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of 200u (net of foreign taxes) and paid 60u
of foreign income taxes on those earnings. In
1992, Corporation A distributes 150u to
Corporation M. Corporation A has 100u of
post-1986 undistributed earnings and the
dividend, therefore, is treated as paid out of
post-1986 undistributed earnings to the
extent of 100u. The first 100u distribution is
from post-1986 undistributed earnings, and,
because the distribution exhausts those
earnings, Corporation M is deemed to have
paid the entire amount of post-1986 foreign
income taxes of Corporation A ($40). The
remaining 50u dividend is treated as a
dividend out of 1986 accumulated profits
under paragraph (b)(2) of this section.
Corporation M is deemed to have paid $15
(60u×50u/200u, translated at the appropriate
exchange rates) of Corporation A’s foreign
income taxes for 1986. As of January 1, 1993,
Corporation A’s post-1986 undistributed
earnings and post-1986 foreign income taxes
are 0. Corporation A has 150u of
accumulated profits and 45u of foreign
income taxes remaining in 1986.

Example 2. Domestic corporation M
(incorporated on January 1, 1987) owns 100
percent of foreign corporation A
(incorporated on January 1, 1987). Both
Corporation M and Corporation A use the
calendar year as the taxable year, and
Corporation A uses the u as its functional
currency. Assume that 1u equals $1 at all
relevant times. Corporation A has no pre-
1987 accumulated profits. All of Corporation
A’s post-1986 undistributed earnings are
non-subpart F general limitation earnings
and profits under section 904(d)(1)(I). On
January 1, 1992, Corporation A has a deficit
in accumulated earnings and profits and a
deficit in post-1986 undistributed earnings of
(200u). No foreign taxes have been paid with
respect to post-1986 undistributed earnings.
During 1992, Corporation A earns 100u (net
of foreign taxes), pays $40 of foreign taxes on
those earnings and distributes 50u to
Corporation M. As of the end of 1992,
Corporation A has a deficit of (100u) ((200u)
post-1986 undistributed earnings + 100u
current earnings and profits) in post-1986
undistributed earnings. Corporation A,
however, has current earnings and profits of
100u. Therefore, the 50u distribution is
treated as a dividend in its entirety under
section 316(a)(2). Under paragraph (b)(4) of
this section, Corporation M is not deemed to
have paid any of the foreign taxes paid by
Corporation A because post-1986
undistributed earnings and the sum of
current plus accumulated earnings and
profits are (100u). The dividend reduces both
post-1986 undistributed earnings and
accumulated earnings and profits. Therefore,
as of January 1, 1993, Corporation A’s post-
1986 undistributed earnings are (150u) and
its accumulated earnings and profits are
(150u). Corporation A’s post-1986 foreign
income taxes at the start of 1993 are $40.

(c) Special rules—(1) Separate
computations required for dividends
from each first-tier and lower-tier
corporation—(i) Rule. If in a taxable
year dividends are received by a
domestic shareholder or an upper-tier
corporation from two or more first-tier

corporations or two or more lower-tier
corporations, the foreign income taxes
deemed paid by the domestic
shareholder or the upper-tier
corporation under section 902 (a) and
(b) and paragraph (b) of this section
shall be computed separately with
respect to the dividends received from
each first-tier corporation or lower-tier
corporation. If a domestic shareholder
receives dividend distributions from
one or more first-tier corporations and
in the same taxable year the first-tier
corporation receives dividends from one
or more lower-tier corporations, then
the amount of foreign income taxes
deemed paid shall be computed by
starting with the lowest-tier corporation
and working upward.

(ii) Example. The following example
illustrates the application of this
paragraph (c)(1):

Example. P, a domestic corporation, owns
40 percent of the voting stock of foreign
corporation S. S owns 30 percent of the
voting stock of foreign corporation T, and 30
percent of the voting stock of foreign
corporation U. Neither S, T, nor U is a
controlled foreign corporation. P, S, T and U
all use the calendar year as their taxable year.
In 1993, T and U both pay dividends to S and
S pays a dividend to P. To compute foreign
taxes deemed paid, paragraph (c)(1) of this
section requires P to start with the lowest tier
corporations and to compute foreign taxes
deemed paid separately for dividends from
each first-tier and lower-tier corporation.
Thus, S first will compute foreign taxes
deemed paid separately on its dividends
from T and U. The deemed paid taxes will
be added to S’s post-1986 foreign income
taxes, and the dividends will be added to S’s
post-1986 undistributed earnings. Next, P
will compute foreign taxes deemed paid with
respect to the dividend from S. This
computation will take into account the taxes
paid by T and U and deemed paid by S.

(2) Section 78 gross-up—(i) Foreign
income taxes deemed paid by a
domestic shareholder. Except as
provided in section 960(b) and the
regulations under that section (relating
to amounts excluded from gross income
under section 959(b)), any foreign
income taxes deemed paid by a
domestic shareholder in any taxable
year under section 902(a) and paragraph
(b) of this section shall be included in
the gross income of the domestic
shareholder for the year as a dividend
under section 78. Amounts included in
gross income under section 78 shall, for
purposes of section 904, be deemed to
be derived from sources within the
United States to the extent the earnings
and profits on which the taxes were
paid are treated under section 904(g) as
United States source earnings and
profits. Section 1.904–5(m)(6). Amounts
included in gross income under section

78 shall be treated for purposes of
section 904 as income in a separate
category to the extent that the foreign
income taxes were allocated and
apportioned to income in that separate
category. See section 904(d)(3)(G) and
§ 1.904–6(b)(3).

(ii) Foreign income taxes deemed paid
by an upper-tier corporation. Foreign
income taxes deemed paid by an upper-
tier corporation on a distribution from a
lower-tier corporation are not included
in the earnings and profits of the upper-
tier corporation. For purposes of section
904, foreign income taxes shall be
allocated and apportioned to income in
a separate category to the extent those
taxes were allocated to the earnings and
profits of the lower-tier corporation in
that separate category. See section
904(d)(3)(G) and § 1.904–6(b)(3). To the
extent that section 904(g) treats the
earnings of the lower-tier corporation on
which those foreign income taxes were
paid as United States source earnings
and profits, the foreign income taxes
deemed paid by the upper-tier
corporation on the distribution from the
lower-tier corporation shall be treated as
attributable to United States source
earnings and profits. See section 904(g)
and § 1.904–5(m)(6).

(iii) Example. The following example
illustrates the rules of this paragraph
(c)(2):

Example. P, a domestic corporation, owns
100 percent of the voting stock of controlled
foreign corporation S. Corporations P and S
use the calendar year as their taxable year,
and S uses the u as its functional currency.
Assume that 1u equals $1 at all relevant
times. As of January 1, 1992, S has -0- post-
1986 undistributed earnings and -0- post-
1986 foreign income taxes. In 1992, S earns
150u of non-subpart F general limitation
income net of foreign taxes and pays 60u of
foreign income taxes. As of the end of 1992,
but before dividend payments, S has 150u of
post-1986 undistributed earnings and $60 of
post-1986 foreign income taxes. Assume that
50u of S’s earnings for 1992 are from United
States sources. S pays P a dividend of 75u
which P receives in 1992. Under § 1.904–
5(m)(4), one-third of the dividend, or 25u
(75u×50u/150u), is United States source
income to P. P computes foreign taxes
deemed paid on the dividend under
paragraph (b)(1) of this section of $30
($60×50%[75u/150u]) and includes that
amount in gross income under section 78 as
a dividend. Because 25u of the 75u dividend
is United States source income to P, $10
($30×33.33%[25u/75u]) of the section 78
dividend will be treated as United States
source income to P under this paragraph
(c)(2).

(3) Creditable foreign income taxes.
The amount of creditable foreign
income taxes under section 901 shall
include, subject to the limitations and
conditions of sections 902 and 904,


