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8, 2002.
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Thi s docunent contains anmendnents to 26 CFR part 1. On
January 11, 1999, final regulations (TD 8805, 1999-1 C. B. 371,

the 1999 final regulations) addressing the allocation of |oss on
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the disposition of stock (81.865-2) and anending the foreign tax
credit passive limtation grouping rules under 81.904-4(c) were
publ i shed in the Federal Register (64 FR 1505), together with
tenporary regulations relating to the allocation of |oss on the
di sposition of personal property other than stock (81.865-1T) and
providing a special matching rule with respect to the allocation
of certain stock |osses (81.865-2T). A notice of proposed
rul emaki ng (REG 106905-98) cross-referencing the tenporary
regul ati ons was published in the Federal Register for the sane
day (64 FR 1571). No public hearing was requested or held. One
witten comment responding to the notice of proposed rul emaki ng
was received. After consideration of the comment, the
regul ations are finalized substantially as proposed, and the
correspondi ng tenporary regul ati ons are renoved. This Treasury
deci sion also contains mnor clarifying anendnents to 81.865-2 of
the 1999 final regulations. The revisions are discussed bel ow
Expl anati on of Provisions

81.865-1: Loss with Respect to Personal Property Oher Than
St ock

81.865-1(a): general rules

Taxpayers have inquired whether the regulations apply to
section 166 bad debt deductions. Section 1.865-1 is intended to
apply to all recogni zed | osses with respect to personal property,
unl ess ot herw se excepted, whether or not the loss results from

an actual sale or disposition. Although section 166 does not use

the termloss in the context of describing worthless debts giving
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rise to a deduction under the statute, worthl essness deductions
reflect economcally sustained | osses simlar to | osses described
In section 165(g) with respect to worthless securities. Section
1.865-1(a)(1) of the final regulations clarifies that the |oss
allocation rules of 81.865-1 apply to section 166 bad debt
deductions, as well as |osses on property that is marked-to-
mar ket (such as under section 475) and not excluded fromthe
scope of these regulations (as are inventory property and certain
derivative contracts).

One commentator requested that the final regulations clarify
the proper allocation of a loss fromthe disposition of a
partnership interest. Treasury and the Service do not believe
that a special rule is required. |Instead, |oss on the
di sposition of a partnership interest is subject to the general
rule of 81.865-1(a) that allocates loss to the class of gross
i ncome to which gain fromthe sale of such property woul d give
rise in the seller’s hands, i.e., on a reciprocal -to-gain basis.

81.865-1(b)(2): contingent paynent debt instrunents

Section 1.865-1(b)(2), explaining the particular application
of the reciprocal-to-gain loss allocation rule to contingent
paynment debt instrunments, provides that |oss on an instrunment to
which 81.1275-4(b) applies is allocated and apportioned to the
class of interest incone to which the instrunment would give rise.
The final regul ation adopts the rule of the tenporary regul ation

reworded to clarify the interaction of this section with 81.1275-

4(0) (9) (i v) (A).
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81.865-1(c)(4): unanortized bond prem um

Section 1.865-1(c)(4) provides an exception fromthe general
reci procal -to-gain rule with respect to unanortized bond prem um
The final regulations nodify the text and add a new Exanple 3 in
81.865-1(e) to clarify that loss on a debt instrunent is
al l ocated against interest only to the extent of the anount of
bond prem um that coul d have been, but was not, anortized by the
t axpayer before the | oss was recogni zed.

81.865-1(c)(6)(iii): matching rule

For discussion of nodifications to the matching rule in
response to coments, see the discussion belowin connection with
the stock | oss matching rule of 81.865-2(b)(4)(iii).
81.865-1(f): effective dates

The final regulations apply to | osses recogni zed on or after
January 8, 2002. A taxpayer may apply the regul ati ons, however,
to | oss recogni zed in taxable years beginning on or after January
1, 1987, subject to certain conditions.

81.865-2: Loss with Respect to Stock

81.865-2(a)(1): general rules

A sentence is added to 81.865-2(a)(1) to clarify that the
|l oss allocation rules of 81.865-2 apply to loss on stock (other
than inventory) that is marked-to-market (such as under section
475) .
81.865-2(a)(3)(ii): bona fide residents of Puerto Rico

Under section 933, a U S. citizen or resident alien that is

a bona fide resident of Puerto Rico is generally exenpt fromU.S.
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tax wth respect to Puerto Rican source incone, but remains
subject to U S. tax wth respect to inconme derived from ot her
sources. Consistent with the general rule of the 1999 fi nal
regul ati ons allocating | osses agai nst gains and taking account of
t he special source rule of section 865(g)(3), 81.865-2(a)(3)(ii)
provides that a | oss recognized by a U S. citizen or resident
alien that is a bona fide resident of Puerto Rico with respect to
stock of a corporation that is engaged in a trade or business
Wi thin Puerto Rico shall be allocated to reduce foreign source
I ncome. The final regulation, however, did not specifically
state whether the stock loss is allocated agai nst Puerto R can
source incone that is exenpt fromtax under section 933 or
against all of the bona fide resident’s foreign source incone.
Section 1.865-2(a)(3)(ii) is clarified to provide that if gain
fromthe sale of such stock would be Puerto R can source incone
that is exenpt fromtax under section 933, the |loss with respect
to such stock shall be allocated to Puerto Rican source incone.
Under section 933(1), a loss allocated to Puerto Ri can source
i ncome that is excluded fromgross inconme under section 933 is
not allowed as a deduction. See 81.933-1(c).

8§81.865-1(c)(6)(iii) and 1.865-2(b)(4)(iii): nmatching rule

The tenporary regul ations provided that, to the extent a
t axpayer recogni zes foreign source income for tax purposes that
results in the creation of a corresponding loss with respect to
stock or other personal property, as the case may be, the | oss

shall be allocated and apportioned agai nst such incone. The
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preanble to the tenporary regul ations explained that this rule is
I ntended to prevent taxpayers from avoi ding the dividend
recapture rule of 81.865-2(b)(1) or from accel erating foreign
source income and recognizing an offsetting U S. | oss.

One commenter characterized the rule as overly broad and the
exanples as unrealistic. The comenter recommended that the
matching rule be elimnated fromthe final regulations or revised
to target identified abuses nore narrowy.

Taki ng these considerations into account, 881.865-
1(c)(6)(iii) and 1.865-2(b)(4)(iii) are nodified to provide that
the matching rule will only apply if a taxpayer engages in a
transaction or series of transactions with a principal purpose of
recogni zing foreign source income that results in the creation of
a corresponding loss. As an anti-abuse rule, the matching rule
targets transactions that are designed to produce an artificial
or accelerated recognition of incone that directly results in the
creation of a corresponding built-in loss. The step-down
preferred transactions described in Exanples 4 and 5 of 8§1.865-
2T(b)(4)(iv) are transactions of this type; however, because
those transactions are now expressly addressed by regul ati ons at
81.7701(1)-3, the final regulations omt Exanples 4 and 5. In
addition, Exanple 6 of 81.865-2T(b)(4)(iv) is revised and
redesi gnated as Exanple 6 of paragraph (b)(1)(iv) of 81.865-2 to
Illustrate an anmendnent to the definition of the recapture period
In 81.865-2(d)(3) discussed bel ow.

Section 1.865-2(b)(4)(iii) is also revised to clarify the



7
I nteraction of the matching rule and the exceptions to the
di vidend recapture rule for de mnims or passive dividends. 1In
the tenmporary regul ations, the matching rule applied to anounts
that otherwi se were exenpted fromthe dividend recapture rule
under the passive or de mnims exceptions only if the taxpayer
hel d the stock with a principal purpose of producing foreign
source income and corresponding | oss. Because the final
regul ations revise the matching rule to incorporate a principal
purpose test in all instances, the specific requirenent of a
princi pal purpose to apply the matching rule to de mnims or
passi ve dividends is no | onger necessary.

81.865-2(d)(3): recapture period

The dividend recapture period set forth in 81.865-2(d)(3) is
revised to provide that the 24-nonth period ends on the date on
whi ch a taxpayer recognizes a |loss with respect to stock. In
addition, in connection with the revisions to the matching rule
di scussed above, the definition of the recapture period in
81.865-2(d)(3) is expanded to provide that the recapture period
Is extended if the assets of the corporation are converted to
lowrisk investments with a principal purpose of enabling the
taxpayer to hold the stock without significant risk of |loss until
the recapture period has expired. As noted above, Exanple 6 of
81. 865-2T(b) (4) (iv) has been redesignated as Exanple 6 of 81.865-
2(b)(1)(iv) and revised to illustrate the operation of this

change to the definition of the recapture period. Finally,
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81.865-2(d)(3) is revised to clarify that the dividend recapture
rule applies to a dividend paid after the date a loss is
recogni zed, if the loss is incurred after the dividend was
declared (i.e., when the stock is sold ex-dividend).

81.865-2(e): effective dates

The final regulations retain the January 11, 1999 effective
date of the identical provisions of the tenporary regul ations and
provi de that the anmendnents nmade by the final regul ations apply
to | osses recogni zed on or after January 8, 2002. A taxpayer may
apply the regul ati ons, however, to |l oss recognized in any taxable
year beginning on or after January 1, 1987, subject to certain
condi ti ons.

Speci al Anal yses

It has been determined that this Treasury decision is not a
significant regulatory action as defined in Executive Oder
12866. Therefore, a regulatory assessnent is not required. A
final regulatory flexibility analysis under 5 U.S.C. 604 has been
prepared for the portion of this Treasury decision with respect
to regul ations issued under section 865 of the Internal Revenue
Code. This analysis is set forth bel ow

Pursuant to section 7805(f) of the Internal Revenue Code,
the notice of proposed rul emaki ng preceding this regul ation was
submtted to the Small Business Administration for comment on its
I npact on small busi ness.

Regul atory Flexibility Analysis

It has been determned that a final regulatory flexibility
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analysis is required under 5 U S.C. 604 wth respect to this
Treasury deci sion issued under section 865 of the Internal
Revenue Code. These regulations will affect small entities such
as small businesses but not other small entities, such as | ocal
governnment or tax exenpt organi zations, which do not pay taxes.
The I'RS and Treasury Departnment are not aware of any federal
rul es that duplicate, overlap or conflict with these regul ati ons.
The final regulations address the allocation of loss with respect
to stock and ot her personal property. These regulations are
necessary primarily for the proper conputation of the foreign tax
credit limtation under section 904 of the Internal Revenue Code.
Wth respect to U. S. resident taxpayers, the regul ations
generally allocate | osses against U S. source incone. GCenerally,
this allocation sinplifies the conputation of the foreign tax
credit limtation. None of the significant alternatives
considered in drafting the regul ati ons would have significantly
altered the econom c inpact of the regulations on small entities.
There are no alternative rules that are | ess burdensone to snal
entities but that acconplish the purposes of the statute.
Drafting Information

Various personnel fromthe Ofice of Associate Chief Counsel
(International) within the Ofice of Chief Counsel, the IRS and
Treasury Departnent participated in devel oping these regul ati ons.
Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.

Adoption of Amendnents to the Regul ations
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Accordingly, 26 CFR part 1 is anended as foll ows:
PART 1--1NCOVE TAXES

Par agr aph 1. The authority citation for part 1 is anended
by renmoving the entries for “l1.865-1T" and “l1. 865-2T", revising
the entry for “1.865-2", and adding entries in nunerical order to
read in part as follows:

Aut hority: 26 U S.C. 7805 * * *

Section 1.861-8 al so issued under 26 U S.C. 882(c). * * *

Section 1.865-1 al so issued under 26 U.S.C. 863(a) and

865(j)(1). _

Section 1.865-2 al so issued under 26 U.S.C. 863(a) and

865(j)(1). * * *

Par. 2. Section 1.861-8 is anmended by:

1. Revising paragraphs (e)(7)(iii) and (e)(8).

2. Renoving the authority citation at the end of the

secti on.

The revisions read as foll ows:

81.861-8 Conputation of taxable incone fromsources within the

United States and fromother sources and activities.

* * % * *

(e) * * %

(7) * * %

(iii) Alocation of |oss recognized in taxable years after
1986. See 881.865-1 and 1.865-2 for rules regarding the
al l ocation of certain |oss recognized in taxable years begi nning

after Decenber 31, 1986.

(8) Net operating |oss deduction. A net operating |oss

deduction all owed under section 172 shall be allocated and
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apportioned in the sane manner as the deductions giving rise to
the net operating |oss deduction.

Par. 3. Section 1.861-8T is anended as foll ows:

1. Paragraphs (e)(1) and (e)(3) through (e)(11) are
revised.

2. Paragraph (h) is anended by renoving the |ast sentence
of the concluding text.

3. The authority citation at the end of the section is
renoved.
The revisions read as foll ows:

81.861-8T Conputation of taxable incone fromsources within the

United States and fromother sources and activities (tenporary).

* * % * *

(e)***

(1) [Reserved]. For further guidance, see 81.861-8(e)(1).

(3) through (11) [Reserved]. For further guidance, see
81.861-8(e)(3) through (e)(11).

Par. 4. Section 1.865-1 is added to read as foll ows:

81.865-1 Loss with respect to personal property other than

st ock.

(a) General rules for allocation of loss--(1) Allocation

against gain. Except as otherw se provided in 81.865-2 and

par agraph (c) of this section, |oss recognized with respect to
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personal property shall be allocated to the class of gross incone
and, if necessary, apportioned between the statutory grouping of
gross incone (or anmong the statutory groupings) and the residual
groupi ng of gross incone, wth respect to which gain froma sale
of such property would give rise in the hands of the seller. For
pur poses of this section, loss includes bad debt deductions under
section 166 and | oss on property that is marked-to-market (such
as under section 475) and subject to the rules of this section.
Thus, for exanple, |oss recognized by a United States resident on
the sale or worthl essness of a bond generally is allocated to
reduce United States source incone.

(2) Loss attributable to foreign office. Except as

ot herw se provided in 81.865-2 and paragraph (c) of this section,
and except wth respect to | oss subject to paragraph (b) of this
section, in the case of |oss recognized by a United States
resident with respect to property that is attributable to an
office or other fixed place of business in a foreign country

Wi thin the neaning of section 865(e)(3), the loss shall be

al l ocated to reduce foreign source incone if a gain on the sale
of the property woul d have been taxable by the foreign country
and the highest marginal rate of tax inposed on such gains in the
foreign country is at |east 10 percent. However, paragraph
(a)(1) of this section and not this paragraph (a)(2) wll apply
If gain on the sale of such property woul d be sourced under
section 865(c), (d)(1)(B), or (d)(3).

(3) Loss recognized by United States citizen or resident
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alien with foreign tax hone. Except as otherw se provided in

81. 865-2 and paragraph (c) of this section, and except with
respect to | oss subject to paragraph (b) of this section, in the
case of loss with respect to property recogni zed by a United
States citizen or resident alien that has a tax hone (as defined
In section 911(d)(3)) in a foreign country, the |oss shall be

all ocated to reduce foreign source incone if a gain on the sale
of such property woul d have been taxable by a foreign country and
the highest marginal rate of tax inposed on such gains in the

foreign country is at |east 10 percent.

(4) Alocation for purposes of section 904. For purposes
of section 904, |oss recognized with respect to property that is
all ocated to foreign source incone under this paragraph (a) shal
be allocated to the separate category under section 904(d) to
whi ch gain on the sale of the property woul d have been assi gned
(wi thout regard to section 904(d)(2)(A) (iti)(lIl1l)). For purposes
of 81.904-4(c)(2)(ii)(A), any such loss allocated to passive
i ncome shall be allocated (prior to the application of 81.904-
4(c)(2)(ii)(B)) to the group of passive incone to which gain on a
sale of the property would have been assigned had a sale of the
property resulted in the recognition of a gain under the | aw of
the relevant foreign jurisdiction or jurisdictions.

(5) Loss recognized by partnership. A partner's

di stributive share of |oss recognized by a partnership with
respect to personal property shall be allocated and apporti oned

I n accordance with this section as if the partner had recogni zed
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the loss. If loss is attributable to an office or other fixed
pl ace of business of the partnership within the neaning of
section 865(e)(3), such office or fixed place of business shal
be considered to be an office of the partner for purposes of this
section.

(b) Special rules of application--(1) Depreciable

property. In the case of a | oss recognized with respect to
depreci abl e personal property, the gain referred to in paragraph
(a)(1) of this section is the gain that woul d be sourced under

section 865(c)(1) (depreciation recapture).

(2) Contingent paynent debt instrunent. Loss described in
the | ast sentence of 81.1275-4(b)(9)(iv)(A) that is recognized
Wi th respect to a contingent paynment debt instrument to which
81.1275-4(b) applies (instruments issued for noney or publicly
traded property) shall be allocated to the class of gross incone
and, if necessary, apportioned between the statutory grouping of
gross incone (or anong the statutory groupings) and the residual
groupi ng of gross incone, wth respect to which interest incone
fromthe instrunent (in the anount of the |oss subject to this
paragraph (b)(2)) would give rise.

(c) Exceptions--(1) Foreign currency and certain financial

instrunents. This section does not apply to | oss governed by

section 988 and | oss recognized with respect to options contracts
or derivative financial instrunents, including futures contracts,
forward contracts, notional principal contracts, or evidence of

an interest in any of the foregoing.
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(2) Inventory. This section does not apply to | oss
recogni zed with respect to property described in section
1221(a)(1).

(3) Interest equivalents and trade receivables. Loss

subject to 81.861-9T(b) (loss equivalent to interest expense and
| oss on trade receivables) shall be allocated and apportioned
under the rules of §1.861-9T and not under the rules of this
section.

(4) Unanortized bond premium I|f a taxpayer recognizing

|l oss with respect to a bond (within the neaning of 81.171-1(b))
did not anortize bond premiumto the full extent permtted by
section 171 and the regul ations thereunder, then, to the extent
of the anount of bond prem umthat could have been, but was not,
anortized by the taxpayer, |oss recognized with respect to the
bond shall be allocated to the class of gross incone and, if
necessary, apportioned between the statutory grouping of gross

i ncome (or anong the statutory groupings) and the residual
groupi ng of gross incone, wth respect to which interest incone
fromthe bond was assigned.

(5) Accrued interest. Loss attributable to accrued but

unpaid interest on a debt obligation shall be allocated to the
cl ass of gross incone and, if necessary, apportioned between the
statutory grouping of gross incone (or anong the statutory
groupi ngs) and the residual grouping of gross incone, with
respect to which interest incone fromthe obligation was

assigned. For purposes of this section, whether loss is
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attributable to accrued but unpaid interest (rather than to
principal) shall be determ ned under the principles of 881.61-
7(d) and 1.446-2(e).

(6) Anti-abuse rules--(i) Transactions involving built-in

| osses. If one of the principal purposes of a transaction is to
change the allocation of a built-in loss with respect to personal
property by transferring the property to another person,
qual i fied business unit, office or other fixed place of business,
or branch that subsequently recognizes the |oss, the | oss shal

be allocated by the transferee as if it were recogni zed by the
transferor immediately prior to the transaction. |If one of the
princi pal purposes of a change of residence is to change the
allocation of a built-in loss with respect to personal property,
the loss shall be allocated as if the change of residence had not
occurred. If one of the principal purposes of a transaction is
to change the allocation of a built-in |oss on the disposition of
personal property by converting the original property into other
property and subsequently recognizing loss with respect to such
ot her property, the loss shall be allocated as if it were
recogni zed with respect to the original property i mediately
prior to the transaction. Transactions subject to this paragraph
shal | include, without Iimtation, reorganizations wthin the
meani ng of section 368(a), |iquidations under section 332,
transfers to a corporation under section 351, transfers to a
partnershi p under section 721, transfers to a trust,

distributions by a partnership, distributions by a trust,
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transfers to or froma qualified business unit, office or other
fixed place of business, or branch, or exchanges under section
1031. A person may have a principal purpose of affecting |oss
al l ocati on even though this purpose is outwei ghed by other
pur poses (taken together or separately).

(i) Ofsetting positions. |If a taxpayer recognizes |oss

Wi th respect to personal property and the taxpayer (or any person
described in section 267(b) (after application of section
267(c)), 267(e), 318 or 482 with respect to the taxpayer) hol ds
(or held) offsetting positions with respect to such property with
a principal purpose of recognizing foreign source incone and
United States source |oss, the |oss shall be allocated and
apportioned agai nst such foreign source income. For purposes of
this paragraph (c)(6)(ii), positions are offsetting if the risk
of loss of holding one or nore positions is substantially

di m ni shed by hol di ng one or nore other positions.

(iii) Mtching rule. |[If a taxpayer (or a person described

In section 1059(c)(3)(C) with respect to the taxpayer) engages in
a transaction or series of transactions with a principal purpose
of recogni zing foreign source incone that results in the creation
of a corresponding loss with respect to personal property (as a
consequence of the rules regarding the timng of recognition of

i ncome, for exanple), the loss shall be allocated and apporti oned
agai nst such incone to the extent of the recognized foreign
source incone. For an exanple illustrating a simlar rule with

respect to stock | oss, see 81.865-2(b)(4)(iv) Exanple 3.
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(d) Definitions--(1) Contingent paynent debt instrunent.

A contingent paynent debt instrunment is any debt instrunment that
IS subject to 81.1275-4.

(2) Depreciable personal property. Depreciable personal

property is any property described in section 865(c)(4)(A).
(3) Terns defined in 81.861-8. See 81.861-8 for the

meani ng of class of gross incone, statutory grouping of gross

I ncone, and residual grouping of gross incone.

(e) Exanples. The application of this section may be
Illustrated by the foll ow ng exanpl es:

le 1. On January 1, 2000, A, a donestic corporation,
purchases for $1,000 a nachine that produces w dgets, which A
sells in the United States and throughout the world. Throughout
A's holding period, the machine is |ocated and used in Country X
During A's holding period, A incurs depreciation deductions of
$400 with respect to the machine. Under 81.861-8, A allocates
and apportions depreciation deductions of $250 agai nst foreign
source general limtation income and $150 agai nst U.S. source
i ncone. On Decenber 12, 2002, A sells the machine for $100 and
recogni zes a | oss of $500. Because the machi ne was used
predom nantly outside the United States, under sections
865(c) (1) (B) and 865(c)(3)(B)(ii) gain on the disposition of the
machi ne woul d be foreign source general limtation inconme to the
extent of the depreciation adjustnents. Therefore, under
par agraph (b)(1) of this section, the entire $500 | oss is
al |l ocated agai nst foreign source general limtation incone.

le 2. On January 1, 2002, A, a donestic corporation,

| oans $2,000 to N, its wholly-owned controlled foreign
corporation, in exchange for a contingent paynent debt instrunent
subject to 81.1275-4(b). During 2002 through 2004, A accrues and
receives interest income of $630, $150 of which is foreign source
general limtation income and $480 of which is foreign source
passive i nconme under section 904(d)(3). Assune there are no
positive or negative adjustnments pursuant to 81.1275-4(b)(6) in
2002 t hrough 2004. On January 1, 2005, A disposes of the debt

i nstrunment and recogni zes a $770 | oss. Under 81.1275-
4(b)(8)(ii), $630 of the loss is treated as ordinary |oss and
$140 is treated as capital loss. Assune that $140 of interest

I ncome earned in 2005 with respect to the debt instrunent woul d
be foreign source passive incone under section 904(d)(3). Under



19

81.1275-4(b)(9)(iv), $150 of the ordinary loss is allocated

agai nst foreign source general limtation inconme and $480 of the
ordinary loss is allocated against foreign source passive incone.
Under paragraph (b)(2) of this section, the $140 capital loss is
al | ocated agai nst foreign source passive incone.

Exanmple 3. (i) On January 1, 2003, A, a donestic
corporation, purchases for $1,200 a taxable bond maturing on
Decenber 31, 2008, with a stated principal anount of $1, 000,
payabl e at maturity. The bond provides for unconditional
paynents of interest of $100, payable Decenber 31 of each year.
The issuer of the bond is a foreign corporation and interest on
the bond is thus foreign source. Interest paynents for 2003 and
2004 are tinely nade. A does not elect to anortize its bond
prem um under section 171 and the regul ati ons thereunder, which
woul d have pernmitted A to offset the $100 of interest incone by
$28. 72 of bond premiumin 2003, and by $30.42 in 2004. On
January 1, 2005, A sells the bond and recogni zes a $100 | oss.
Under paragraph (c)(4) of this section, $59.14 of the loss is
al | ocat ed agai nst foreign source income. Under paragraph (a)(1)
of this section, the renmaining $40.86 of the loss is allocated
agai nst U. S. source incone.

(ii1) The facts are the same as in paragraph (i) of this
Exanpl e 3, except that A nmade the election to anortize its bond
prem um effective for taxable year 2004 (see 81.171-4(c)). Under
paragraph (c)(4) of this section, $28.72 of the loss is allocated
agai nst foreign source incone. Under paragraph (a)(1) of this
section, the remaining $71.28 of the loss is allocated agai nst
U.S. source incone.

Exanple 4. On January 1, 2002, A, a donestic corporation,
purchases for $1,000 a bond maturing Decenber 31, 2014, with a
stated principal anount of $1,000, payable at maturity. The bond
provi des for unconditional paynents of interest of $100, payable
Decenber 31 of each year. The issuer of the bond is a foreign
corporation and interest on the bond is thus foreign source.

Bet ween 2002 and 2006, A accrues and receives foreign source
interest incone of $500 with respect to the bond. On January 1,
2007, A sells the bond and recogni zes a $500 | oss. Under
paragraph (a)(1l) of this section, the $500 |l oss is allocated
agai nst U. S. source incone.

Exanple 5. On January 1, 2002, A, a donestic corporation on
t he accrual nethod of accounting, purchases for $1,000 a bond
mat uri ng Decenber 31, 2012, with a stated principal anmount of
$1, 000, payable at maturity. The bond provides for unconditi onal
paynents of interest of $100, payable Decenber 31 of each year.
The issuer of the bond is a foreign corporation and interest on
the bond is thus foreign source. On June 10, 2002, after A has
accrued $44 of interest income, but before any interest has been
pai d, the issuer suddenly becones insolvent and decl ares
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bankruptcy. A sells the bond (including the accrued interest)
for $20. Assuming that A properly accrued $44 of interest
income, Atreats the $20 proceeds fromthe sale of the bond as
paynment of interest previously accrued and recognizes a $1, 000
loss with respect to the bond principal and a $24 | o0oss with
respect to the accrued interest. See 81.61-7(d). Under
paragraph (a)(1l) of this section, the $1,000 loss with respect to
the principal is allocated against U S. source incone. Under
paragraph (c)(5) of this section, the $24 loss with respect to
accrued but unpaid interest is allocated against foreign source
I nterest incone.

(f) Effective date--(1) 1n general. Except as provided in
paragraph (f)(2) of this section, this section is applicable to
| oss recogni zed on or after January 8, 2002. For purposes of
this paragraph (f), loss that is recogni zed but deferred (for
exanpl e, under section 267 or 1092) shall be treated as
recogni zed at the tinme the loss is taken into account.

(2) Application to prior periods. A taxpayer may apply the

rules of this section to |osses recogni zed in any taxable year
begi nning on or after January 1, 1987, and all subsequent years,
provi ded that- -

(i) The taxpayer’'s tax liability as shown on an original or
anmended tax return is consistent wwth the rules of this section
for each such year for which the statute of limtations does not
preclude the filing of an anended return on June 30, 2002; and

(i1) The taxpayer nmakes appropriate adjustnents to
elimnate any double benefit arising fromthe application of this
section to years that are not open for assessnent.

(3) Exanples. See 81.865-2(e)(3) for exanples illustrating
an applicability date provision simlar to the applicability date

provided in this paragraph (f).
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81. 865- 1T [ Renpved]

Par. 5. Section 1.865-1T is renoved.

Par. 6. Section 1.865-2 is anmended by:

1. Adding a sentence after the first sentence of paragraph
(a)(1).

2. Adding two sentences at the end of paragraph (a)(3)(ii).

2. Adding Exanple 6 to paragraph (b)(1)(iv).

3. Revising paragraph (b)(4)(iii).

4. Addi ng Exanple 3 to paragraph (b)(4)(iv).

5 Revi si ng paragraphs (d)(3), (e)(1), and (e)(2)(i).

The revisions and additions read as foll ows:

81.865-2 lLoss wth respect to stock.

(a)(1) * * * For purposes of this section, |oss includes
| oss on property that is marked-to-market (such as under section
475) and subject to the rules of this section. * * *

(3) * * *

(i) *** If gain froma sale of such stock would give
rise to incone exenpt fromtax under section 933, the loss with
respect to such stock shall be allocated to anounts that are
excl uded from gross incone under section 933(1) and therefore
shall not be allowed as a deduction fromgross incone. See
section 933(1) and 81.933-1(c).

* ok x k%
(b) * * *
(1) * * *

(IV) * * %
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Exanmple 6. (i) On January 1, 1998, P, a donestic
corporation, purchases N, a foreign corporation, for $1,000. On
March 1, 1998, P causes Nto sell its operating assets,

di stribute a $400 general limtation dividend to P, and invest

its remaining $600 in short-term governnent securities. P
converted the N assets into lowrisk investnents with a principal
pur pose of holding the N stock without significant risk of |oss
until the recapture period expired. N earns interest inconme from
the securities. The income constitutes subpart F incone that is
included in P's incone under section 951, increasing P's basis in
the N stock under section 961(a). On March 1, 2002, P sells N
and recogni zes a $400 | oss.

(i1) Pursuant to paragraph (d)(3) of this section, the
recapture period is increased by the period in which N s assets
were held as | owrisk investnents because P caused N s assets to
be converted into and held as lowrisk investnents with a
princi pal purpose of enabling P to hold the N stock w thout
significant risk of loss. Accordingly, under paragraph (b)(1)(i)
of this section the $400 loss is allocated agai nst foreign source
general limtation incone.

* * % * *

(4) * * %

(iii) Mtching rule. |[If a taxpayer (or a person described
In section 1059(c)(3)(C) with respect to the taxpayer) engages in
a transaction or series of transactions with a principal purpose
of recogni zing foreign source incone that results in the creation
of a corresponding loss wth respect to stock (as a consequence
of the rules regarding the timng of recognition of inconme, for
exanple), the loss shall be allocated and apportioned agai nst
such income to the extent of the recognized foreign source
i ncome. This paragraph (b)(4)(iii) applies to any portion of a
|l oss that is not allocated under paragraph (b)(1)(i) of this
section (dividend recapture rule), including a | oss in excess of
the dividend recapture anobunt and a loss that is related to a

di vidend recapture amount described in paragraph (b)(1)(ii) (de
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m nims exception) or (b)(1)(iii) (passive dividend exception) of
this section.

(iv) Exanples. * * *

* * % * *

Exanple 3. (i) Facts. On January 1, 2002, P and Q
domestic corporations, formR, a donmestic partnership. The
corporations and partnership use the cal endar year as their
taxabl e year. P contributes $900 to R in exchange for a 90-
percent partnership interest and Q contributes $100 to Rin
exchange for a 10-percent partnership interest. R purchases a
dance studio in Country X for $1,000. On January 2, 2002, R
enters into contracts to provide dance lessons in Country X for a
5-year period begi nning January 1, 2003. These contracts are
prepai d by the dance studi o custoners on Decenber 31, 2002, and R
recogni zes foreign source taxable incone of $500 fromthe
prepaynents (R s only inconme in 2002). P takes into incone its
$450 distributive share of partnership taxable incone. On
January 1, 2003, P's basis in its partnership interest is $1, 350
($900 fromits contribution under section 722, increased by its
$450 distributive share of partnership incone under section 705).
On Septenber 22, 2003, P contributes its R partnership interest
to S, a newy-forned donestic corporation, in exchange for al
the stock of S. Under section 358, P's basis in Sis $1,350. On
Decenber 1, 2003, P sells Sto an unrelated party for $1050 and
recogni zes a $300 | oss.

(i1) Loss allocation. P recognized foreign source incone
for tax purposes before the inconme had econom cally accrued, and
the accelerated recognition of incone increased P's basis in R
Wi thout increasing its value by a correspondi ng anount, which
resulted in the creation of a built-in loss with respect to the S
stock. Under paragraph (b)(4)(iii) of this section the $300 | oss
Is allocated against foreign source incone if P had a principal
pur pose of recogni zing foreign source incone and correspondi ng
| oss.

* * % * *

(d) * * %

(3) Recapture period. A recapture period is the 24-nonth

period ending on the date on which a taxpayer recognized a | oss
Wi th respect to stock. For exanple, if a taxpayer recogni zes a

| oss on March 15, 2002, the recapture period begins on and
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I ncl udes March 16, 2000, and ends on and includes March 15, 2002.
A recapture period is increased by any period of tinme in which
the taxpayer has dimnished its risk of loss in a manner
described in section 246(c)(4) and the regul ati ons thereunder and
by any period in which the assets of the corporation are hedged
against risk of loss (or are converted into and held as | owrisk
I nvestnments) with a principal purpose of enabling the taxpayer to
hol d the stock without significant risk of loss until the
recapture period has expired. 1In the case of a | oss recognized
after a dividend is declared but before such dividend is paid,
the recapture period is extended through the date on which the
di vidend is paid.

* * % * *

(e) Effective date--(1) In general. This sectionis

applicable to | oss recogni zed on or after January 11, 1999,
except that paragraphs (a)(3)(ii), (b)(1)(iv) Exanple 6,
(b)(4)(iii), (b)(4)(iv) Exanple 3, and (d)(3) of this section are
applicable to | oss recogni zed on or after January 8, 2002. For
pur poses of this paragraph (e), loss that is recogni zed but
deferred (for exanple, under section 267 or 1092) shall be
treated as recognized at the tine the loss is taken into account.

(2) * * *

(i) The taxpayer’'s tax liability as shown on an original or
anmended tax return is consistent wwth the rules of this section
for each such year for which the statute of limtations does not

preclude the filing of an anended return on June 30, 2002; and



* * % * *
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81. 865- 2T [ Renpved]

Par. 7. Section 1.865-2T is renoved.
81.904- 4 [ Anended]

Par. 8. In 81.904-4, paragraph (c)(2)(ii)(A), renove the
| anguage “1.865-1T through 1.865-2T" at the end of the first
sentence and add “1.865-1 and 1.865-2" in its place.

Robert E. Wenzel

Deputy Conm ssioner of Internal Revenue.

Approved: Decenber 19, 2001

Mar k Wi nber ger

Assi stant Secretary of the Treasury.



