facts, X includes the 
entire distribution in its gross income as a 
dividend. Of the $100 distributed, $70 is treat-
ed as made out of accumulated DISC income 
and the remaining $30 is treated as made out 
of other earnings and profits. The dividend 
received deduction under section 243 is avail-
able only with respect to such $30.

Example 3. Y Corporation, which uses the 
calendar year as its taxable year, elects to be 
treated as a DISC beginning with 1972. As of 
the end of 1975, Y had failed to meet the 
gross receipts test for that year. In 1975 Y 
had $100 of taxable income, $80 of which was 
attributable to qualified export receipts and 
$20 of which was attributable to receipts that 
did not qualify as qualified export receipts. 
As of the beginning of 1976, Y had $300 of ac-
cumulated earnings and profits, which con-
sisted of $70 of accumulated DISC income, 
$40 of previously taxed income, and $190 of 
other earnings and profits. In 1976 Y makes a 
cash distribution of $20 pursuant to § 1.992–3 
in order to satisfy the gross receipts test for 
1975. For 1976 Y has no earnings and profits 
and no deemed distributions. The entire $20 
distribution is a dividend under section 316. 
Under § 1.996–1(b)(2), half of the $20 cash dis-
tribution is treated pursuant to § 1.996–1(b)(1) 
and half is treated pursuant to § 1.996–1(a). 
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Thus, $10 is treated as distributed out of ac-
cumulated DISC income and is includible in 
gross income. The other $10 is treated as 
made out of previously taxed income and is 
thus excluded from gross income. As of the 
beginning of 1977, Y has $280 of accumulated 
earnings and profits, which consists of $60 of 
accumulated DISC income, $30 of previously 
taxed income, and $190 of other earnings and 
profits.

[T.D. 7324, 39 FR 35120, Sept. 30, 1974, as 
amended by T.D. 7854, 47 FR 51742, Nov. 17, 
1982]

§ 1.996–2 Ordering rules for losses. 
(a) In general. Under section 996(b), if 

for any taxable year a DISC, or a 
former DISC, incurs a deficit in earn-
ings and profits, such deficit shall be 
charged— 

(1) First, to other earnings and prof-
its (as defined in § 1.996–3(d)) to the ex-
tent thereof, 

(2) Second, to accumulated DISC in-
come (as defined in § 1.996–3(b)) to the 
extent thereof, subject to the special 
rule in paragraph (b) of this section, 

(3) Third, to previously taxed income 
(as defined in § 1.996–3(c)) to the extent 
thereof, and 

(4) To the extent that the amount of 
such deficit exceeds the sum of the 
amounts charged in accordance with 
subparagraphs (1), (2), and (3) of this 
paragraph, to other earnings and prof-
its (as defined in § 1.996–3(d)). 
Thus, the excess deficit charged to 
other earnings and profits under sub-
paragraph (4) of this paragraph will 
create a deficit therein in the amount 
of such excess. To determine the 
amount of any division of earnings and 
profits for the purpose of determining 
under § 1.996–1 the treatment of any ac-
tual and certain deemed distributions, 
the portion of a deficit in earnings and 
profits chargeable under this paragraph 
to such division prior to such distribu-
tion shall be determined in a manner 
consistent with the rules in § 1.316–2(b) 
for determining the amount of earnings 
and profits available on the date of any 
distribution. 

(b) Deficits subsequent to a disqualifica-
tion. A deficit in earnings and profits of 
a DISC, or former DISC, shall not be 
charged to accumulated DISC income 
which has been determined is to be 
deemed distributed to the shareholders 
pursuant to § 1.995–3 as a result of a rev-

ocation of election or other disquali-
fication. Thus, in accordance with 
paragraph (a) of this section as modi-
fied by this paragraph, a deficit in-
curred by a former DISC following such 
a revocation or disqualification shall 
be charged first to other earnings and 
profits and then to previously taxed in-
come with any balance being charged 
to other earnings and profits and cre-
ating a deficit therein. The preceding 
sentence shall also apply in the case of 
a deficit incurred by a DISC which has 
no accumulated DISC income accumu-
lated during its current taxable year 
and all immediately preceding consecu-
tive taxable years for which it was a 
DISC. If as a result of the application 
of this paragraph the amount of a def-
icit in other earnings and profits ex-
ceeds the amount of a deficit in accu-
mulated earnings and profits, then 
upon any subsequent actual distribu-
tion the deficit in other earnings and 
profits shall be reduced by the lower of 
(1) the amount of such actual distribu-
tion chargeable to accumulated DISC 
income or previously taxed income or 
(2) the amount of such excess. 

(c) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples:

Example 1. X Corporation, which uses the 
calendar year as its taxable year, becomes a 
DISC beginning with 1976. In addition to 
other facts assumed in the table below, X in-
curs a deficit in earnings and profits for 1979 
of $70. Such deficit is charged to the divi-
sions of X’s earnings and profits pursuant to 
paragraph (a) of this section in the manner 
set forth in such table.

Accu-
mulat-

ed 
DISC 

in-
come 

Pre-
vious-

ly 
taxed 

in-
come 

Other 
earn-
ings 
and 

profits 

Balance January 1, 1976 ................ .......... .......... $50
Increase for 1976 ............................ $10 $8
Increase for 1977 ............................ 10 8
Increase for 1978 ............................ 10 8

Balance January 1, 1979 ......... 30 24 50
Deficit for 1979 of $70: 

Charge No. 1 ............................ .......... .......... (50) 
Charge No. 2 ............................ (20) .......... ..........

Balance January 1, 1980 .. 10 .......... 0

Example 2. Assume the same facts as in ex-
ample 1, except that effective for taxable 
years beginning with 1979, X revokes its elec-
tion to be treated as a DISC. Under § 1.995–3, 
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