mates in prior taxable vears pursuant to
this paragraph (e}3)) is an overestimate.
To determine the amount to be included
in income. it is necessary to discount this
excess and multiply the resulting amount
by 87 percent.

() Special deduction—(1} In general.
Under section 11305(c)(3) of the 1990
Act, an insurance company may deduct
an amount equal to 87 percent of the dis-
counted amount of estimated salvage
recoverable that the company took into
account in determining the deduction for
losses incurred under section §32(b}(5)
in the last taxable vear beginning before
January 1, 1990. A company that claims
the special deduction must establish to
the satisfaction of the district director
that the deduction represents only the
discounted amount of estimated salvage
recoverable that was actually taken into
account by the company in computing
losses incurred for that taxable year.

{2) Safe harbor. The requirements of
paragraph (f){1) of this section are
deemed satisfied and the amount that the
company reports as bona fide estimated
salvage recoverable is not subject to
adjustment by the district director, if—

(i) The company files with the insur-
ance regulatory authority of the com-
pany's state of domicile, on or before
Septernber 16, 1991, a statement disclos-
ing the extent to which losses incurred
lor each line of business reported on its
1989 annual statement were reduced by
estimated salvage recoverable,

(i) The company aftaches a statement
lo its Federal income tax return filed for
the first taxable year beginning after
bDecemmber 31, 1989, agreeing to apply
the special rule for overestimates under
section 11305¢c)4) of the 1990 Act to
the amount of estimated salvage recover-
able for which it has taken the special
deduction, and

(iit) In the case of a company that is a
member of a consolidated group, each
msurance company subject to tax under
weetion 831 that is included in the con-
wlidated group complies with paragraph
1(2Kii} of this section with respect to its
special deduction, 1if any.

(3} Limirations on special deduc-
rroni—(i} The special deduction under
section 11305(c)3) of the 1990 Act is
available only 1o an insurance company
sithject to tax under section 831,

111y An insurance company that
+ Llumed the benefit of the ' fresh start™
wilh respect to estimated salvage re-
converable under section 1023¢e) of the
v Reform Act of 1986 may not claim
the special deduction allowed by section

1 1305(c)H3) of the 1990 Act to the extent
of the estimated salvage recoverable for
which a fresh start benefit was pre-
viously claimed.

{iil) A company that claims the
special deduction is precluded from also
claiming the section 481 adjustment
provided in paragraph (e}(2)(ii) of
this section for pre-1990 accident years.

(g) Effective date. Paragraphs (b)
through {f) of this section are effective
for taxable vears beginning after Decem-
ber 31, 1989

PART 602—0OMB CONTROL
NUMBERS UNDER THE PAPER
REDUCTION ACT

§602.10% [Amended]

Par. 4. The table of OMB Control
Numbers ia §602.101 is amended by
adding the following entry in the table

*§1.832-4 1545-1227"".

Michael J. Murphy,
Acting Commissioner of
Internal Revenue.

Approved Deccmber 24, 1991.

Kenneth W. Gideon,
Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on Jan-
wary 27, 1992, 8:45 a.m , and published in
the issue of the Federal Register for January 28,
1992, 57 F.R. 3130)

Part lil.—Provisions of General Application

Section 842.—Foreign Companies
Carrying on Insurance Business

The domestic asset/liability percentages and
domestic investment yields needed by foreign life
insurance compamies and foreign property and lia-
ility insurance companies to compute their min-
mum effectively connected net investment income
under scction 842(b} ot the Cade for taxable years
beginning after December 31, 1990, are provided.
See Rev. Proc. 92-27, page 745.

Section 846.—Discounted Unpaid
Losses Defined

The loss payment patterns and discount factors
are set forth for the 1992 determmation year. These
factors will be wsed for computing discounted
unpaiet losses under section 846 of the Code. Sec
Rev. Proc 92-47. page 980,

The adiusied apphicable federal short-term, mud-
term, and long-lerm rates are set forth tfor
the month of January 1992 See Rev. Rul, 92-1,
page 288
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The adjusted applicable federal short-termn, mid-
term, and long-term rates are set forth for
the month of February 1992 See Rev. Rul. 92-8,
puge 290

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of March 1992, See Rev. Rul. 92-13, page 291.

The adjusted apphcable federal short-term. mid-
term, and long-term rates are sel forth for the
month of April 1992, See Rev. Ru]. 92-23.
page 2592,

The adyusted applicable federal short-term, mid-
term, and long-term rates are set forth for the
month of May 1992, See Rev. Rui. 92-33.
page 293.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the
menth of June 1992, See Rev. Rul. 92-39,
page 294,

Subichapter N.—Tax Based on Income from
Sgurces Within ar Without the United States

Part |.—Determination of Sources of Income

Section 861.—Income from Sources
Within the United States

26 CFR [.861-10: Special alfocations of interest
expense.

T.0. 8410

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1 IS4 ¥

Allocatien and Apportionment of
Interest Expense

AGENCY: Internal Revenue Service,
Treasury.

ACTION: Final Regulations.

SUMMARY: This document contains
final Income Tax Regulations relating to
the allocation and apportionment of
interest expense for purposes of comput-
ing taxable income from sources within
and without the United States. The final
regulations require that, in certain cir-
cumstances, third party interest expense
of an affiliated group of corporations be
allocated directly to foreign source
income. These final rcguolations imple-
ment section 864(e) of the Internal Reve-
nue Code of 1986.

EFFECTIVE DATE: These regulations
are effective for and apply to taxable
years beginning after December 31.
1991. However. at the choice of the 1ax-
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payer, these regulations may be applied
to taxable years beginning after Decem-
ber 31, 1987.

SUPPLEMENTARY INFORMATION:
Background

Proposed regulations which would
have implemented section 864(e) of the
[nternal Revenue Code of 1986 were
published in the Federal Register at 52
FR 34580 [INTL-935-86, 1987-2 C.B.
990] on September 11, 1987. Those pro-
posed regulations were withdrawn and
replaced by temporary regulations and a
notice of proposed rulemaking by cross-
reference to temporary regulations pub-
lished on September 14, 1988, in the
Federal Register at 53 FR 35525 [INTL-
952-86, 1988-2 C.B. 825} and 53 FR
35467 [T.D. 8228, 1988-2 C.B. 136},
respectively.

On March 12, 1991, the Federal Reg-
ister published proposed regulation
§1.861-10(e) withdrawing and replacing
the earlier regulation §1.861-10(e) pro-
posed by cross-reference, but not with-
drawing and replacing the corresponding
temporary regulation §1.861-10T(e).
Written comments responding to this
latest notice were received, and a public
hearing was held on June 21, 1991. The
Treasury Department hereby issues final
regulation §1.861-10(¢), which incorpo-
rates, where appropriate, comments con-
cerning the proposed regulations.

Explanation of Provisions
A. Summary of Regulation

Section 1.861-10(e) provides gener-
ally that a 11.S. affiliated group (“*U.S.
group’’} which has both excess loans to
related controfled foreign corporations
(*‘excess related group indebtedness™’)
and excess borrowing by the U.S. group
from unrelated parties (*‘excess U.S.
shareholder indebtedness™”) in the same
taxable year must allocate directly to for-
eign source income an amount of interest
expense equal to the amount of interest
income received by the U.S. group with
respect to excess related group indebted-
ness (or, if smaller, an amount of related
group indebtedness equal to the amount of
excess 1.5, shareholder indebtedness).

Section [.861-10(e) employs a three-
step process. In Step One, a U.S. group
determines the amount of excess refated
group indebtedness (if any)} for the cur-
rent year by comparing its actual related
group indebtedness for the year to the
amount of allowable related group
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indebtedness for the vear. The amount of
allowable related group indebtedness is
determined by multiplying the aggregate
asset value of all related controlled for-
eign corporations (the ‘‘related CFC
group’') by the foreign base period ratio
for the year. The foreign base period
ratio for any taxable year is the average
of the ratios of related group indebted-
ness to related CFC group assets for each
of the five immediately preceding years.

In Step Two, the U.S. group deter-
mines the amount of excess U.S. share-
holder indebtedness (if any) for the
current year by comparing its actual U.S.
shareholder indebtedness for the year to
the amount of allowable U.S. share-
holder indebtedness for the year. The
amount of allowable U.S. shareholder
indebtedness is determined by multiply-
ing the aggregate asset value of the U.S.
group by the U.S. base period ratio for
the year. The U.§. base period ratio for
any taxable year is the average of the
ratios of U.S. shareholder indebtedness
to U.S. group assets for each of the five
immediately preceding years,

In Step Three, the U.S. group com-
pares the Step One amount of excess
related group indebtedness and the Step
Two amount of excess U.S. shareholder
indebtedness. The amount of ‘‘allocable
retated group indebtedness’’ is the
smaller of the two amounts. Interest
expense, in an amount equal to the
amount of interest income received by
the U.S. group on allocable related
group indebtedness, must be allocated
directly to foreign source income of the
U.S. group. This interest expense is allo-
cated to separate limitation categories for
purposes of section 904(d} in proportion
to the amounts of related group indebted-
ness heid by the U.S. group in each cate-
gory. Several safe harbor rules and other
special rules are provided. In addition,
§1.861-10(e} P provides ruies for the
application of §1.861-10(e) by start-up
companies and in the context of corpo-
rate acquisitions, dispositions and section
355 distributions.

B. Significant Comments and Revisions

Under §1.861-10(e)(2)(vH{A) and
(e)(3){v)(A), the foreign and U.S. base
periods for any taxable vear consist of
the five immediately preceding taxable
years. Under §1.861-10(e)(2)(v)(B) and
(e} 3Xv}B), a U.S. group may choose,
as its initial base years, the five years
consisting of the 1982 taxable vear
through the 1986 taxable year. Under
§1.861-10(e{2)(¥)(C) and (e)3HVIC),
a taxpayer that chooses to apply §1.861-

10(e) oaly with respect to taxable yea
beginning after December 31, 1991, .nd
that does not choose the initial base ye.u-
described in §1.861-10{(e)(2)(¥){B} unil
(e)(3)v}B) may not include the taxahic
year immediately preceding the firv
effective taxable year within any base
period. Section 1.861-10(e)(2)(v)(In
and {e)(3)} v} D} clarify that the same ini-
tial base years must be chosen for the
foreign base period ratio and the U.S.
base period ratio, and §1.861-10(e)(2)-
(iv) and (e)(3}(iv) have been revised to
clarify that the 110 percent limitations
imposed by those sections do not apply
with respect to each of the five tnitial
base years.

Several commenters suggested that the
foreign and U.S. base period ratios be
cafculated on a ‘‘weighted average’’
basis. Under this method, the sum of the
amounts of refated group indebtedness or
U.S. shareholder indebtedness for each
of the five base years would be divided
by the sum of the aggregate values of
related CFC group assets or U.S. group
assets, respectively, for each of the five
base years. This method would effec-
tively give greater weight to years in
which asset values are relatively large.
The suggested method might thus be
viewed as beneficial for some taxpayers
with growing domestic and foreign
operations, since it would give greater
weight to more recent years. However, it
could also penalize some taxpayers
whose domestic or foreign operations are
decreasing in size by giving less weight
to more recent years. The method of
§1.861-10(e)(2)(iv) and (e)(3)(iv} gives
gqual weight to each base year-and thus
resufts in a more accurate approximation
of the average level of each indebtedness-
to-asset ratio during the base period.

Several commenters suggested that
direct allocation of interest expense be
required only when a taxpayer’s actual
amounts of related group indebtedness
and U.S. sharcholder indebtedness vary
from its amounts of allowable related
group indebtedness and allowable U.S.
shareholder indebtedness, respectively,
by a specified percentage (e.g., by 10
percent). The commenters noted in par-
ticular that exchange rate fluctuations
may cause uncontrollable fluctuations in
either or both of the two indebtedness-to-
asset ratios. This suggestion was not
adopted. The comparison of current year
amounts of related group and U.S.
shareholder indebtedness to allowable
amounts computed on the basis of aver-
age historical indebtedness-to-asset ratios
(rather than absolute amounts for a prior
year) is intended to accommodate year-



to-year changes in the relevant indebted-
ness amounts for other than tax reasons.
In addition, the translation rules provided
in §1.861-10(£)(8)(i) should prevent any
fluctuation in either indebtedness-to-asset
ratio that is due solely to exchange rate
fluctuations, and the provisions of
§1.861-10(eX9) should accommodate
fluctuations caused by significant corpo-
rate events.

Section 1.861-10(e)(2)(iv) provides
that, for purposes of computing the for-
eign base period ratio for any taxable
year, the ratio of related group indebted-
ness to related CFC group assets for any
base year may not exceed 110 percent of
the foreign base period ratio for that base
year. Section 1.861-10¢e)(3)(iv) pro-
vides a corresponding limitation with
respect to the U.S. base period ratio.
Several commenters stated that limita-
tions of 110 percent place taxpayers with
initially low foreign and U.S. base
period ratios at a disadvantage, relative
to taxpayers with initially high base
period ratios. These commenters argued
that a higher percentage limitation would
reduce this disadvantage and better
accommodate non-abusive transactions.
This suggestion has not been adopted,
because the Service believes that a 110
percent limitation provides sufficient
flexibility for gradual adjustments in the
foreign and U.S. base period ratios and
that the rules of §1.861-10(eX9) suffi-
ciently accommodate significant corpo-
rate events. To reduce the potential for
disadvantage of taxpayers with initially
low base period ratios, §1.861-
10(e)(2)}(iv) and (e)}(3)(iv) have been
amended to provide that the 110 percent
limitation does not apply with respect to
any base period year for which the rele-
vant indebtedness-to-asset ratio does not
exceed 0.10.

A number of commenters suggested
that, for purposes of computing the for-
eign base period ratio, the ratio of related
group indebtedness to reiated CFC group
assets taken inte account for any base
year be no less than 90 percent of the
foreign base period ratio for that base
year. A corresponding limitation was
suggested with respect to the U.S. base
period ratio. The commenters argued that
these additional Iimitations were neces-
sary to counterbalance the restrictive
effect of the 110 percent limitations
imposed by §1.861-10{e)(2){iv} and
(e)}3)(iv)y. This suggestion was not
adopted. The 110 percent limitations of
§1.861-10(e)(2Xiv) and (e)(3)(iv) arc
necessary to prevent avoidance of
81.861-10{e}. As anti-avoidance rules,
they provide no rationale for the inclo-

sion of reciprocal rules beneficial to the
taxpayer. In addition, the Service
believes that the suggested 90% limita-
tion would have effectively preserved
any reiative advantage now enjoyed by
taxpayers with initially high foreign and
U.S. base period ratios.

Redundant *‘safe harbor'’ language of
proposed §1.861--10(e)(2)(vii)(B) and
{€)(3)(vii) has been eliminated. In
Tesponse to taxpayer comments, a new
safe harbor has been added to §1.861-
10(e)(3)(vii) under which a U.S. group is
considered to have no excess U.5. share-
holder indebtedness in any taxable year
in which its ratio of U.S. shareholder
indebtedness to U.S. group assets does
not exceed 0.10. This new safe harbor is
intended to relieve taxpayers who, by
virtue of having historically low U.8.
base period ratios, may trigger the
application of §1.861-10(e) with mini-
mal fluctuations in U.S. group borrow-
ing. A suggestion that a higher safe
harbor ratio be provided in §1.861-
10(eM2)(vii{B) was not adopted.

A number of commenters argued that
the foreign base period ratio used in
determining excess related group
indebtedness under §1.861-10¢e)(2)}(1)
for any taxable year should be no less
than 0.10 (the safe harbor ratio provided
in §1.861-10(e}2)(vii)}(B)). It was sug-
gested that this rule would avoid dispa-
rate treatment of taxpayers with foreign
base period ratios slightly lower than
0.10 and taxpayers with foreign base
period ratios slightly higher than 0.10,
This suggestion assumes incorrectly,
however, that the safe harbor of §1.861-
10{eH2Xvii¥B) is intended to provide all
taxpayers with an exemption from direct
allocation for related group indebtedness
in an amount equal to 10 percent of the
value of related CFC group assets. In
fact, the safe harbor rule is intended only
10 relieve taxpayers with relatively low
levels of related group indebtedness from
the computational burdens of §1.861—
10{e). The Service believes that revised
§1.861-10(e)2)(iv), under which the
110 percent limitation imposed by para-
graph (e)(2)(iv} does not apply with
respect to base years in which the ratio
of related group indebtedness to related
CFC group assets does not exceed 0.10,
will mitigate any potentiaj disparity in
the treatment of taxpayers with foreign
base period ratios slightly higher and
slightly lower, respectively, than 0.10.
The new safe harbor rule of §1.861~
(0(e)(3)(vii), and revised §1.861-
10{e}(3)(1v), will operate in an analogous
manner with respect to the ratio of U.S.
shareholder indebtedness to U.S. group
assels,
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Several commenters recommended
that the aggregate value of U.S. group
assets used to compute allowable U.S.
shareholder indebtedness under $1.861-
10{e}{3)iii)(A) not be reduced by the
amount of excess related group indebted-
ness for the year (as determined under
Step One in §1.861-10(e)(2)). This sug-
gestion has not been adopted, because
this reduction is necessary to effectuate a
doliar-for-dollar matching of dispropor-
tionate U.S. shareholder indebtedness to
excess related group indebtedness under
§1.861-10{e)(4).

In response to taxpayer comments,
§1.861-10{e){6) has been revised to
provide that the aggregate asset value of
a related CFC for any taxable year may
be determined by reference to the asset
values reflected on a Form 5471 (or
attachment thereto) filed for such taxable
year. Form 5471 asset values must be
used consistently, however, for all
related CFCs and for all taxable years. In
addition, Form 5471 asset values may be
used ounly if the taxable year of each
related CFC begins with, or no more
than one month earlier than, the taxable
year of the U.5. group. Beginning of
year asset values, whether for a rclated
CFC or for the U.5. group, are the same
as the corresponding asset values as of
the end of the immediately preceding
year,

Several commenters suggested that a
provision similar to the fixed stock write-
off method provided in proposed reguia-
tion §1.163(j)-5(e} be added to §1.861—
10(e) to accommodate the acquisition of
a related CFC or U.S. group member by
means of a stock acquisition for which a
section 338 election is not made. The
commenters noted that a stock acquisi-
tion of this type can result in a substan-
tial, non-abusive increase in the relevant
indebtedness-to-asset ratio for a U.S.
group that values assets by reference to
tax book value (rather than fair market
value). The suggested modification was
not adopted. However, the Service
intends to consider the proper treatment
of such stock acquisitions in the context
of forthcoming final regulations under
section 864(e) relating to the allocation
and apportionment of interest expense.

In responsc to taxpayer comiments,
§1.861-10(e)(8)(i) has been added to
provide that all amounts of related group
indebtedness and U.S. shareholder
indebtedness and all related CFC group
and U.S. group asset values that are
denominated in a currency other than
U.S. dollars are to be translated nto dol-
lars at an average exchange rate for the
current taxable year. This translation rule
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applies with respect to indebtedness
amounts and asset values for each of the
five base years, as well ag to amounts
and values for the current vear, and thus
will require taxpayers to redetermine
base year indebtedness amounts and
asset values on an annual basis. Use of a
current year exchange rate to translate all
non-dollar amounts shouid prevent the
application of §1.861-10{¢) to any tax-
payer solely by virtue of exchange rate
fluctuations.

Although proposed §1.861-10(e}(8)(1)
has been deleted, the Service will apply,
for purposes of §1.861-10(e), the defini-
tion of “‘indebtedness’ contained in
$1.861-13T(a)(3). The Service antici-
pates that final regulations forthcoming
under section 864{e) will incorporate a
definition of ‘‘indebtedness’ similar to
that of §1.861-13T(a)(3) and applicable
for all purposes of the regulations under
section 864(e}.

Section 1.861-10(e)(8)(iii} has been
added to clarify that indebtedness which
qualifies for direct allocation of interest
expense under §1.861-10T(b) or (c) is
excluded from related group indebted-
ness or U.S. sharcholder indebtedness,
and the value of any asset which is the
subject of qualified nonrecourse in-
debtedness under §1.861-10T(b) or an
intcgrated financial transaction under
$1.861-10T(¢) is excluded from the
aggregate asset value of the related CFC
group or the U.S. group. Exempt assets
{within the meaning of $1.861-8T(d))
are included, however, in determining
aggregate usset values under §1.861-
L0(e)8)(ii).

New §1.861-10(e)(8)(iv) has been
added to clarify that receivables arising
between related CFCs (or between mem-
bers of the U.S. group) do not constitute
assets of the related CFC (or U.5. group
member) holding such receivables.

The special reclassification rule of
§1.861—10(e)(8)(v) has been revised to
apply in the context of multipie tiers of
CFCs. Section 1.861-10(e)8)(vi) clar-
ifies that its special reclassification rule
does not apply to CFC stock that gives
rise to a CFC deduction for dividends
paid under an integrated tax system.

Several commenters suggested that
§1.861-10(e)(9X{) provide a higher pre-
sumed ratio of related group indebted-
ness to related CFC group assets for base
years in which a U.S. group holds no
related CFC stock. This suggestion has
naot been adopted.

Several commenters requested addi-
tional guidance under §1.861-10(e)9)-
(1i)(A) and (v){A) as to the manner in
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which the values of assets acquired or
divested near the end or beginning of a
year should be weighted to avoid sub-
stantial distortions. These sections have
been revised to clarify that the Service is
concerned only with transactions occur-
ring within three months of the end or
beginning of a year. While the appro-
priate weighting method will vary, de-
pending upon the facts of a particular
situation, one method likely to produce
reasonable results in many situations
would be to pro rate asset values ac-
quired or divested within three months of
the end or beginning of a year.

The separate group acquisition and
disposition elections of proposed
§1.861-10(e}9)iv) and {(vi} have been
replaced with new elections under which
taxpayers may recompute base period
ratios as if acquired {or divested) corpo-
rations had (or had not) been members of
the taxpayer’s 1.8, group or related CFC
group at the beginning of the acquisition
{or disposition) year and during base
years priof to the acquisition (or disposi-
tion) year. The Service believes that
these new elections will be less complex
to apply and will provide greater relief.

Several commenters suggested that
relief be provided in §1.861-10(e)(9) for
acquisitions and dispositions of substan-
tial assets. This suggestion was nof
adopted, in view of the many options
available to taxpayers ia structuring assct
transactions. As a result, specific relief
provisions would be prohibitively com-
plex to construct and administer. In addi-
tion, because taxpayers have greater
flexibility in structuring asset transac-
tions, relief provisions are less necessary
in this context than in the context of
stock transactions.

Commenters on the alternative version
of Step Two described in the preamble to
the proposed regulations suggested that
this alternative be available on an elec-
tive basis. This suggestion was not
adopted.

Special Analyses

It has been determined that these rules
are not major rules as defined in Ex-
ecutive Order 12291, Therefore, a Regu-
latory Impact Analysis is not required. It
also has been determined that section
353(b)} of the Administrative Procedure
Act {5 U.S.C. chapter 5) and the Regu-
latory Flexibility Act (5 U,S.C. chapter
6) do not apply to these regulations, and
therefore, a final Regulatory Flexibility
Analysis is not required. Pursuant to
section 7805(f) of the Internal Revenue
Code, the proposed regulations were

submitted to the Administrator of the
Small Business Administration for
comment on their tmpact on small
business.

£ o FE % K

Adoption of amendments to the
regulations

Accordingly, 26 CFR part | is
amended as follows:

PART |—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER
DECEMBER 31, 1953

Paragraph [. The authority citation for
part | ts amended by adding the follow-
ing citation:

Authority: 26 U.8.C. 7805 ***

Section 1.861-10(e) also issued under
26 U.S.C. 863(a), 26 U.S.C. 864ie), 26
U.S.C. 865(i) and 26 U.5.C. 770U{).
EL

Par. 2. Section 1.861-10 is added to
read as follows:

§1.861-10 Special allocations of
interest expense.

{a) through (d). [Reserved)

(e) Treatment of certain related group
indebredness—(1) In general. If, for any
taxable year beginning after December
31, 1990, a U.S. shareholder (as defined
in paragraph {eX5)i} of this section) has
both —

{1) Excess reiated group indebtedness
(as determined under Step One in para-
graph (e}2) of this section) and

(i1) Excess U.S. shareholder indebted-
ness (as determined under Step Two in
paragraph (e)(3) of this section),
the U.S. shareholder shall allocate, to its
gross income in the various separate lim-
itation categories described in section
904¢d)(1), a porticn of its interest
cxpense paid or accrued to any obligee
who is not a member of the affiliated
group (as defined in §1.861-11T{d)) of
the U.S. shareholder (" 'third party inter-
est expense’ '}, excluding amounts allo-
cated under paragraphs (b} and (¢} of
§1.861-10T. The amount of third party
interest expense so allocated shall equal
the total amount of interest income
derived by the U.S. shareholder during
the year from related group indebted-
ness, multiplied by the ratio of the lesser
of the foregoing two amounts of excess
indebtedness for the year to related group
indebtedness for the year. This amount



of third party interest expense is allo-
cated as described in Step Three in para-
graph (e)(4) of this section.

(2) Step One: Excess related group
indebtedness.

(i) The excess related group indebted-
ness of a U.S. shareholder for the vear
equals the amount by which its related
group indebtedness for the year exceeds
its allowable related group indebtedness
for the year.

(it} The *‘related group indebtedness™
of the U.5. shareholder is the average of
the aggregate amounts at the beginning
and end of the year of indebtedness owed
to the U.S. shareholder by each con-
trolled foreign corporation which is a
related person (as defined in paragraph
(e)5)i1) of this section) with respect to
the U.S. shareholder.

(iii) The *‘allowable related group
indebtedness™ of a U.S. shareholder for
the year equals —

{A) The average of the aggregate
values at the beginning and end of the
year of the assets (including stock hold-
ings in and obligations of related per-
sons, other than related controlled
foreign corporations) of each related con-
trolied foreign corporation, multiplied by

(B} The foreign base period ratic of
the U.S. shareholder for the year.

{iv) The ‘*foreign base period ratio”’
of the U.S. shareholder for the year is
the average of the related group debt-to-
asset ratios of the U.S, shareholder for
each taxable year comprising the foreign
base period for the current year (each a
‘*base year’’). For this purpose, how-
ever, the related group debt-to-asset ratio
of the U.S, shareholder for any base year
may not exceed 110 percent of the for-
eign base period ratio for that base year.
This limitation shall not apply with
respect to any of the five taxable years
chosen as initial base years by the U.S.
shareholder under paragraph (e)(2)(v) of
this section or with respect to any base
year for which the related group debt-to-
asset ratio does not exceed 0.10,

{v) (A) The foreign base period for
any current taxable year {except as
described in paragraphs (e)(2)(v)(B) and
{C) of this section) shall consist of the
lve taxable years immediately preceding
the current vear.

{B) The U.5. sharecholder may choose
as foreign base periods for all of its first
live 1axable years for which this para-
graph (e) is effective the Tfollowing alter-
native base periods:

{1) For the first effective taxable year,
the 1982, 1983, 1984, 1985, and 1986
taxable years;

{2) For the second effective taxahle
year, the 1983, 1984, 1985, and 1986
taxable vears and the first effective tax-
able year; a

(3) For the third effective taxable
year, the 1984, 1985, and 1986 taxable
years and the first and second effective
taxable years;

(4) For the fourth effective taxable
year, the 1985 and 1986 taxable years
and the first, secend and third effective
taxable years: and

{5} For the f{ifth effective taxable
year, the 1986 taxable year and the first,
second, third and fourth effective taxable
years.

(Cy If, however, the U.S. sharcholder
does not choose, under paragraph
{e)(1D)(33) of this section, to apply this
paragraph (¢) to one or more taxable
years beginning before January 1, 1992,
the U.S. shareholder may not include
within any foreign base period the tax-
able year immediately preceding the first
effective taxable year. Thus, for ¢xam-
ple, a U.S. shareholder for which the
first effective taxable year is the taxable
year beginning on October 1, 1992, may
not include the taxable year beginning on
October 1, 1991, in any foreign base
period. Assuming that the U.S. share-
holder does not ¢lect the alternative base
periods described in paragraph (e)(2)-
(v)(B) of this section, the initial foreign
base period for the U.S. shareholder will
consist of the taxable years beginning on
October 1 of 1986, 1987, 1988, 1989,
and 1990. The foreign base period for
the U.S. shareholder for the following
taxable year, beginning on October 1,
1993, will consist of the taxable years
beginning on October 1 of 1987, 1988,
1989, 1990, and 1992,

(D) If the U.S. shareholder chooses
the base periods described in paragraph
{e)} 2)(v)(B) of this section as foreign
basc periods, it must make a similar
election under paragraph {e)}(3)(v)(B) of
this section with respect to its U.S. base
periods.

(vi} The ‘‘related group debi-to-asset
ratio’” of a U.S. shareholder for a year is
the ratio between —

(A) The related group indebtedness of
the U.S. sharcholder for the year (as
determined under paragraph (e)(2)(1)) of
this section); and

(B) The average of the aggregate
values at the beginning and end of the
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year of the assets (including stock hold-
ings in and obligations of related per-
sons, other than related controlled
foreign corporations) of each related con-
trolled foreign corporation.

(vii) Notwithstanding paragraph
(e){2)(i) of this section, a U.S. share-
holder is considered to have no excess
related group indebtedness for the year
if—

(A} Its related group indebtedness for
the year does not exceed its allowable
related group indebtedness for the imme-
diately preceding year (as determined
under paragraph (e)}{2)(iii) of this sec-
tion); or

(B} Its related group debt-to-asset
ratio (as determined under paragraph
{e)(2)(vi) of this section) for the year
does not exceed 0.10.

(3) Step Two: Excess U.§. share-
holder indebtedness. (i) The excess
indebtedness of a U.S. shareholder for
the year equals the amount by which its
unaffiliated indebtedness for the year
exceeds its allowable indebtedness for
the year.

(ii} The *‘unaffiliated indebtedness’
of the U.S. shareholder is the average of
the aggregate amounts at the beginning
and end of the year of indebtedness owed
by the U.S. shareholder to any obligee,
other than a member of the affiliated
group (as defined in §1.861-11T(d)) of
the U.S. shareholder.

(1) The *‘allowable indebtedness’’ of
a U.S. shareholder for the year equals —

(A) The average of the aggregate
values at the beginning and end of the
year of the assets of the U.S. shareholder
(including stock holdings in and obliga-
tions of related controlled foreign corpo-
rations, but excluding stock holdings in
and obligations of members of the affili-
ated group (as defined in §1.861-11T(d))
of the U.S. sharcholder), reduced by the
amount of the excess related greup
indebtedness of the U.S. shareholder for
the year (as determined under Step One
in paragraph (¢)(2) of this section), mul-
tiplied by

(B) The U.S. base period ratio of the
U.S. shareholder for the year.

(iv) The *‘UJ.8. base period rativ’” of
the U.S. sharcholder for the year is the
average of the debt-to-asset ratios of the
U.S. shareholder for each taxable year
comprising the U.S. base period for the
current year (each a ‘"base year™’). For
this purpose, however. the debi-to-asset
ratio of the U.S. shareholder for any
base year may not exceed 110 percent of
the U.S. base period ratio for that base
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vear. This limitation shall not apply with
respect to any of the five taxable years
chosen as initial base years by the U.S.
shareholder under paragraph (£)(3)(v) of
this section or with respect to any base
year for which the debt-to-asset ratio
daes not exceed 0. 10.

{v) (A) The U.S. base period for any
current taxable year {except as described
in paragraphs (e¥3)(v}(B} and (C) of this
section) shall consist of the five taxable
years immediately preceding the current
year.

{B) The U.S. shareholder may choose
as U.S. base periods for all of its first
five taxable years for which this para-
graph (e) is effective the foliowing alter-
native base periods:

(f) For the first effective taxable year,
the 1982. 1983, 1984, 1985, and (986
taxable years;

{2} For the second effective taxable
year, the 1983, 1984, 1985, and 1986
taxable years and the first effective tax-
able year;

{3) For the third effectivec taxable
year, the 1984, 1985, and 1986 taxable
years and the first and second effective
taxable vears:

{4) For the fourth effective taxable
year, the 1985 and 1986 taxable years
and the first, second and third cffective
taxable years; and

(5) For the fifth effective taxable
year, the 1986 taxable year and the first,
second, third and fourth effective taxable
vears.

(C) If, however, the 1.5, shareholder
does not choose, under paragraph
{e)(10)(11) of this section, to apply this
paragraph {e) to one or more taxable
years beginning before January 1, 1992,
the U.S. shareholder may not include
within any U.S. base period the taxable
year immediatcly preceding the first
effective taxable year. Thus, for exam-
ple, a U.S. shareholder for which the
first effective taxable vear is the taxable
year beginning on October |, 1992, may
not inciude the taxable year beginning on
October 1, 1991, in any U.S. base
period. Assuming that the U.S, share-
holder does not elect the alternative
base periods described in paragraph
(e} 3)vH B} of this section, the initiai
U.S. base period for the U.S. share-
helder will consist of the taxable years
beginning on October 1 of 1986, 1987,
1988, 1989, and 1990. The U.S. base
period for the U.S. shareholder for the
following taxable year, beginning on
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Cctober [, 1993, will consist of the tax-
able years beginning on Qctober I,
1987, 1988, 1989, 1990, and (992.

{D) If the U.S. shareholder chooses
the base periods described in paragraph
(2)(3)(v){B) of this section as U.S. base
periods, it must make a similar election
under paragraph (e)(2Xv)(B) of this sec-
tion with respect to its foreign base
pericds.

(vi) The *‘debt-to-asset ratio’” of a
U.5. shareholder for a year is the rafio
between —

(A) The unaffiliated indebtedness of
the U.S. shareholder for the year {as
determined under paragraph (e)(3)(ii) of
this section}); and

{B) The average of the aggregate
values at the beginning and end of the
year of the assets of the U.S. share-
holder. For this purpose, the assets of the
U.S. shareholder include stock holdings
in and obligations of refated controlled
foreign corporations but do not include
stock holdings in and obligations of
members of the affiliated group (as
defined in §1.861-11T(d)).

{vil) A U.S. shareholder is considered
to have no excess indebtedness for the
vear if its debt-fo-asset ratio (as defer-
mined under paragraph (e)(3Kvi} of this
section) for the year does not exceed
0.10,

(4) Step Three: Allocation of third
partv interest expense. {1) A U.5. share-
holder shall allocate to its gross income
in the various separate limitation catego-
ries described in section 904(d)(1) a por-
tion of its third party interest expense
incurred during the year equal in amount
to the interest income derived by the
U.S. shareholder during the year from
allocabie related group indebtedness.

{i1) The "‘allocable related group
indebtedness’” of a U.S. shareholder for
any year is an amount of related group
indebtedness equal to the lesser of —

(A)Y The excess related group In-
debtedness of the U.S. shareholder for
the year {determined under Step One in
paragraph (e}2) of this section); or

(B) The excess U.S. shareholder
indebtedness for the year (determined
under Step Two in paragraph (e)(3) of
this section).

{iti} The amount of interest income
derived by a U.S. sharehotder from allo-
cable related group indebtedncss during
the year equals the total amount of inter-
est income derived by the U.S5. share-
hoider during the year with respect to

related group indebtedness, multiplied by
the ratio of allocable related group
indebtedness for the year to the aggre-
gate amount of related group indebted-
ness for the year.

{iv) The portion of third party interest
expense described in paragraph (e){4)(i)
of this section shall be allocated in pro-
portion to the relative average amounts
of related group indebtedness held by the
U.S. shareholder in each separate limita-
tion category during the year. The
remaining portion of third party interest
expense of the U.S. shareholder for the
year shall be apportioned as provided in
§$1.861-8T through 1.861-13T, exclud-
ing paragraph (e} of §1.861~ (0T and this
paragraph {e).

(v) The average amount of related
group indebtedness held by the U.S.
sharehelder in each separate limitation
cutegory during the year equals the aver-
age of the aggregate amounts of such
indebtedness in each separate limitation
category at the beginning and end of the
year. Solely for purposes of this para-
graph (e)(4), each debt obligation of a
related controlled foreign corporation
held by the U.S. shareholder at the
beginning or end of the year is attributed
to separate limitation categories in the
same manner as the stock of the obligor
would be attributed under the rules of
$1.861-12T(c}3), whether or not such
stock i1s held directly by the U.S.
shareholder.

(vi) The amount of third party interest
expense of a U.S. sharcholder ailocated
pursuant to this paragraph (e)(4} shall not
exceed the total amount of the third party
interest expense of the U.S_ shareholder
for the year (excluding any third party
interest expense allocated under para-
graphs (b) and (¢) of §1.861-10T).

{3) Definitions. For purposes of this
paragraph (e}. the following terms shall
have the following meanings.

{1y U.S. shareholder. The tetm “*U.S.
shareholder’ has the same meaning as
the term *‘United States shareholder’”
when used in section 957, except that, in
the case of a United States shareholder
that is a member of an affiliated group
(as defined in §1.86i—11T(d)), the entire
affiliated group is considered to con-
stitute a single U.S. shareholder.

(i) Related person. For the definition
of the term ‘‘related person’’, sece
§1.861-8T(c)2). A controlled foreign
corporation is considered ‘“‘related’’ to a



U.S. sharcholder if it is a related persen
with respect to the U.S. shareholder.

(6} Determination of asset values. A
U.S. shareholder shall determine the
values of the assets of each related con-
trolled foreign corporation {for purposes
of Step One in paragraph (e)(2) of this
section) and the assets of the U.S. share-
holder (for purposes of Step Two in
paragraph (e)(3) of this section) for any
year in accordance with the valuation
method (tax book value or fair market
value) elected for that year pursuant to
§1.861-9T(g). However, solely for pur-
poses of this paragraph (e), a U.S. share-
hoider may instead choose to determine
the values of the assets of all related con-
trolled foreign corporations by reference
to their values as reflected on Forms
5471 (the annual information return with
respect to each related controlled foreign
corporation), subject to the translation
rules of paragraph (e)(8)(i) of this sec-
tion. This method of valuation may be
used only if the taxable years of each of
the related controlled foreign corpora-
tions begin with, or no more than ene
month earlier than, the taxable year of
the U.S. shareholder. Once chosen for a
taxable year, this method of valuation
must be used in each subsequent taxable
year and may be changed only with the
consent of the Commissioner.

(7) Adjustmenis to asset vatue. For
purposes of apportioning remaining
interest expense under §1.861-9T, a
U.S. sharcholder shall reduce (but not
below zero) the value of tis assets for the
year (as determined under §1.861-
9T(g)(3) or (h})) by an amount equal to
the allocable refated group indebtedness
of the U.S. shareholder for the vear (as
determined under Step Three in para-
graph (e)(4)(ii) of this section}. This
reduction is allocated among assets in
each separate limitation category in pro-
portion to the average amount of related
group indebtedness held by the U.S.
shareholder in each separate limitation
category during the year (as determined
under Step Three in paragraph (e}{(4)(v)
of this section).

(R) Special rules—(i) Exchange rares.
All indebtedness amounts and asset
vajues (including curent year and base
year amounts and values) denominated in
a foreign currency shall be translated into
Li.S. dollars at the exchange rate for the
current year. The exchange rate for the
current year may be determined under
any reasonable method (e.g., average of
month-end exchunge rates for cach

month in the current year) if it is consist-
ently applied to the current year and all
base years. Once chosen for a taxable
year, a method for determining an
exchange rate must be used in each sub-
sequent taxable year and will be treated
as a method of accounting for purposes
of section 446. A taxpayer may apply a
different translation rule only with the
prior consent of the Commissioner. In
this regard, the Commissioner will be
guided by the extent to which a different
rule would reduce the comparability of
dollar amounts of indebtedness and dol-
lar asset vatues for the base years and the
current vear.

(1) Exempt assetrs. Solely for pur-
poses of this paragraph (e), any exempt
assets otherwise excluded under section
864(e}(3) and §1.861-8T(d) shall be
included as assets of the U.S. share-
holder or related controlled foreign
corporation.

(i) Exclusion of certain direcily allo-
cated indebtedness and assets. Qualified
nonrecourse indebtedness (as defined in
$1.861-10T(b)(2)) and indebtedness
incurred in connection with an intcgrated
financial transaction {(as defined in
§1.861-10T(c)(2)) shall be excluded
from U.S. shareholder indebtedness and
related group indebtedness. In addition,
assets which are the subject of qualified
nonrecourse indebtedness or integrated
financial transactions shall be excluded
from the assets of the U.S. shareholder
and each related controlled foreign
corporation.

(iv) Exclusion of certain receivables.
Receivables between related controlled
foreign corporations {or between mem-
bers of the affiliated group constituting
the U.S. shareholder) shall be excluded
from the assets of the related controlled
toreign corporation (or affiliated group
member) helding such receivables, See
also §1.861-11T(e)(1).

(v) Classification of certain loans as
related group indebtedness. 1f—

{A) A U.S. shareholder owns stock in
a related controlled foreign corperation
which is a resident of a country that—

(1) Does not impose a withholding tax
of 5 percent or more upon payments of
dividends to a U.S. sharcholder. and

{2) Does not, for the taxable year of
the controlled foreign corporation, sub-
ject the income of the controlied foreign
corporation 1o an income tax which is
greater than that percentage specified
under §1.954-1T(d)(1)i) of the max-
imum rate of tax specified under section
11 of the Code. and
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(B} The controlled foreign corporation
has outstanding a loan or loans to one or
more other related controlled foreign cor-
porations, or the controlled foreign cor-
poration has made a direct or indirect
capital contribution to one or more other
related controlled foreign corporations
which have outstanding a loan or loans
te one or more other related controlled
foreign corporations,
then, to the extent of the aggregate
amount of its capital contributions in tax-
able years beginning after December 31,
1986, to the related controlled foreign
corporation that made such loans or addi-
tional contributions, the U.S. share-
holder itself shall be treated as having
made the loans described in paragraph
{e)(8Xv)(B) of this section and, thus,
such loan amounts shall be considered
related group indebtedness. However,
for purposes of paragraph (e)(4) of this
section, interest income derived by the
U.S. shareholder during the year from
related group indebtedness shall not
include any income derived with respect
to the U.S. shareholder’'s ownership of
stock in the related controlled foreign
corporation that made such loans or addi-
tional contributions.

(viY Classification of certain stock as
related person indebtedness. 1n deter-
mining the amount of its related group
indebtedness for any taxable year, a U.S.
shareholder must treat as related group
indebtedness its holding of stock in &
related controlled foreign corparation if,
during such taxable year, such related
controlled foreign corporation claims a
deduction for interest under foreign law
for distributions on such stock. How-
ever, for purposes of paragraph {e}(4) of
this section, interest income derived by
the U.S. shareholder during the year
from related group indebtedness shall not
include any income derived with respect
to the U.S. shareholder’s ownership of
stock in the related controlled foreign
corporation.

{(9) Corporaie events—(i) Initial
acquisition of a comirolled foreign corpo-
ration. If the foreign base peried of the
U.S. sharehalder for any year includes a
base year in which the U.S. shareholder
did not hold stock in any related con-
trolled foreign corporation. then, in com-
puting the foreign base period ratio, the
related group debt-to-asset ratio of the
U.S. shareholder for any such base vear
shall be decmed to be 0.10.

{ii) fncorporation of U.§S. share-
holder.

(A) Nonappfication. This paragraph
(e} does not apply to the first taxable
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year of the U.8. shareholder. However,
this paragraph (e) does apply to all fol-
lowing years, including years in which
later members of the affiliated group
may be incorporated.

(B) Foreign and U.S. base period
ratios. In computing the foreign and
U.S. base period ratios, the foreign and
U.S. base periods of the U.S. sharte-
holder shall be considered to be only the
period prior to the current vear that the
U.S. shareholder was in existence if this
prior period is less than five taxabie
vears.

(it} Acguisition of additional corpo-
rations. (A) If a U.§, sharcholder
acquires (directly or indisectly) stock of a
foreign or domestic corporation which,
by reason of the acquisition, then
hecomes a related controlled foreign cor-
poration or a member of the affiliated
group, then in determining excess related
group indebtedness or excess U.S. share-
holder indebtedness, the indebtedness
and assets of the acquired corporation
shall be taken into account only at the
cnd of the acquisition year and in follow-
ing years. Thus, amounts of indebted-
ness and assets and the various debt-to-
assct ratios of the U.S. shareholder exist-
ing at the beginning of the acquisition
vear or relating to preceding years are
not recalculated to take account of
indebtedness and assets of the acquired
corporalion existing as of dates before
the end of the year. If, however, a major
acquisition is made within the last three
months of the year and a substantial dis-
tortion of values for the year would oth-
erwise result, the taxpayer must take into
account the average values of the ac-
quired indebtedness and assets weighted
to reflect the time such indebtedness is
owed and such assets are held by the tax-
payer during the year,

(B) In the case of a reverse acquisi-
tion subject to this paragraph (e}(9), the
rules of §1.1502-75(d)(3) apply in deter-
mining which corporations are the
acquiring and acquired corporations, For
this purpose, whether corporations are
affiliated is determined under §1.861-
11T(d).

{CY If the stock of a U.S. shareholder
is acquired by (and, by reason of such
acquisition, the U.S. shareholder be-
comes affiliated with) a corporation
described below, then such U.S, share-
holder shall be considered to have
acquired such corporation for purposes
of the application of the rules of this
paragraph {e). A corporation to which
this paragraph (e)(9)(iii}(C) applies is—
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(/) A corporation which is not affili-
ated with any other corporation (ather
than another similarly described corpora-
tion}; and

(2) Substantiaily all of the assets of
which consist of cash, securities and
stock.

(iv) Election to compute base period
ratios by including acquired corpora-
tions, A U.S. shareholder may choose,
solely for purposes of paragraph (e)(9)(i)
and (iii) of this section, to compute its
foreign and U.S. base period ratios for
the acquisition year and all subsequent
years by taking into account the in-
debtedness and asset values of the
agquired corporation or corporations
{including related group indebtedness
owed to a former U.S. shareholder) at
the beginning of the acquisition year and
in each of the five base years preceding
the acquisition year. This election, if
made for an acquisition, must be made
for ali other acquisitions occurring during
the same taxable year or initiated in that
year and concluded in the following year.

{v) Dispositions. If a U.S. share-
holder disposes of stock of a foreign or
domestic corporation which, by reason
of the disposition, then ceases to be a
related controlled foreign corporation or
a member of the affiliated group (unless
liquidated or merged into a related cor-
poration), in determining excess related
group indebtedness or excess U.S. share-
holder indebtedness, the indebtedness
and assets of the divested corporation
shall be taken into account only at the
beginning of the disposition year and for
the relevant preceding years. Thus,
amounts of indebtedness and assets and
the various debt-to-asset ratios of the
U.8. shareholder existing at the end of
the year or relating to following years are
not affected by indebtedness and assets
of the divested corporation existing as of
dates after the beginning of the year. If.
however, a major disposition is made
within the first three months of the year
and a substantial distortion of values for
the year would otherwise result, the tax-
payer must take into account the average
values of the divested indebtedness and
assets weighted to reflect the time such
indebtedness is owed and such assets are
held by the taxpayer during the year.

(vi) Election to compute base period
ratfos by excluding divested corpora-
tions. A U.S, shareholder may choose,
solely for purposes of paragraph (e)(9)(v)
and (vii) of this section, to compute its
foreign and U.S. base period ratios for
the disposition year and all subsequent
years without taking into account the

indebtedness and asset values of the
divested corporation or corporations at
the beginning of the disposition year and
in each of the five base years preceding
the disposition year. This election, if
made for a disposition, must be made for
all other dispesitions accurring during
the same taxable year or initiated in that
vear and concluded in the following
year.

(vii) Section 335 transactions. A U.S.
corporation which becomes a separate
U.S. shareholder as a resuit of a distribu-
tion of its stock to which section 353
applies shail be considered —

(A} As disposed of by the U.S. share-
holder of the affiliated group of which
the distributing corporation is a member,
with this disposition subject to the rules
of paragraphs (e)(9)(v) and (vi) of this
section; and

{B) As having the same related group
debt-to-asset ratio and debt-to-asset ratio
as the distributing U.S. shareholder in
each vear preceding the year of distribu-
tion for purposes of applying this para-
graph (e) to the vear of distribution and
subsequent years of the distributed
corporation.

{10y Effective date—(i) Taxuble years
beginning after December 3{, 1991. The
provisions of this paragraph (e) apply to
ail taxable years beginning after Decem-
ber 31, 1991.

(11) Taxable years beginning after
December 31, 1987 and before January
1, 1992, The provisions of §1.861-
10T(e} apply to taxable years beginning
after December 31, 1987, and before
January 1, 1992. The taxpayer may elect
to apply the provisions of this paragraph
{¢) (in lieu of the provisions of §1.861—
10T(e)) for any taxable year beginning
after December 31, 1987, but this para-
graph {e) must then be applied to all sub-
sequent taxable years.

(11) The following example illustrates
the provisions of this paragraph (e):

Example. (1) Facts. X, a domestic corporation,
elects to apply this paragraph (g} to its 1990 tax
year. X has a calendar taxable year and apportions
its interest expense on the basis of the tax book
value of its assets. In 1990, X incurred deductible
third-party interest expense of $24.,960 on an
average amount of indebtedness {determined on the
basis of beginning-of-year and end-of-year
amounts) of $249,600. X manufactures widgets. all
of which are sold in the United States. X owns all
of the stock of Y, a controlled foreign corporation
that a2lso has a calendar raxabie year and is also
engaged in the manufacture and sale of widgets. Y
has no earnings and profits or deficit of earmings
and profits attributable to raxable years prior to
1987, X's total assets and their average tax book
values (determined on the basis of beginning-ot-

vear and end-of-year tax book values) for 1990
are:
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Y had $25.000 of income before the deduction of

Asset Average Tax

Book Value any interest expense. Of this total, §5,000 is high
. withholding tax interest income. The remaining
Plant and equipment $315,000 £20,000 is derived from widget sales, and con-
Corporate headquarters 60,000 stitules foreign source general limitation income.
¥ stock 75,000 Assume that Y has no deducnions from gross
Y note 50,000 income other than interest expense. Dunng 1990,
SO0, 000 Y paid $5.000 of interest expense to X on the Y
1985 195688
{A}  Related group indebtedness $ 11,000 24,000
(B}  Average Value of Assets of Related C1C $100,000 200,000

{C}  Related Grovp Debi-to-Asset Ratio 1 A2

{1 X's “*foreign base period catio’’ for 1990, an
average of its ratios of related group ndebtedness
to refated group assets for 1985 through 1989, is:

(.1 + .12 + 12 4+ 12 + 13¢5 = 12

{2) X's “*allowable related group indebtedness™
for 1990 1s:

250,000 x .12 = $30.000.

{3) X’s “excess related group indebtedness'” for
1990 is:

$50.000 — $30.000 = $20,000

X's related group indebtedness of $50,000 for 1990
is greater than its allowable related group indebied-
ness of $24,000 for 1989 (assuming a foreign base
pentod ratio in 1989 of (12), and X's related group

1983
(1) $231.400
(2) 3445.000
3 52

(1Y U.58. and forcign indebtedness
(2) Average value of assets of U.S. shareholder
(3) Debt-to-Asset ratio of U.5. shareholder
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note and $10,000 of interest expense to third par-
ties, gving Y total interest expense of $15,000. X
elects pursuant to §1.861-9T to apportion Y »
interest expense under the gross mcome method
prescribed in section 1.881-9T(j).

{ii} Siep F: Using a beginning and end of year
average, X (the U.S. shareholder} held the follow-
ing average amounts of indebtedness of Y and Y
had the following average asset values

1989 1990
26,000 30,000
200 000 250,000

A3 .20

debit-to-asset ratio for 1990 is .20, which is greater
than the ratio of .10 described in paragraph
(e 2 vii)(B) of this section. Therefore, X’s excess
related group indebledness for 1990 remains at
$20.000.

{iii) Step 2. Using a beginning and end of year
average, X has the following average amounts of
U.5. and foreagn indebtedness and average assei
values:

16986 {987 1988 1989 1990
225,000 225,000 225,000 220,800 249,600
450,000 450,000 450,000 460,000 480,000

(a)
50 .50 .50 .48 52

{a) |500,000 — 20.000 (excess related group indebtedness determined in Step 1))

X's LS. base period ratio™ for 1990 is:

(.52 + 50 + 50 + 50 + 485 = .50

X'« *rallowable indebtedness™” for 1990 is
3480000 x 50 = 5240,000

X's “‘excess U.S. shareholder indebtedness™ for 1990 js:

$249.600 — $240.000 = £9.600

X’'s debt-to-asset ratio for 1990 15 .52, which is greater than the ratio of .10 described 1n paragraph (e){3)ivi1) of this section Therefore, X's excess U.S. share-

holder indebtedness for 1990 remains at $9,600,

{iv) Step 3: (a) Since X's excess U.S. shareholder indebtedness of 39,600 is less than its excess related group indebtedness of $20,000, X's allocable related
group indebredness for 1990 is $9,600. The amount of interest received by X during 1990 on ailocable related group indebtedness is:

$9.600 _ (o0

85,000 X £50.000 =

{b) Therefore. $960 of X's third party interest expense {$24,960) shall be allocated among various separate limatation categories in proportion to the relative
average amounts of Y obligations held by X n each such category. The amount of Y obligations in euch limitation category 15 determuned in the same manner as
the stock of Y would be attributed under the rules of §1.861-12Tic)3). Since Y's interest expense is apportioned under the gross income method prescribed in
§3.861-97(j). the Y stock mwst be charactenzed under the gross income method described 1n §1.861-12T{cX3)0ii). Y's gross income nel of interest expense is

determined as follows

lForeign source high withholding tax interest income = $5.000-1($15,000} muinplied by ($5,000%($3,000 + $20,0001]

= 52,000
and

tareign source gencral litmitation income o
- $20.000-[($15,000) multiplied by ($20,0000/($5 000 4+ $20,0003]

= $8,000.

i) Therefore. $192 [($960 x $2.000:(32.000 + $5.0001) of X’y third party interest expense 15 allocated to foreign source high withholding tax interest income
sl 8768 {3960 x $8.000/32.000 + 58.000)] iv allocaled to foreign source general hmitation income.

vt As a resuit of these direct allocations. Tor purpuses of apporuoning X's remaining inlerest expense under §1.861-9T, the value of X's assers generating
lolergn source general Himitation inceme is reduced by the principal amount of indebtedness the interest on which is divectly aliocated to foreign source general
hinitation income ($7.680}, and the value of X's assets generating foreign source high withholding tax interest income is reduced by the principal amount ot
sndebiedness the imerest on which s directly allocated 1o foreign source high withhelding tax interest income ($1.920), determined as follows:
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Reduction of X's assels generating foreign source general limutation income:

X’s allocable related group indebtedness x Y's Forelpn source general limitation income
“X's Forcign source income
$9.600 * $8,000/(38.000 + $2,000) = 37,680

Reduction of X's assets generating foreign source high withhelding tax interest income:

X's allocable related group indebtedness ®

¥'s Foreign source income

$9,600

David G. Blattoer,
Acting Commissioner of
Internal Revenue.

Approved January 24, 1992,

Kenneth W, Gideon,
Assistant Secretary of
the Treasury.

{Filed by the Office of the Federal Register on
April 14, 1992, 8:45 a.m., and published in the
1sswe of the Federal Register for April 15, 1992,
57 F.R. 13019)

Part I.—MNonresident Aliens and Foreign
Corporations
Subpart A.—Nonresident Alien Individuais

Section 871.~—Tax on Nonresident
Alien Individuals

26 CFR [.871-2: Determining residence of alien
individuals.

7.0. 8411

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 1, 31, 301 and 602

Definition of Resident Alien

AGENCY: Internal Revenue Service,
Treasury.

ACTION: Final regulations.

SUMMARY: This document contains
final Income Tax Regulations relating to
the definition of a resident alien.
Changes to the applicable tax law were
made by the Deficit Reduction Act of
1984, the Tax Reform Act of 1986 and
the Technical and Miscellaneous Reve-
nue Act of 1988. The final regulations
provide guidance needed to comply with
these changes and affect the federal
income tax liability of alien individuals,

EFFECTIVE DATES: These amend-
ments are effective for taxable years
beginning after December 31, 1984,

254 1992-1 C.B.

Y's Foreign source high withholding tax interest income

* $2,000/(38,000 + $2,000) = $1,920

except for §§301.7701(b)-7(b) and
301.7701(b)-8 which are effective for
taxable ycars beginning after December
31, 1991.

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collection of information con-
tained 10 these final regulations has been
reviewed and approved by the Office of
Management and Budget in accordance
with the requirements of the Paperwork
Reduction Act (44 U.5.C. 3504(h))
under control number 1545-0089. The
estimated average annual burden per
respondent is 0.44 hour. This time esti-
mate is included in the burden of Forms
1040 and 1040NR.

The estimate is an approximation of
the average time expected to be neces-
sary for a collection of information. It is
based on information as is available to
the Internal Revenue Service. Individual
respondents may require greater or fess
time, depending on their particular
circumstances.

Comments concerning the accuracy of
this burden estimate and suggestions for
reducing this burden should be directed
to the Internal Revenue Service, Atten-
tion: IRS Reports Clearance Officer,
T:FP, Washington, DC 20224, and to
the Office of Management and Budget,
Paperwork Reduction Project (1545~
0089), Washington, DC 20503,

Background

On September 10, 1987, proposed
amendments were published in the Fed-
eral Register (52 FR 34230 [INTL-55-
86, 1987-2 C.B. 946]) to the Income
Tax Regulations (26 CFR part 1) under
sections 871, 904, 953, 1301, 144! and
6013, the Employment Tax Regulations
(26 CFR part 31) under sections 3121
and 3306 and the Regulations on Proce-
dure and Administration (26 CFR part
301) under section 7701(b) of the Inter-

nal Revenue Code of 1986 (the Code).
These amendments conformed the reg-
ulations under section 7701(h) to section
138 of the Deficit Reduction Act of 1984
(98 Stat. 672 [Pub. L. 98-369, 19843
C.B. (Vol. 1} 1, 180]) and section
1810(1) of the Tax Reform Act of 1986
(100 Stat. 2830 [Pub. L. 99-514, 1986
3C.B. (Vol. 1) 1, 747]) and amended
the regulations under sections 8§71, 904,
953, 1303, 1441, 6013, 3121 and 3306
to reflect the addition of section 7701(b)
by the Deficit Reduction Act of 1984.
Written comments responding to this
notice were received. A public hearing
was held on June 15, 1988. After consid-
eration of all comments regarding the
proposed amendments, those amend-
ments are adopted by this Treasury deci-
sion with revisions in response to those
commments. The comments and revisions
are discussed below.

Explanation of Provisions
Section 301.7701{b}—1.: Resident alien

In response to comments regarding the
abandonment of lawful permanent
resident status, paragraph (b)(3) has been
amended to provide that resident status
will also be considered abandoned when
the individual files a letter (enclosing his
or her Alien Registration Receipt Card,
INS Form 1-151 or Form I-551), with
the INS or consular officer, stating the
alien’s intent to abandon his or her
resident status.

In response to comments regarding the
definition of the term “‘United States™’
contained in paragraph (c}(2)(ii), the
term has been amended to exclude the air
space over the United States.

Section 301.7701(b)=2: Closer
connection exception

In response to comments, the defini-
tion of “‘tax home™’ contained in para-
graph (c)(1) of §301.7701(b)}-2 has been
amended to clarify that an individual’s



