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capital gains of shareholders, or hold-
ers of beneficial interest, are automati-
cally included, pursuant to sections
57(a)(9) and 1.57-1(i), in the computa-
tion of the capital gains item of tax
preference of the shareholders, or hold-
ers of beneficial interest.

(c) Accelerated depreciation on section
1250 property. In the case of a real es-
tate investment trust, all of the items
of tax preference resulting from accel-
erated depreciation on section 1250
property held by the trust (section
57(a)(2) and §1.57-1(b)) are treated as
items of tax preference of the trust,
and, thus, none are treated as items of
tax preference of the shareholder, or
holder of beneficial interest.

[T.D. 7564, 43 FR 40484, Sept. 12, 1978]

§1.58-7 Tax preferences attributable
to foreign sources; preferences
other than capital gains and stock
options.

(@) In general. Section 58(g)(1) pro-
vides that except in the case of the
stock options item of tax preference
(section 57(a)(6) and §1.57-1(f)) and the
capital gains item of tax preference
(section 57(a)(9) and §1.57-1(i)), items of
tax preference which are attributable
to sources within any foreign country
or possession of the United States
shall, for purposes of section 56, be
taken into account only to the extent
that such items reduce the tax imposed
by chapter 1 (other than the minimum
tax under section 56) on income derived
from sources within the United States.
Items of tax preference from sources
within any foreign country or posses-
sion of the United States reduce the
chapter 1 tax on income from sources
within the United States to the extent
the deduction relating to such pref-
erences, in combination with other for-
eign deductions, exceed the income
from such sources and, in effect, offset
income from sources within the United
States. Items of tax preference, for this
purpose, are determined after applica-
tion of §1.57-4 (relating to limitation
on amounts treated as items of tax
preference). In the case of a taxpayer
who deducted foreign taxes under sec-
tion 164 for a taxable year, the provi-
sions of this section shall be applied
(without regard to section 275(a)(4)) as
if he had elected the overall foreign tax

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

credit limitation under section 904(a)
(2) for such year.

(b) Preferences attributable to foreign
sources—(1) Preferences other than excess
investment interest. Except in the case of
excess investment interest (see sub-
paragraph (2) of this paragraph), an
item of tax preference to which this
section applies is attributable to
sources within a foreign country or
possession of the United States to the
extent such item is attributable to a
deduction properly allocable or
apportionable to an item or class of
gross income from sources within a for-
eign country or possession of the
United States under the principles of
section 862(b), or section 863, and the
regulations thereunder. Where, in the
case of income partly from sources
within the United States and partly
from sources within a foreign country
or possession of the United States, tax-
able income is computed before appor-
tionment to domestic and foreign
sources, and is then apportioned by
processes or formulas of general appor-
tionment (pursuant to section 863(b)
and the regulations thereunder), deduc-
tions attributable to such taxable in-
come are considered to be proportion-
ately from sources within the United
States and within the foreign country
or possession of the United States on
the same basis as taxable income.

(2) Excess investment interest—( i) Per-
country limitation. (a) In the case of a
taxpayer on the per-country foreign
tax credit limitation under section
904(a) for the taxable year, excess in-
vestment interest (as defined in section
57(b)(1)), and the resulting item of tax
preference, is attributable to sources
within a foreign country or a posses-
sion of the United States to the extent
that investment interest expense at-
tributable to income from sources
within such foreign country or posses-
sion of the United States exceeds the
net investment income from sources
within such foreign country or such
possession. For this purpose, net in-
vestment income from within a foreign
country or possession of the United
States is the excess (if any) of the in-
vestment income from sources within
such country or possession over the in-
vestment expenses attributable to in-
come from sources within such country
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or such possession. For the definition
of investment interest expense see sec-
tion 57(b)(2)(D); for the definition of in-
vestment income see section
57(b)(2)(B); for the definition of invest-
ment expense see section 57(b)(2)(C).

(b) If the taxpayer’s excess invest-
ment interest computed on a worldwide
basis is less than the taxpayer’s total
separately determined excess invest-
ment interest (as defined in this sub-
division (b)), the amount of the tax-
payer’s excess investment interest
from each foreign country or posses-
sion is the amount which bears the
same relationship to the taxpayer’s ex-
cess investment interest from each
such country or possession, determined
without regard to this subdivision (b),
as the taxpayer’s worldwide excess in-
vestment interest bears to the tax-
payer’s total separately determined ex-
cess investment interest. For purposes
of this subdivision (b), the taxpayer’s
total separately determined excess in-
vestment interest is the sum of the
total excess investment interest deter-
mined without regard to this subdivi-
sion (b) plus the taxpayer’s excess in-
vestment interest from sources within
the United States determined in a
manner consistent with (a) of this sub-
division (i).

(ii) Overall limitation. In the case of a
taxpayer who has elected the overall
foreign tax credit limitation under sec-
tion 904(a)(2) for the taxable year, ex-
cess investment interest (as defined in
section 57(b)(1)), and the resulting item
of tax preference, is attributable to
sources within any foreign country or
possession of the United States to the
extent that investment interest ex-
pense attributable to income from such
sources exceeds the sum of (a) the net
investment income from such sources
plus (b) the excess, if any, of net invest-
ment income from sources within the
United States over investment interest
expense attributable to sources within
the United States. For this purpose,
net investment income from sources
within any foreign country or posses-
sion of the United States is the excess
(if any) of the investment income from
all such sources over the investment
expenses attributable to income from
such sources. For the definition of in-
vestment interest expense see section
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57(b)(2)(D) for the definition of invest-
ment income see section 57(b)(2)(B); for
the definition of investment expense
see section 57(b)(2)(C).

(iii) Allocation of expenses. The deter-
mination of the investment interest ex-
pense and investment expenses attrib-
utable to a foreign country or posses-
sion of the United States is made in a
manner consistent with subparagraph
(1) of this paragraph.

(iv) Attribution of certain interest de-
ductions to foreign sources. Where net in-
vestment income from sources within
any foreign country or possession has
the effect of offsetting investment in-
terest expense attributable to income
from sources within the United States,
the deductions for the investment in-
terest expense so offset are, for pur-
poses of §1.58-7(c) (relating to reduc-
tion in taxes on United States source
income), treated as deductions attrib-
utable to income from sources within
the foreign country or possession from
which such net investment income is
derived. Such an offset will occur
where there is an excess of investment
interest expense attributable to income
from sources within the United States
over net investment income from such
sources and (a) in the case of a tax-
payer on the per-country foreign tax
credit limitation, an excess of net in-
vestment income from sources within a
foreign country or possession of the
United States over investment interest
expense from within such foreign coun-
try or possession, or (b) in the case of
a taxpayer who has elected the overall
foreign tax credit limitation, there is
an excess of net investment income
from sources within foreign countries
or possessions of the United States
over investment interest expense at-
tributable to income from within such
sources.

(v) Separate limitation on interest in-
come. Where a taxpayer has income de-
scribed in section 904(f)(2) (relating to
interest income subject to the separate
foreign tax credit limitation) or ex-
penses attributable to such income, the
determination of the excess investment
interest resulting therefrom must be
determined separately with respect to
such income and the expenses properly
allocable or apportionable thereto in
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the same manner as such determina-
tion is made in the case of a taxpayer
on the per-country foreign tax credit
limitation for the taxable year (see
subdivision (i) of this subparagraph).
(vi) Examples. The principles of this
subparagraph may be illustrated by the
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following examples in each of which
the taxpayer is an individual and a cit-
izen of the United States:

Example 1. The taxpayer’s only items of in-
come and deduction relating to excess in-
vestment interest are as follows:

United

States France Germany Total
Investment income from sources within $150,000 $120,000 $180,000 $450,000
Investment expenses relating to income from sources within (100,000) (90,000) (120,000) (310,000)
Net investment income e ———— 50,000 30,000 60,000 140,000
Investment interest expense relating to income from sources within .......... (110,000) (70,000) (50,000) (230,000)
(Excess) of investment interest expense over net investment income ........ (60,000) (40,000) *10,000 (90,000)

*Excess of net investment income over investment interest expense.

(a) If the taxpayer has elected the overall
foreign tax creditlimitation, his excess in-
vestment interest from sources within any
foreign countries or possessions of the

Investment interest:

United States determined under subdivision
(ii) of this subparagraph is computed as fol-
lows:

French ..... ($70,000)
German . . (50,000) ($120,000)
Net investment income:
Investment income:
French . 120,000
German ............... 180,000 $300,000
Less:
Investment expenses:
French . (90,000)
German ............... (120,000) (210,000) 90,000
Excess of U.S. net income over investment interest expenses:
Total foreign excess investment iNterest ..o e s (30,000)

(b) If the taxpayer is on the per-country
foreign tax credit limitation, his excess in-
vestment interest from France and Germany
determined under subdivision (i)(a) of this
subparagraph is $40,000 and zero, respec-
tively. Since the taxpayer’s worldwide excess
investment interest ($90,000) is less than his
total separately determined excess invest-
ment interest ($60,000 (United States) plus
$40,000 (French) plus zero (German), or
$100,000), the limitation in subdivision (i) (b)
of this subparagraph applies and the excess
investment interest attributable to France is
limited as follows:

Total worldwide excess ($90,000)/Total sepa-
rately determined excess ($100,000) x
French excess ($40,000)=$36,000

The taxpayer’s total excess investment in-
terest attributable to sources within any for-
eign country or possession of the United
States is, thus, $36,000 ($36,000 (French) plus
zero (German)). The taxpayer’s excess invest-

ment interest attributable to sources within
the United States is $54,000

($90,000/$100,000x$60,000).

Since, in making the latter determination,
$6,000 of the $60,000 of U.S. investment inter-
est expense in excess of U.S. net investment
income is, in effect, offset by German net in-
vestment income, for purposes of §1.58-7(c),
$6,000 of interest deductions attributable to
income from sources within the United
States are, pursuant to subdivision (iv) of
this subparagraph, treated as deductions at-
tributable to income from sources within
Germany.

Example 2. Assume the same facts as in ex-
ample (1) except that the items of income
and deduction in Germany and the United
States are reversed. The worldwide excess in-
vestment interest, thus, remains $90,000 and
the items of income and deduction relating
to excess investment interest are as follows:
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United

States France Germany Total
Investment income from sources within $180,000 $120,000 $150,000 $450,000
Investment expenses relating to income from sources within .. (120,000) (90,000) (100,000) (310,000)
Net investment income e ————— 60,000 30,000 50,000 140,000
Investment interest expense relating to income from sources within .......... (50,000) (70,000) (110,000) (230,000)
(Excess) of investment interest expense over net investment income ........ 10,000 (40,000) (60,000) (90,000)

(a) If the taxpayer has elected the overall
limitation, his excess investment interest
from sources within any foreign countries or

Foreign investment interest:

possessions of the United States determined
under subdivision (ii) of this subparagraph is
determined as follows:

French ($70,000)

German ............... .. (110,000) ($180,000)
Foreign net investment income:

French 120,000

German ............... 150,000 $270,000
Less:

Investment expenses:

French (90,000)

German ............... (100,000)  (190,000) 80,000
Excess of U.S. net investment income over U.S. investment interest expense o ere—— s 10,000
Excess investment interest attributable to foreign sources ...y (90,000)

(b) If the taxpayer has not elected the
overall foreign tax credit limitation, his ex-
cess investment interest from France and
Germany determined under subdivision (i) of
this subparagraph (without regard to the
limitation to worldwide excess investment
interest) is $40,000 and $60,000 respectively,
and his total separately determined excess
investment interest is, thus, $10,000. Since
the total separately determined excess would
exceed the worldwide excess, the limitation
to the worldwide excess in subdivision (i) ap-
plies and the excess investment interest is
determined as follows:

France:

$90,000/$100,000x$40,000=$36,000
Germany:

$90,000/$100,000x$60,000=$54,000

Total excess investment interest attrib-
utable to sources within any foreign
countries and possessions—$90,000.

Example 3. Assume the same facts as in ex-
ample (1) except that the taxpayer, in addi-
tion has investment income, investment ex-
penses, and investment interest subject to

the separate limitation under section 904(f).

(a) If the taxpayer has elected the overall
foreign tax credit limitation, his excess in-
vestment interest from sources within any
foreign countries or possessions of the

United States determined under subdivision

(ii) of this subparagraph is the same as in (a)

of example (1) of this subdivision (vi). He
then treats such amount as separately deter-
mined excess investment interest attrib-
utable to a single foreign country as deter-
mined under subdivision (i) of this subpara-
graph and proceeds as in (b) of example (1) of
this subdivision (vi) treating items of income
and deduction subject to section 904(f) and
from each separate foreign country or pos-
session separately in making the additional
determinations under subdivisions (i) and
(iv) of this subparagraph.

(b) If the taxpayer has not elected the
overall foreign tax credit limitation, his ex-
cess investment interest from sources within
any foreign country or possession of the
United States would be determined in the
same manner as in (b) of example (1) treating
items of income and deduction which are
subject to section 904(f) and from each sepa-
rate foreign country or possession separately
in making the determinations under subdivi-
sions (i) and (iv) of this subparagraph.

(¢) Reduction in taxes on United States
source income—(1) Overall limitation—(i)
In general. If a taxpayer is on the over-
all foreign tax credit limitation under
section 904(a)(2), the items of tax pref-
erence determined to be attributable to
foreign sources under paragraph (b) of
this section reduce the tax imposed by
chapter 1 (other than the minimum tax
imposed under section 56) on income

533



§1.58-7

from sources within the United States
for the taxable year to the extent of
the smallest of the following three
amounts:

(a) ltems of tax preference (other
than stock options and capital gains)
attributable to sources within a foreign
country or possession of the United
States,

(b) The excess (if any) of the total de-
ductions properly allocable or
apportionable to items or classes of
gross income from sources within for-
eign countries and possessions of the
United States over the gross income
from such sources, or

(c) Taxable income from sources
within the United States.

See §1.58-7(b)(2)(iv) with respect to the
attribution of certain interest deduc-
tions to foreign sources in cases involv-
ing the excess investment interest item
of tax preference.

(ii) Net operating loss. Where there is
an overall net operating loss for the
taxable year, to the extent that the
lesser of the amounts determined under
(a) or (b) of subdivision (i) of this sub-
paragraph exceeds the taxpayer’s tax-
able income from sources within the
United States (and, therefore do not
offset taxable income from sources
within the United States for the tax-
able year) the amount of such excess is
treated as “suspense preferences.” Sus-
pense preferences are converted to ac-
tual items of tax preference, arising in
the loss year and subject to the provi-
sions of section 56, as the net operating
loss is used in other taxable years, in
the form of a net operating loss deduc-
tion under section 172, to offset taxable
income from sources within the United
States. Suspense preferences which, in
other taxable years, reduce taxable in-
come from sources within any foreign
country or possession of the United
States lose their character as suspense
preferences and, thus, are never con-
verted into actual items of tax pref-
erence. The amount of the suspense
preferences which are converted into
actual items of tax preference is equal
to that portion of the net operating
loss attributable to the suspense pref-
erences which offset taxable income
from sources within the United States
in taxable years other than the loss
year. The determination of the compo-
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nent parts of the net operating loss and
the determination of the amount by
which the portion of the net operating
loss attributable to suspense pref-
erences offsets taxable income from
sources within the United States is
made on a year-by-year basis in the
same order as the net operating loss is
used in accordance with section 172(b).
Such determination is made by apply-
ing deductions attributable to U.S.
source income first against such in-
come and deductions attributable to
foreign source income first against
such foreign source income and in ac-
cordance with the following principles:

(a) Deductions attributable to items
or classes of gross income from sources
within the United States offset taxable
income from sources within the United
States before any remaining portion of
the net operating loss;

(b) Deductions attributable to items
or classes of gross income from sources
within foreign countries or possessions
of the United States offset taxable in-
come from such sources before any re-
maining portion of the net operating
loss;

(c) Deductions described in (b) of the
subdivision (ii) which are not suspense
preferences (referred to in this subpara-
graph as “other foreign deductions”)
offset taxable income from sources
within foreign countries and posses-
sions of the United States before sus-
pense preferences; and

(d) Suspense preferences offset tax-
able income from sources within the
United States before other foreign de-
ductions.

For purposes of the above computa-
tions, taxable income is computed with
the modifications specified in section
172(b)(2) or section 172(c), whichever is
applicable. However, the amount of
suspense preferences which are con-
verted into actual items of tax pref-
erence in accordance with the above
principles is reduced to the extent sus-
pense preferences offset increases in
taxable income from sources within the
United States due to the modifications
specified in section 172(b)(2) or section
172(c). For this purpose, suspense pref-
erences are considered to offset an in-
crease in taxable income due to the
section 172(b)(2) modifications only
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after reducing taxable income com-
puted before the section 172(b)(2) or
section 172(c) modifications.

(iii) Examples. The principles of this
subparagraph may be illustrated by the
following examples. In each example
the taxpayer is an individual citizen of

United States taxable income:
Gross income .............

§1.58-7

the United States and has elected the
overall foreign tax credit limitation.
Personal deductions and exemptions
are disregarded for purposes of these
examples.

Example 1. In 1974, the taxpayer has the fol-
lowing items of income and deduction:

Deductions

Foreign source loss:
Gross income .............

Deductions:

Other

$750,000
(250,000)  $500,000
200,000
Preference items (excess of percentage depletion over basis) ..........cccccevvereens $550,000
50,000 (600,000)  (400,000)
..... 100,000

Overall taxable income ...

Pursuant to subdivision (i) of this subpara-
graph the smallest of (a) the items of tax
preference attributable to the foreign
sources ($550,000), (b) the foreign source loss
($400,000), or (c) the taxable income from
sources within the United States ($500,000)
reduces the tax imposed by chapter 1 (other
than the minimum tax) on income from
sources within the United States. Thus,
$400,000 of the $550,000 of excess depletion is
treated as an item of tax preference in 1974
subject to the minimum tax.

Example 2. Assume the same facts as in ex-
ample (1) except that the gross income from
sources within the United States is $350,000
resulting in U.S. taxable income of $100,000
and an overall net operating loss of $300,000.
Pursuant to subdivision (i) of this subpara-
graph, $100,000 of the $550,000 excess depletion
would be treated as an item of tax preference
in 1974 subject to the minimum tax. In addi-
tion, pursuant to subdivision (ii) of this sub-
paragraph, the excess of the items of tax
preference from foreign sources ($550,000) or
the foreign source loss ($400,000), whichever

($100,000), or, in this example, $300,000, is
treated as suspense preferences.

(a) If, in 1971, the taxpayer’s total items of
income and deduction result in $350,000 of
taxable income all of which is from sources
within the United States, the entire $300,000
net operating loss, all of which is attrib-
utable to suspense preferences, is used to off-
set U.S. taxable income. Accordingly, the
full $300,000 of suspense preferences are con-
verted into actual items of tax preference
arising in 1974 and are subject to tax under
section 56.

(b) If the $350,000 in 1971 is modified taxable
income resulting from the denial of a section
1202 capital gains deduction of $175,000 by
reason of section 172(b)(2), the $300,000, other-
wise treated as actual items of tax pref-
erence, is reduced by $125,000, i.e., the extent
to which the suspense preferences offset U.S.
taxable income attributable to the increase
in taxable income resulting from the denial
of the section 1202 deduction.

Example 3. In 1974, the taxpayer has the fol-

is less, over the U.S. taxable income Ilowing items of income and deduction:
United States loss:
Gross income ...... $75,000
Deductions .......... (225,000)
.................. ($150,000)
Foreign loss:
Gross income ...... 400,000
Deductions:
Preference items (excess of accelerated depreciation on sec. 1250 prop-
erty over straight-line amount) ........ e $200,000
other ........... 550,000  (750,000)  (350,000)
Overall NEt OPEIAtNG I0SS .....c.eiuruiriiiiiiiisieirt ettt se e st niees aeebesessenenenes eene (500,000)

Since the nonpreference deductions reduce
the foreign source income before the pref-
erence portion, the $350,000 foreign source
loss consists of $200,000 of suspense pref-
erences and $150,000 of other deductions. In

1971, 1972, and 1973 the taxpayer had taxable
income from sources within the United
States of $100,000, $200,000, and $300,000, re-
spectively and taxable income from sources
within foreign countries of $80,000 each year.
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Of the $200,000 of suspense preferences,
$150,000 are converted into actual items of
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tax preference, subject to the minimum tax
in 1974, determined as follows:

[In thousands of dollars]

Taxable income Foreign deductions
Year—Explanation U.S. deductions
P U.S. source | Foreign source p?:fseegrr:gees Other
1971 End of year balance before section
58(g) computations ............ccceeeviiiiiiiiiiiiiiies 100 80 150 200 150
1. U.S. deductions against U.S. in-
COME .ttt (100) | woveeeieeenreercines | e | e
........... (100) | woveevvreeinne
2. Other foreign deductions against
foreign iNCOMe ........cccoceviiiiiiiiiiiies | e [<10) I RPN RO (80)
1972 End of year balance before section
58(g) computations ..........ccccoeeieeiiciiiiiiiiinnns 200 80 50 200 70
1. U.S. deductions against U.S. in-
COME .ttt ((510) N A (50) | woveereenereneies | e
2. Other foreign deductions against
foreign iNCOMe ........cccoceviiiiiiiiiiiies | e (70) | woeereeeneneeceen | e (70)
3. Suspense preferences against for-
€IgN INCOME ....oouiiiiiiiiiiirciciies | e (10) | coverreineiieiee (10) | oo
4. Suspense preferences against U.S.
INCOME . F(150) | weeeeeereeerieercreres | e *(150) | weverreeeieireees
1973 End of year balance before section
58(g) computations ............cccevvviiiiiiiciiiins 300 80 | v 40 | e
1. U.S. deductions against U.S. in-
COME vt snsesnes | cevnnesneeineeens | eoreisieinnenee e Not applicable | .......cccoeevveee | eviiiiiiiciiiies
2. Other foreign deductions against
foreign iNCOME .......ccvruiriiericiciiieee | eeverenineneees | e Not applicable | .....cccccovvveis | i
3. Suspense preference against for-
€IgN INCOME ......cviiiiiiiiiiicciciiies | e (40) | coeriiiiiiice [0 I RN
4. Suspense preferences against U.S.
income .. Not applicable
Balances .. 300 40 | s | i | e

*Suspense preferences converted to actual items of tax preference.

Example 4. In 1970, the taxpayer’s total
items of income and deduction, all of which
are attributable to foreign sources, are as
follows:

Foreign loss:
GrOSS INCOME eevieeeeeeeeeeeeeeeee s e e e $400,000
Deductions:
Preferences (excess of
accelerated  deprecia-
tion on section 1250
property over straight-
line) ... $200,000
Net operating loss 350,000

Pursuant to subdivision (i) of this subpara-
graph, none of the preferences attributable
to foreign sources reduce the tax imposed by
chapter 1 (other than the minimum tax) on
taxable income from sources within the
United States. Pursuant to subdivision (ii) of
this subparagraph, the $200,000 portion of the
net operating loss resulting from the excess
accelerated depreciation constitutes sus-
pense preferences. No part of the net oper-

ating loss that is carried back to previous
years is reduced in such previous years. In
1971 and 1972, the taxpayer’s income (before
the net operating loss deduction) consists of
the following:

1971 taxable income:

United States .......coccovvveieveiiiereeeeieeeies $160,000
Foreign ..... 70,000
Total ... 230,000

1972 taxable income:
United States ..........ccoovvrnciciiiiiccce 25,000
Foreign ..... 105,000
Total ... 130,000

(a) In 1971, the conversion of suspense pref-
erences into actual items of tax preference
under section 58(g) (and this paragraph) and
the imposition of the minimum tax on 1970
items of tax preference under section 56(b)
and (§1.56A-2) are determined as follows:

Conversion of suspense preferences:
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1970 NET OPERATING LOSS
[In thousands of dollars]
. Other for-
U.S. taxable  Foreign tax- : Suspense h
income able income U.S. deductions preferences elgqigﬁguc-
$160 $70 $200 $150
1. U.S. deductions against U.S. income .
2. Other foreign deductions against foreign in- ..........ccceee. 70 e (70)
come.
3. Suspense preference against foreign in-
come.
4. Suspense preference against U.S. income .. F(160) s e (160) oo
Balance to 1972 ..... 40 80

*Suspense preferences converted into actual items of tax preference.

Imposition of minimum tax on 1970 items of

tax preference:

1970 NET OPERATING LOSS
[In thousands of dollars]

1971 taxable in-  Nonpreference  Preference por-  Suspense por-
come portion tion tion
$230 $150 e $200
1. 1971 conversion of suspense preferences pursuant

0 SEC. BB(G) -ouvrvrvreerieieieiiiri it e 130 $130 (160)
Adjusted NOL ..ottt rniee v 180 130 40

2. Nonpreference portion against taxable income (180) [Q1:10) I

3. Preference portion against taxable income L (10) (50)
Balance to 1972 ....... 80 40

1 Represents the 1970 minimum tax exemption.
2|mposition of 1970 minimum tax (10 pctx$50,000=$5,000).

(b) In 1972, the conversion of suspense pref-
erences into actual items of tax preferences
under section 58(g) (and this paragraph) and
the imposition of the minimum tax on 1970

items of tax preference under section 56(b)
(and §1.56A-2) are determined as follows:
Conversion of suspense preferences:

1970 NET OPERATING LOSS

[In thousands of dollars]

. Other for-
U.S. taxable Foreign taxable . Suspense h _
income income U.S. deductions preferences elgr:igr?Suc
$25 $105 s $40 $80
1. U.S. deduction against U.S. income ............. Not applicable
2. Other foreign deductions against foreign in-
come s et (80) e e (80)
3. Suspense preferences against foreign in-
come e e (25) (25)
4. Suspense preference against U.S. income ... T(15) e (15)
Balance ... 10

1Suspense preferences converted into actual items of tax preference.

Imposition of minimum tax on 1970 items of
tax preference:
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1970 NET OPERATING LOSS
[In thousands of dollars]

1972 taxable in-

Nonpreference  Preference por-  Suspense por-

come portion tion tion
$130 e $80 $40
1. 1972 conversion of suspense preferences pursuant
to sec. 58(g) $25 15 (40)
Adjusted NOL .. 25 95

2. Nonpreference portion against taxable income .
3. Preference portion against taxable income ...............

Balance ...

1 Imposition of 1970 minimum tax (10 pctx$95,000=$9,500).

(2) Per-country limitation—(i) In gen-
eral. If a taxpayer is on the per-country
foreign tax credit limitation for the
taxable year, the amount by which the
items of tax preference to which this
section applies reduce the tax imposed
by chapter 1 (other than the minimum
tax under section 56) on income from
sources within the United States is de-
termined separately with respect to
each foreign country or possession of
the United States. Such determination
is made in a manner consistent with
subparagraph (1) of this paragraph as
modified in subdivision (ii) of this sub-
paragraph. In applying subparagraph
(1)(i) of this paragraph to a taxpayer on
the per-country limitation, if the total
potential preference amounts (as de-
fined in this subdivision (i)) exceed the
taxpayer’s taxable income from sources
within the United States, then, for pur-
poses of subparagraph (1)(i)(c) of this
paragraph (relating to the U.S. taxable
income limitation on the amount
treated as a reduction of U.S. taxable
income), the taxable income from
sources within the United States which
is reduced by potential preference
amounts with respect to each foreign
country or possession is an amount
which bears the same relationship to
such income as the potential pref-
erence amount with respect to such
foreign country or possession bears to
the total of the potential preference
amounts with respect to all foreign
countries and possessions. For purposes
of this subparagraph, the potential
preference amount with respect to a
foreign country or possession is the
lesser of the amount of foreign source
preference (described in subparagraph
(1)(i)(a) of this paragraph) attributable

to such country or possession or the
amount of foreign source loss (de-
scribed in subparagraph (1)(i)(b) of this
paragraph) attributable to such coun-
try or possession.

(ii) Net operating loss. Where there is
an overall net operating loss for the
taxable year and the total of the poten-
tial preference amounts with respect to
all foreign countries and possessions
exceeds the taxpayer’s taxable income
from sources within the United States,
the amount of such excess is treated as
“suspense preferences”. The suspense
preferences are converted into actual
items of tax preference, arising in the
loss year and subject to the provisions
of section 56, as the net operating loss
is used in other taxable years, in the
form of a net operating loss deduction
under section 172, to offset taxable in-
come from sources within the United
States. Suspense preferences attrib-
utable to a foreign country or posses-
sion which, in other taxable years, re-
duce taxable income from sources
within such country or possession or
offset taxable income from sources
within any other foreign country or
possession lose their character as sus-
pense preferences and, thus, are never
converted into actual items of tax pref-
erence. The amount of the suspense
preferences which are converted into
actual items of tax preference is equal
to that portion of the net operating
loss attributable to the suspense pref-
erences which offsets taxable income
from sources within the United States
in taxable years other than the loss
year. The determination of the compo-
nent parts of the net operating loss and
the determination of the amount by
which the portion of the net operating
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loss attributable to the suspense pref-
erences offsets taxable income from
sources within the United States is
made on a year-by-year basis in the
same order as the net operating loss is
used in accordance with section 172(b).
Such determination is made by apply-
ing deductions attributable to United
States source income first against such
income and applying deductions attrib-
utable to income from sources within a
foreign country or possession of the
United States first against income
from sources within such country or
possession and in accordance with the
following principles:

(a) Deductions attributable to items
or classes of gross income from sources
within the United States offset taxable
income from sources within the United
States before any remaining deduc-
tions;

(b) Deductions attributable to items
or classes of gross income from sources
within any foreign country or posses-
sion of the United States which are not
suspense preferences (referred to in
this paragraph as “other foreign deduc-
tions”) offset taxable income from
sources within such country or posses-
sion before any remaining deductions;

(c) Suspense preferences attributable
to items or classes of gross income
from sources within a foreign country
or possession offset any remaining tax-
able income from sources within such
foreign country or possession after ap-
plication of (b) of this subdivision (ii)
before any remaining deductions;

(d) Suspense preferences from each
foreign country and possession (re-
maining after application of (c) of this
subdivision (ii)) offset taxable income
from sources within the Unted States
(remaining after application of (a) of
this subdivision (ii)) before other for-
eign deductions pro rata on the basis of
the total of such suspense preferences;

(e) Other foreign deductions from
each foreign country and possession
(remaining after application of (b) of
this subdivision (ii)) offset taxable in-
come from sources within the United
States (remaining after application (a)
and (b) of this subdivision (ii)) pro rata
on the basis of the total of such other
foreign deductions;

§1.58-7

(f) Deductions attributable to income
from sources within the United States
(remaining after application of (a) of
this subdivision (ii)) offset taxable in-
come from sources within any foreign
country or possession before any for-
eign deductions;

(g) Other foreign deductions from
each foreign country and possession
(remaining after application of (b) and
(e) of this subdivision (ii)) offset tax-
able income from sources within any
other foreign countries or possessions
(remaining after application of (f) of
this subdivision (ii)) pro rata on the
basis of the total of such other foreign
deductions; and

(h) Suspense preferences (remaining
after the application of (c) and (d) of
this subdivision (ii)) offset taxable in-
come from sources within any foreign
country or possession (remaining after
the application of paragraphs (f) and
(g) of this subdivision (ii)) pro rata on
the basis of the total of such suspense
preferences.

For purposes of the above computa-
tions, taxable income is computed with
the modifications specifed in section
172(b)(2) or section 172(c), whichever is
applicable. However, the amount of
suspense preferences which are con-
verted into actual items of tax pref-
erence in accordance with the above
principles is reduced to the extent the
suspense preferences offset increases in
taxable income from sources within the
United States due to the modifications
specified in section 172(b)(2) or section
172(c). For this purpose, suspense pref-
erences are considered to offset an in-
crease in taxable income due to section
172(b)(2) or section 172(c) modifications
only after reducing taxable income
computed before such modifications.

(iii) Examples. The principles of this
subparagraph may be illustrated by the
following examples in each of which
the per-country foreign tax credit limi-
tation is applicable. For purposes of
these examples, personal deductions
and exemptions are disregarded.

Example (1). The taxpayer has the following
items of income and deduction for the tax-
able year 1971:
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United United
States France Germany Kingdom
Gross income ............. $180,000 $165,000 $50,000 $75,000
Deductions:
PrEfErENCE ..oviiiiciee et nneees | neieseesenneennee | eenenenesenenenes | eeeeeseeeneea (45,000)
Other (120,000) (125,000) (80,000) |  (100,000)
Taxable income (or loss) .. 60,000 40,000 (30,000) (70,000)

(a) Pursuant to subdivision (i) of this sub-
paragraph, the potential preference amount
in the case of the United Kingdom is the
lesser of the preferences attributable to the
United Kingdom ($45,000) or the excess of de-
ductions over gross income from sources
within the United Kingdom ($70,000) and the
potential preference amounts in the case of
France and Germany are zero in both cases
since the preferences attributable to both
countries are zero. Since the total potential
preference amounts ($45,000) is less than the
taxable income from sources within the
United States ($60,000), no modification of
U.S. taxable income is required. Thus, the
amount by which the U.K. preferences reduce
the tax on taxable income from sources with-
in the United States, determined in a man-
ner consistent with subparagraph (1)(i) of
this paragraph, is the smallest of (1) the
items of tax preference attributable to the
United Kingdom ($45,000), (2) the excess of de-
ductions over gross income attributable to

the United Kingdom ($70,000), or (3) taxable
income from sources within the United
States ($60,000). The full $45,000 of U.K. pref-
erence items are, therefore, taken into ac-
count as items of tax preference in 1971 and
subject to the minimum tax. Since there is
no net operating loss, subdivision (ii) of this
subparagraph does not apply.

(b) If the French taxable income is $15,000
instead of $40,000, a $25,000 net operating loss
(on a worldwide basis) results. The deter-
mination of the foreign preference items
taken into account pursuant to subdivision
(i) of this subparagraph is the same as in (a)
of this example. Subdivision (ii) of this sub-
paragraph again does not apply since the
total potential preference amounts ($45,000)
is less than the U.S. taxable income ($60,000).

Example 2. For the taxable year 1972, the
taxpayer has a net operating loss of $35,000
consisting of the following items of income
and deduction:

ited ited ]
gtnaltgs France Germany Kli':gd%m Belgium
GrOSS INCOME ..ottt ettt eeenas $250,000 $50,000 $60,000 $5,000 $45,000
Deductions:
PreferEnCes ....ooovciiieieieieeee e siee | e (35,000) (70,000) (95,000) | .oovereeeeeieens
Other ......... (100,000) (75,000) (80,000) | eveeverrrrerenes (40,000)
Taxable income (Or 10SS) .....co.eeeeviienenericiccene 150,000 (60,000) (40,000) (90,000) 5,000

(a) Pursuant to subdivision (i) of this sub-
paragraph the potential preference amount
with respect to each country is the lesser of
the amount shown as preferences with re-
spect to such country or the amount of the
loss from such country. Thus, the potential
preference amounts in this case are:

France $35,000
Germany . 40,000
United Kingdom 90,000
Belgium ... 0

165,000

Since the total of the potential preference
amounts exceeds the U.S. taxable income, in
applying the principles of subparagraph (1)(i)
of this paragraph, U.S. taxable income which

is reduced by potential preference amounts
with respect to each country is a pro-rata
amount based on the total potential pref-
erence amounts as follows:

[T Y (35,000/165,000x$150,000)—
$31,818

(40,000/165,000%$150,000)—

$36,364

United Kingdom .................... (90,000/165,000x$150,000)—
$81,818

BEIGiUM oo, (0/165,000x$150,000)—$0
TOMal oo $150,000

The amount by which the foreign preference
items offset U.S. taxable income pursuant to
subdivision (i) of this subparagraph is then
determined as follows:
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(a) (b) (c) (d)
U.S. taxable Smallest of

Preferences Loss income @), (b), or ()

France ........ $35,000 $60,000 $81,818 $31,818
Germany ..... 70,000 40,000 36,364 36,364
United Kingdom ... 95,000 90,000 81,818 81,818
Belgium ..o | e | e | e | s
TOAI e | eeeeniese s | eereseeeerenesenes | eereessesese e 150,000

Thus, $150,000 of the total foreign preference
items will be taken into account pursuant to
subdivision (i) of this subparagraph as items
of tax preference in 1972 and subject to the
provisions of section 56.

(b) Pursuant to subdivision (ii) of this sub-
paragraph, the 1972 net operating loss of
$35,000 will consist of suspense preferences of
$15,000 and other foreign deductions of $20,000
attributable to each foreign country as
shown below and determined as follows:

Deductions
. France German United
Explanation gnited — — y Kingdfom Belgr;]ium
tates ref- ref- ref- other
erences Other erences Other er%nces
$100,000 $35,000 $75,000 $70,000 $30,000 $95,000 $40,000
1. U.S. deductions against U.S. income
($250,000) ...ocveuiiiririiieiceee e (100,000) | eoovverirreiee | erveeicieeiiins | e | v | e | e
2. Other foreign deductions against for-
eign income (per-country) ! ......ccccceeeee | evvevvcinnis | e (50,000) | .eovevrrenne (30,000) | .eoveuvrrennnee (40,000)
3. Suspense preferences against re-
maining foreign income (per-country) | ...ccccevvvenees | cvveneiniens | v (30,000) | .eeeeveiereenn (5,000) | .oovreeerienne
4. Suspense preferences against re-
maining U.S. income:
France (35,000/165,000x
$150,000) ..o | e (31,818) | coovveiicices | i | e | v | s
Germany (40,000/165,000 x
$150,000) ... (36,364)
U.K.
165,000 X $150,000) .....cocvvee | corviririeirinene | v | e | e | e (81,818) | e
5. Other foreign deductions against re-
maining U.S. income (0) .......c.ccceeueee ® (2) ® (2) ® (2 ®
6. U.S. deductions against other foreign
INCOME .o ) (2) ) () ) (2) (@)
7. Other foreign deductions against re-
maining foreign income ($5,000) ........ | coeeccciiiiis | eveeiii (5,000) | cooooviiiiiens | e | e | e
8. Suspense preferences against re-
maining foreign income (0): (@) (2) (@) (2) (@) (2) ®)
Balance (components of
NOL) o | e 3,182 20,000 3,636 | .ccccccene 8,182 | ..o
$4‘ F[%'gign income amounts before step 2 are: France—$50,000; Germany—$60,000; United Kingdom—$5,000; Belgium—
5,000.
2Not applicable.
Example 3. In 1973, the taxpayer has taxable  peductions attributable to income from
income (computed without regard to the net sources within the United States ............... $25,000
operating loss deduction) from the following  Suspense preferences attributable to income
sources and in the following amounts: from sources within France ............ccccoceu. $75,000
Deductions other than suspense preferences
] United attributable to income from sources within
United States France Germany Kingdom France .....coooeeeeeceeeeeeeeeeeeceee e $85,000
Deductions other than suspense preferences
$100,000 .vvvooornns $60,000 $20,000 $30,000 attributable to sources within the Nether-
1BNAS oo $50,000

In addition, the taxpayer has a net oper-
ating loss deduction of $235,000 resulting
from a 1972 net operating loss consisting of
the following amounts:

(a) Pursuant to subdivision (ii) of this sub-
paragraph, the converted suspense pref-
erences and the remaining portions of the
1972 net operating loss carried over to 1974
are computed as follows:
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[In thousands of dollars]
1973 income 1972 net operating loss
French

United sus- French | Dutch

United | oo | Ger- King- | United | pense other other

States many dor% States pref- deduc- | deduc-

er- tions tions

ences

100 60 20 30 25 75 85 50

U.S. deductions against U.S. income ............c...... (25) | wovererenee | v | e (25) | weverenee | e | s
Other foreign deductions against foreign income

(PEI-COUNEIY) .ot | eenienieeans (B0) | wevereeeee | e | e | e [(10) I P
Suspense preferences against remaining foreign

income (per-country) .........cccocorinieiiiiiinininnns (?) ® (2 (2) ® (2 () ®
Suspense preferences against remaining U.S. in-

come ........... (F75) | covvveeee | v | e | e [45) 1) o USRI
Other foreign deductions against remaining U.S.

INCOME ... (?) ® (2 @] ® (2 @] )
U.S. deductions against remaining foreign in-

COME ....oeeee () ) (2 () ) (2 (?) )
Other foreign deductions against remaining

foreign income:

French (25,000/75,000 x $50,000) ......... | coeceecvcie | weveieenns (16.7) | covvevces | e | v (16.7) | cooeveeeeee

Dutch (50,000/75,000 x $50,000) .....cccc. | coeeccoe | weveieiens (33.3) | cooveveves | e | v | e (33.3)
Suspense preferences against remaining foreign

income ....... (?) ) (2 (?) ) (2 (?) )

Balance (1972 carryover to 1974).. .. RV IR . . JOTN U 8.3 16.7

1Suspense preferences converted to actual items of tax preference.

2Not applicable.

(b) If, in 1972, there had been no items of
tax preference without regard to the sus-
pense preferences, the conversion of the sus-
pense preferences in 1973 would result in a
1972 minimum tax liability under section
56(a) of $4,500 (10 percent x ($75,000—$30,000)),
all of which would have been deferred by rea-
son of section 56(b). Further, by application
of section 56(b) and §1.56A-2, $20,000 of the
$45,000 preference portion of the 1972 net op-
erating loss would be treated as having re-
duced taxable income in 1973 resulting in the
imposition in 1973 of $2,000 of the deferred
1972 minimum tax liability.

(3) Separate limitation under section
904(f). In the case of a taxpayer subject
to the separate limitation on interest
income under section 904(f), the provi-
sions of this paragraph shall be applied
in the same manner as in subparagraph
(2) of this paragraph. If the taxpayer
has elected the overall foreign tax
credit limitation, subparagraph (2) of
this paragraph shall be applied as if all
income from sources within any for-
eign countries or possessions of the
United States and deductions relating
to income from such sources other
than income or deductions subject to
the separate limitation under section
904(f) were from a single foreign coun-
try.

(4) Carryover of excess taxes. For rules
relating to carryover of excess taxes

described in paragraph (1) of section
56(c) when suspense preferences are
converted to actual items of tax pref-
erence, see §1.56A-5(f).

(5) Character of amounts. Where the
amounts from sources within a foreign
country or possession of the United
States (or all such countries or posses-
sions in the case of a taxpayer who has
elected the overall foreign tax credit
limitation) which are treated as reduc-
ing chapter 1 tax on income from
sources within the United States or as
suspense preferences are less than the
total items of tax preference described
in subparagraph (1)(i)(a) of this para-
graph attributable to such sources, the
amounts so treated are considered de-
rived proportionately from each such
item of tax preference.

[T.D. 7564, 43 FR 40484, Sept. 12, 1978, as
amended by T.D. 8138, 52 FR 15309, Apr. 28,
1987]

§1.58-8 Capital gains and stock op-
tions.

(@) In general. Section 58(g)(2) pro-
vides that the items of tax preference
specified in section 57(a)(6), and §1.57—
1(b) (stock options), and section
57(a)(9), and §1.57-1(i) (capital gains),
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