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US IRS releases final
regulations addressing
partnership allocations
of creditable foreign
tax expenditures

Executive summary

On 24 July 2019, the United States (US) Internal Revenue Service (IRS)
published final regulations (T.D. 9871) under Internal Revenue Code! Section
704(b) relating to the allocation of creditable foreign tax expenditures (CFTES)
by a partnership (the 2019 final requlations). The 2019 final regulations adopt,
with minor changes, the temporary (T.D. 9748) and proposed (REG-100861-15)
regulations addressing CFTEs published on 4 February 2016 (the 2016
temporary and proposed regulations).

Detailed discussion

Background

CFTEs are generally foreign income taxes paid or accrued by a partnership
that are eligible for a credit under Section 901(a) or a US income tax treaty.
The IRS and Treasury determined that a partnership’s allocation of CFTEs
cannot have substantial economic effect within the meaning of Section 704(b)
and the regulations. Thus, CFTEs must be allocated in accordance with the
partners’ interest in the partnership to be respected. The existing requlations
under Section 704(b) provide a safe harbor rule for a partnership to allocate
CFTEs in a manner deemed to be in accordance with the partners’ interest in
the partnership. To apply the safe harbor, a partnership must: (i) determine the
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partnership’s CFTE categories, (ii) determine the partnership’s
net income in each CFTE category, and (iii) allocate the
partnership’s CFTEs to each category. To satisfy the safe
harbor, a partnership’s allocations of CFTEs in a category
must be in proportion to the allocations of the partnership’s
net income in the CFTE category.

2019 final requlations

The 2019 final reqgulations, like the 2016 temporary and
proposed regulations, address: (i) the effect of a transferee
partner’s Section 743(b) adjustment on a partnership’s net
income in a CTFE category, (ii) the effect of certain allocations
and guaranteed payments in computing a partnership's net
income in a CFTE category, and (iii) certain disregarded
payments within a partnership. The 2019 final regulations
are effective 24 July 2019.

The preamble to the 2019 final regulations notes that the
regulations are necessary to improve the operation of the
existing CFTE safe harbor.

Changes from the 2016 temporary and proposed
requlations

The 2019 final requlations adopt the following changes to
the 2016 temporary and proposed regulations.

First, the definition of “activity” (in Treas. Reg.

Section 1.704-1(b)(4)(viii(c)(2)(ii)) was modified. In
response to a comment, the Treasury and IRS added a cross-
reference to Treas. Req. Section 1.704-1T(b)(4)ViiC©)(3)(iv),
which contains the “disregarded payment rule,” with a
parenthetical explanation stating that “special allocations
related to disregarded payments can give rise to subdivision
of an activity into divisible parts.” The purpose of the cross
reference and parenthetical is to clarify the interaction
between disregarded payments and the computation of

net income in a CFTE category. The Government indicated
that income in a CFTE category is determined first by
assigning items of income to activities. Activities are then
grouped together in a CFTE category to the extent the
income attributable to activities is allocated using the same
allocation percentages. The Government clarified that
although disregarded payments are not taken into account
in determining income assigned to an activity (as items of
gross income are assigned to activities that generate those
items for US federal income tax purposes), if a partnership
makes allocations to give economic regard to a disregarded
payment, those allocations can result in more than one
allocation percentage being applied to income within the
same activity. This in turn will result in the activity being

subdivided, with the subdivided portions being assigned to
different CFTE categories. Thus, the Government concluded
that although the 2016 temporary and proposed regulations
do not literally provide that a disregarded payment “reduces”
the net income in a CFTE category, the existing framework
reaches a similar result and is left largely intact.

Second, the 2019 final reqgulations, restore, without change,
Treas. Reg. Section 1.704-1(b)(4)(viiixd)(1)(i) and (ii), which
were inadvertently deleted from the 2016 temporary and
proposed regulations.

Third, the 2019 final requlations renumber certain examples.

Section 743(b) adjustments

The 2019 final requlations, in Treas. Reg. Section 1.704-
1T(b)(@)(vii(C)(3)(), provide that a transferee partner’s
Section 743(b) is not taken into account when computing
a partnership's net income in a CFTE category. The final
regulations further provide that if a partnership has a
Section 743(b) adjustment in its capacity as a direct or
indirect partner in a lower tier partnership, such adjustment
is taken into account in determining the partnership’s

net income in a CFTE category. The rules with respect to
Section 743(b) adjustments in the 2019 final regulations
are identical to the rules with respect to Section 743(b)
adjustments in the 2016 temporary and proposed
regulations.

Deductible allocations and guaranteed payments

The 2016 temporary and proposed regulations also

include special rules regarding how deductible allocations
(allocations that give rise to a deduction under foreign

law) and nondeductible guaranteed payments (guaranteed
payments that do not give rise to a deduction under
foreign law) impact a partnership’s net income in a CFTE
category. The 2019 final regulations adopt such rules.
Thus, under Treas. Reg. Section 1.704-1(b)(4)vii(c)(4),

a partnership's net income in a CFTE category is reduced
by an allocation (or distributions of allocated amounts) to

a partner and guaranteed payments that are deductible in
a foreign jurisdiction. Conversely, guaranteed payments
that are deductible for US federal income tax purposes but
not deductible under foreign law are added back to the
partnership’s net income in a CFTE category. In the case

of a guaranteed payment that is deductible under both US
and foreign law, the partnership’s net income in the CFTE
category is increased only to the extent the amount allowed
as a deduction for US federal income tax purposes exceeds
the amount allowed as deduction for purposes of foreign tax.



Disregarded payments

The 2019 final regulations adopt the rules and examples
related to disregarded payments (i.e., inter-branch payments
among partnership branches) found in the 2016 temporary
and proposed requlations. The 2016 temporary and
proposed regulations addressed transactions involving

serial disregarded payments in which withholding taxes are
assessed on the first payment in a series of back-to-back
disregarded payments. Prior to the 2016 temporary and
proposed regulations, some taxpayers had taken the position
that such withholding taxes need not be apportioned among
the CFTE categories that included the income out of which
the payment was made. The 2019 final regulations, like the
2016 temporary and proposed regulations, make clear that
withholding taxes must be apportioned among the CFTE
categories that include the related income.

Global Tax Alert 3

Implications

The 2019 final requlations adopt the 2016 temporary and
proposed requlations, with the three changes discussed
above. Given the limited scope of the changes, taxpayers who
rely on the CFTE safe harbor are unlikely to be surprised.
The CFTE safe harbor, however, continues to be complex and
taxpayers impacted by these rules and their advisors seeking
to apply the safe harbor need to carefully study the rules, as
amended.

Endnote

1. All"Section” references are to the Internal Revenue Code of 1986, and the regulations promulgated thereunder.
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