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dividend received from Corporation B on
February 16, 1991.

(iii) On January 20, 1992, Corporation M
satisfies the 10-percent stock ownership
requirement of paragraphs (a)(1) and (2) of
this section with respect to Corporation A.
Therefore, Corporation A is a first-tier
corporation within the meaning of paragraph
(a)(2) of this section and Corporation M is a
domestic shareholder within the meaning of
paragraph (a)(1) of this section. Accordingly,
for its taxable year ending on June 30, 1992,
Corporation M is deemed to have paid a
portion of the post-1986 foreign income taxes
paid, accrued, or deemed to be paid, by
Corporation A. Those taxes will include taxes
paid by Corporation B that were deemed paid
by Corporation A with respect to the
dividend paid by Corporation B to
Corporation A on February 16, 1991, even
though Corporation B is no longer a second-
tier corporation with respect to Corporations
A and M on January 20, 1992, and has not
been a second-tier corporation with respect
to Corporations A and M at any time during
the taxable years of Corporations A and M
that include January 20, 1992.

(6) Upper- and lower-tier
corporations. In the case of a third-tier
corporation, the term upper-tier
corporation means a first- or second-tier
corporation. In the case of a second-tier
corporation, the term upper-tier
corporation means a first-tier
corporation. In the case of a first-tier
corporation, the term lower-tier
corporation means a second- or third-
tier corporation. In the case of a second-
tier corporation, the term lower-tier
corporation means a third- tier
corporation.

(7) Foreign income taxes. The term
foreign income taxes means income, war
profits, and excess profits taxes as
defined in § 1.901–2(a), and taxes
included in the term income, war
profits, and excess profits taxes by
reason of section 903, that are imposed
by a foreign country or a possession of
the United States, including any such
taxes deemed paid by a foreign
corporation under this section. Foreign
income, war profits, and excess profits
taxes shall not include amounts
excluded from the definition of those
taxes pursuant to section 901 and the
regulations under that section. See also
paragraphs (c) (4) and (5) of this section
(concerning foreign taxes paid with
respect to foreign mineral income and in
connection with the purchase or sale of
oil and gas).

(8) Post-1986 foreign income taxes—
(i) In general. Except as provided in
paragraphs (a)(10) and (13) of this
section, the term post-1986 foreign
income taxes of a foreign corporation
means the sum of the foreign income
taxes paid, accrued, or deemed paid in
the taxable year of the foreign
corporation in which it distributes a

dividend, and the foreign income taxes
paid, accrued, or deemed paid in the
foreign corporation’s prior taxable years
beginning after December 31, 1986, to
the extent the foreign taxes were not
paid or deemed paid by the foreign
corporation on or with respect to
earnings that in prior taxable years were
distributed to or otherwise included in
the income of a foreign or domestic
shareholder, for example under sections
304, 367(b), 551, 951(a), 1248, or 1293
(whether or not the shareholder is
deemed to have paid the foreign taxes).
Thus, if a dividend is paid by a foreign
corporation to a United States person
that is not a domestic shareholder, or to
a foreign person that is not a first- or
second-tier corporation, then although
no foreign income taxes shall be deemed
paid under section 902 with respect to
that dividend, foreign income taxes that
would have been deemed paid had
section 902 applied shall be removed
from post-1986 foreign income taxes. In
the case of a foreign corporation the
foreign income taxes of which are
determined based on an accounting
period of less than one year, the term
year means that accounting period. See
sections 441(b)(3) and 443.

(ii) Distributions out of earnings and
profits accumulated by a lower-tier
corporation in its taxable years
beginning before January 1, 1987, and
included in the gross income of an
upper-tier corporation in its taxable
year beginning after December 31, 1986.
Post-1986 foreign income taxes shall
include foreign income taxes that are
deemed paid by an upper-tier
corporation with respect to distributions
from a lower-tier corporation out of non-
previously taxed pre-1987 accumulated
profits, as defined in paragraph (a)(10)
of this section, that are received by an
upper-tier corporation in any taxable
year of the upper-tier corporation
beginning after December 31, 1986,
provided the upper-tier corporation’s
earnings and profits in that year are
included in its post-1986 undistributed
earnings under paragraph (a)(9) of the
section. Foreign income taxes deemed
paid with respect to a distribution of
pre-1987 accumulated profits shall be
translated from the functional currency
of the lower-tier corporation into dollars
at the spot exchange rate in effect on the
date of the distribution. To determine
the character of the earnings and profits
and associated taxes for foreign tax
credit limitation purposes, see section
904 and § 1.904–7(a).

(iii) Foreign income taxes paid or
accrued with respect to high
withholding tax interest. Post-1986
foreign income taxes shall not include
foreign income taxes paid or accrued by

a noncontrolled section 902 corporation
(as defined in section 904(d)(2)(E)(i))
with respect to high withholding tax
interest (as defined in section
904(d)(2)(B)) to the extent the foreign
tax rate imposed on such interest
exceeds 5 percent. See section
904(d)(2)(E)(ii) and § 1.904–4(g)(2)(iii).
The reduction in foreign income taxes
paid or accrued by the amount of tax in
excess of 5 percent imposed on high
withholding tax interest income must be
computed in functional currency before
foreign income taxes are translated into
U.S. dollars and included in post-1986
foreign income taxes.

(9) Post-1986 undistributed
earnings—(i) In general. Except as
provided in paragraphs (a) (10) and (13)
of this section, the term post-1986
undistributed earnings means the
amount of the earnings and profits of a
foreign corporation (computed in
accordance with sections 964(a) and
986) accumulated in taxable years of the
foreign corporation beginning after
December 31, 1986, determined as of the
close of the taxable year of the foreign
corporation in which it distributes a
dividend. Post-1986 undistributed
earnings shall not be reduced by reason
of any earnings distributed or otherwise
included in income, for example, under
section 304, 367(b), 551, 951(a), 1248, or
1293, during the taxable year. Post-1986
undistributed earnings shall be reduced
by the amount of earnings distributed or
amounts otherwise included in income
in prior taxable years beginning after
December 31, 1986 (whether or not the
shareholder is deemed to have paid any
foreign taxes). For rules on carrybacks
and carryforwards of deficits and their
effect on post-1986 undistributed
earnings, see § 1.902–2. In the case of a
foreign corporation the foreign income
taxes of which are computed based on
an accounting period of less than one
year, the term year means that
accounting period. See sections
441(b)(3) and 443.

(ii) Distributions out of earnings and
profits accumulated by a lower-tier
corporation in its taxable years
beginning before January 1, 1987, and
included in the gross income of an
upper-tier corporation in its taxable
year beginning after December 31, 1986.
Distributions by a lower-tier corporation
out of non-previously taxed pre-1987
accumulated profits, as defined in
paragraph (a)(10) of this section, that are
received by an upper-tier corporation in
any taxable year of the upper-tier
corporation beginning after December
31, 1986, shall be treated as post-1986
undistributed earnings of the upper-tier
corporation, provided the upper-tier
corporation’s earnings and profits for


