New York State Bar Association
Tax Section
Report on Temporary and Proposed Regulations
Concerning Allocation of Creditable Foreign Tax Expenditures
September 30,2004

September 30,2004
Report No. 1069
New York State Bar Association
Tax Section
Report on Temporary and Proposed Regulations
Concerning Allocation of Creditable Foreign Tax Expenditures
TABLE OF CONTENTS
Page
I.

Introduction

2

II.

Summary of Recommendations

3

III.

Background

4

IV.

Operation of Temporary Regulations Generally

7

V.

Purpose of Change

8

VI.

Technical Comments on the General Rules

10

A.

Role of PIP

10

1.

10

Background

B.

Formal Requirements for Safe Harbor

12

C.

Basic Mechanics of the Safe Harbor/Use of Distributive Shares

13

1.

General

13

2.

Distributive Shares of Income

14

D.

Modification of Distributive Shares by Section 704(c) Concepts

16

E.

Relating Foreign Taxes to Distributive Shares

18

1.

Principles of section 1.904-6

18

2.

Separate categories relevant for allocating CFTEs under section
704(b)

21

F.
VII.

I.

3.

Ordinary timing differences

22

4.

Differences in gross income subject to taxation

24

Effective Date Transition Relief

28

Preferential Income Allocations And Guaranteed Payments

29

A.

Description of Example 28

29

B.

Considerations Relevant to Treatment of Preferred Payments

30

C.

Role of PIP for Preferential Payments

31

D.

Preferential Payment Deductible under Foreign Law

32

E.

Guaranteed Payments for the Use of Capital

34

F.

Effect on Existing Arrangements/Effect of Adjustments

36

Introduction

This report of the New York State Bar Association Tax Section1 comments on the
Temporary and Proposed Regulations Concerning Allocation of Creditable Foreign Tax
Expenditures (the "Temporary Regulations"2 and, as proposed3 to be finalized, the
"Regulations'). The Temporary Regulations are set forth in section 1.704-lT(b)(4) ("Special
rules") as new paragraph (xi) and in section 1.704-lT(b)(5) as Examples 25-28, with an effective
date rule in section 1.704-lT(b)(l)(ii)(b).4
The Regulations reflect the concerns and approach outlined recently by the
Internal Revenue Service in Notice 2004-195 with respect to the perceived manipulation of the
foreign tax credit regime through certain transactions, specifically as regards separation of
foreign taxes from the underlying income in order to enhance a taxpayer's use of credits for such
taxes. We commend Treasury and the Service for addressing an area in need of clarification
with a bold regulatory approach that effectively addresses the problem in a relatively
The principal drafter of this report was Peter Blessing, who was assisted by Charles Cope, David Levere,
and Kimberly Blanchard. Additional helpful comments were received from David Schnabel, Diana
Wollman, Lewis Steinberg, Peter Connors, Janet Korins, Michael Schler, Jeffery Hochberg, Andrew
Solomon, William Brannan, James Peaslee, Yaron Reich, David Hariton, and Patrick Gallagher.
TD 9121,1KB 2004-20, 903, 69 Fed. Reg. 21405 (April 21, 2004).
REG-139792-02, IRB 2004-20, 926, 69 Fed. Reg. 21454 (April 21, 2004).
In addition, certain sections are reserved.
IRB 2004-11,606.

straightforward manner. We nevertheless believe that certain aspects of the Regulations should
be clarified or revised and express our concern that additional guidance is critical for taxpayers
to apply the rules in various situations.
Part II of this report sets forth the summary of the Section's recommendations.
Part III sets forth as background the treatment of allocations of foreign tax expenditures under
prior law. Part IV describes the operation of the Temporary Regulations. Part IV considers the
purposes of and policies relevant to the Temporary Regulations. Part V considers the purposes
of and policies relevant to the Temporary Regulations. Part VI contains technical comments in
respect of the rules of the Temporary Regulations. Part VII considers certain issues arising in
connection with preferential payments by a partnership.
II.

Summary of Recommendations
Our principal recommendations are as follows:
1.

We believe that the Regulations should expressly state that the safe harbor result
provided in Section 1.704-lT(b)(4)(xi)(a) (assuming certain revisions are made to
that test as described herein) is presumed to represent the partners' interests in the
partnership ("PIP"), but that other allocations may be valid in unusual (but not
necessarily extraordinary) cases and in cases in which at the time the allocation is
included in the agreement no significant federal income tax reduction is
reasonably anticipated from the allocation. For clarification, an express statement
should be added in Example 28 and elsewhere in the Regulations that, if the safe
harbor is not met, a taxpayer is permitted to demonstrate that allocations of
creditable foreign tax expenditures that are not in proportion to distributive shares
of net income may satisfy the PIP test under certain circumstances. We believe
that, contrary to the "Explanation of Provisions portion of the preamble of the
Regulations ("Preamble"), the preamble to the final Regulations should describe
the change in standard as a change in law having no impact on periods prior to the
effective date.

2.

With respect to the safe harbor, section 1.704-lT(b)(4)(xi)(a)(l) should permit the
economic effect equivalence test to be used as an alternative to the section 704(b)
three-factor capital account economic effect test with the qualified income offset
alternative. For example, for purposes of allocating creditable foreign tax
expenditures under the safe harbor, allocations of items on a basis other than a
U.S. tax basis (e.g., based on financial accounting principles) should be permitted
under certain conditions.

3.

Further guidance regarding the functioning of the safe harbor and its interaction
with the rules under Treasury Regulation section 1.904-6(a) is needed. First, the
term "distributive shares of income" requires clarification. Second, the reference
to section 704(c) should be revised and clarified (as part of a more general
clarification of timing and base differences). Third, because the operation of
section 1.904-6 is unclear even as applied to section 904(d) and will now be
applied in an entirely different context, examples involving cases in which income

as measured for U.S. tax purposes does not match up with a single foreign tax
base, as well as cases of differences between U.S. and foreign gross income,
should be added.

III.

4.

The transition relief from the Regulations' effective date should be liberalized in
several respects.

5.

Our members are divided concerning whether a preferential distribution or
payment should never be treated as a distributive share for purposes of the safe
harbor if it is deductible under the foreign law.

6.

While guaranteed payments raise many issues that are beyond the scope of this
report, for purposes of the Regulations we believe that there are policy reasons
that guaranteed payments for the use of capital should be treated in the same
manner as allocations of gross income for purposes of the Regulations. In order
to effectuate that treatment, guidance treating a guaranteed payment as a
distributive share for source and section 904(d) purposes to the same extent as
would be the case for a gross income allocation by the partnership would be
required.

7.

Guidance is needed concerning the collateral effects on capital account
maintenance and on other allocations in the context of a partnership agreement
that does not satisfy the safe harbor.

Background

The scope of the Temporary Regulations is the allocation of an expenditure for a
foreign tax that is paid or accrued for U.S. tax purposes by a partnership and that may be claimed
as a foreign tax credit under section 901 (a), without regard to whether a credit in fact is claimed.
The Temporary Regulations apply only where the foreign country imposing the tax treats the
partnership, rather than the partners, as legally liable for payment of the tax. Under section
1.901-2(f)(l) of the Treasury Regulations, the party that the foreign country imposing the tax
treats as "legally liable" to pay the tax is entitled to the foreign tax credit. In the context of a
partnership that is treated by the foreign country as the taxpayer, the manner in which the
partnership agreement allocates the credits to the partners thus is a critical element of the foreign
tax credit regime.
Regulations of long standing under section 704(b) contain special rules for the
allocation of credits. While such allocations in and of themselves can never have economic
effect, they can be allocated in the same manner as other items that do have economic effect.
Section 1.704-l(b)(4)(ii) of the Treasury Regulation provides two different rules, depending
upon whether a tax credit arises from an expenditure that gives rise to a valid downward capital
account adjustment (in which case the credit should be allocated in the same proportion as the
partners' distributive shares of such expenditure)6 or instead arises from "receipts" of the
This reading is consistent with the section 704(b) treatment of section 705(a)(2)(B) expenditures and with
the "burden approach" indicated by the section 1.704-l(b)(3)(i) PIP regulation.

partnership (in which case the credit should be allocated in proportion to the partners'
distributive shares of such receipts).
These credit allocation rules have given rise to some uncertainly as applied to the
allocation of foreign tax credits. This is because at one level the foreign tax credit arises from an
expenditure, though, at a less direct level, it arises from income received that gives rise to the
obligation to make the expenditure. Prior to the Temporary Regulations, for purposes of
applying the rules governing substantial economic effect outlined below, taxpayers generally
followed the expenditure approach.
The section 704(b) regulations contain detailed rules for determining whether an
allocation has substantial economic effect. In general, an allocation has substantial economic
effect if the allocation has both (1) economic effect and (2) the economic effect so determined is
substantial within the meaning of the regulations.
An allocation has economic effect if three requirements are met:7 First, the
partnership must maintain capital accounts in accordance with the regulations (which would
reflect the allocation). Second, the capital accounts must govern what each partner will receive
on liquidation of its interest in the partnership. Third, following a liquidation of its interest in the
partnership, any partner that has a deficit in its capital account be must be obligated to contribute
an amount to the partnership to eliminate its deficit. In lieu of a deficit make-up, the partnership
agreement may contain a "qualified income offset" provision under the alternative test for
economic effect.
The economic effect of an allocation is "substantial" if there is a "reasonable
possibility" that the allocation will affect substantially the dollar amounts to be received by the
partners from the partnership independent of tax consequences.8 Even if the allocation is
substantial under this test, it will fail if, taking account the tax attributes of the partners, on an
after-tax basis at least one partner will be better off and there is a strong likelihood that none of
the partners will be substantially worse off as a result of the allocation.
Prior to the issuance of the Temporary Regulations, if foreign taxes paid or
accrued were accorded the status of expenditures, it was not difficult to meet the economic effect
test, assuming capital accounts were properly maintained and liquidating distributions were made
in accordance with positive capital accounts. Unlike most of the other special allocations
provided in section 1.704-l(b)(4), special allocations of creditable foreign tax expenditures do
not, per se, lack economic effect. Assuming various other technical requirements are met, an
allocation of creditable foreign tax expenditures (as opposed to the associated credit) to a partner

Treas. Reg §1.704-l(b)(2)(ii).
Treas. Reg. §1.704-l(b)(2)(iii).
Treas. Reg. § 1.704-1 (b)(2)(iii)(a). The allocation also must not have shifting tax consequences (within the
meaning of section 1.704-1 (b)(2)(iii)(b)) or be a transitory allocation (within the meaning of section 1.704-

will satisfy the economic effect prong of the substantial economic effect test if it reduces the
partner's capital account used for determining distributions on liquidation.10
However, application of the substantiality test in the context of a special
allocation of CFTEs raised additional issues, the resolution of which was very fact-dependent.
The tax benefit associated with the credit that accompanies that allocation was very relevant in
determining whether the allocation met the "substantiality" prong of the substantial economic
effect test. If creditable foreign taxes were allocated away from a partner that could not use
credits and to a partner that could use credits, a substantiality issue was squarely presented and
the issue depended, in essence, on the degree of risk that the credits might in fact not be fully
usable. The substantiality issue may have been easier to deal with if both the partners were
controlled corporations of a common U.S. shareholder, since if no partner was a U.S. taxpayer, a
special allocation of foreign taxes would have no impact on a partner's U.S. tax consequences.
The Service had previously, in Notice 98-5,n published guidance concerning
future regulations intended to deal with taxpayer claims of foreign tax credits in certain
circumstances considered by the Service to be abusive. Notice 98-5 set forth two classes of such
transactions. The first involved the transfer of liability for creditable foreign taxes through the
transfer of an asset generating income tax streams subject to foreign gross basis taxes. The
second involved cross-border transactions that allowed duplication of U.S. and foreign benefits
based on differences between the U.S. and foreign tax systems (so-called "tax arbitrage"
transactions). The first class of transactions has been dealt with legislatively with respect to
withholding taxes on dividends in section 901(k) and would be addressed on a similar basis
under pending legislation12 in proposed section 901(1) with respect to withholding taxes on gain
and income other than dividends.
In Notice 2004-19, the Service said that, while it was still concerned about
transactions generating inappropriate foreign tax credit results, it would not issue regulations
requiring a comparison of the amount of foreign tax credit benefits with the underlying economic
income. Instead, they would focus on what they perceive as specific inappropriate separations of
foreign tax credits from the underlying income. Notice 2004-19 indicated that the Service would
issue regulations addressing special allocations of foreign taxes among the partners that are
inconsistent with the allocation of the related foreign income.
The Temporary Regulations are the first attempt to reflect the principle outlined in
Notice 2004-19. Although the Temporary Regulations, which broadly adopt the receipts
approach of section 1.704-l(b)(4)(ii), do not say so explicitly, presumably they are intended to
preempt section 1.704-l(b)(4)(ii) it in the context of foreign tax credits.

SeeTreas. Reg. § 1.704-l(b)(2)(iv)(i); Treas. Reg. § 1.704-l(b)(4)(ii).
1998-1 C.B. 334, withdrawn. Notice 2004-19, IRB 2004-11, 606.
See H.R. 4520, "American Jobs Creation Act", as passed by the House on June 17, 2004, § 632; H.R. 4520,
"The American Jobs Creation Act," as amended and passed by the Senate on July 15, 2004; §661A:
General Explanation of the Administration's Fiscal Year 2005 Revenue Proposals, Department of the
Treasury, February 2004, p. 113.

IV.

Operation of Temporary Regulations Generally

The Temporary Regulations provide for the first time specific rules for allocating
partnership expenditures for creditable foreign taxes. As noted, the scope of the Temporary
Regulations is the allocation of an expenditure for a foreign tax that is paid or accrued for U.S.
tax purposes by a partnership and that may be claimed as a foreign tax credit under section
901 (a), without regard to whether a credit in fact is claimed.
The Temporary Regulations adopt three rules in respect of such a creditable
foreign tax expenditure ("CFTE"), as follows:
1.

The allocation of a CFTE shall not be considered to have substantial economic
effect within the meaning of section 1.704-l(b)(2)(i) of the Treasury Regulations.

2.

Therefore, consistently with section 1.704-1 (b)( 1 )(i), the general rule for
allocating CFTEs is per PIP as defined in section 1.704-l(b)(3). In this regard,
however, the Preamble characterizes the ability of a taxpayer to satisfy the PIP
standard (absent satisfaction of the safe harbor described in 3. below) as being
limited to "unusual circumstances (such as where there is substantial certainty that
U.S. partners will deduct rather than credit foreign taxes)."

3.

A "safe harbor"13 rule is created whereby a CFTE is deemed to be allocated in
accordance with PIP if the three requirements for economic effect (or the alternate
test for economic effect) under section 1.704-l(b)(2)(ii) are satisfied and the
partnership agreement provides for the allocation of the CFTE "in proportion to
the partners' distributive shares of income (including income allocated pursuant to
section 704(c)) to which the [CFTE] relates."

4.

A foreign tax is related to income if the income is included in the base upon
which the tax is imposed, as determined under the principles of Treasury
Regulation section 1.904-6(a). In effect, a relevant foreign tax base is assigned to
distributive shares of income taken into account for U.S. tax purposes under
section 704, and foreign taxes on such base are considered to relate to such
distributive shares.

The Temporary Regulations are generally effective for taxable years beginning on
or after April 21,2004. However, other than in the case of a partnership agreement as to which
persons related to each other as of April 21, 2004 collectively have the power to amend the
partnership agreement without the consent of any unrelated party, a partnership entered into
before such date may apply the allocation rules of the Treasury regulations as previously in
existence until any subsequent "material modification" to the partnership agreement (including
any change in ownership).

13

The language is the Preamble referred to above may be interpreted to mean that this safe harbor is in fact a
presumption.

V.

Purpose of Change

The Temporary and Proposed Regulations address an important area in which
there has been little official guidance. The issue of allocation of CFTEs has long been one that is
frequently encountered in practice, and since the effectiveness of the revised entity classification
("check the box") regulations, has arisen with even more regularity.
Prior to the issuance of these Temporary Regulations, taxpayers generally
believed, based on the then section 704(b) regulations discussed at part III above, that CFTEs
could be allocated in the same manner as other expenditures that result in reductions of capital
accounts. In some cases, the allocation of CFTEs was manifested as part of a residual allocation
of all expenditures, including CFTEs, that result in downward capital account adjustments,
together with residual gross income, to one partner or partners and an allocation of gross income
sufficient to provide a specific return on capital to another partner or partners. In other cases this
was manifested as a special allocation of the CFTE to a partner or partners. In both situations,
the allocation was structured to have economic effect and it was believed by the taxpayers that
such economic effect could be substantial under certain circumstances. Although, in the case of
the gross income allocation, the CFTE was not explicitly being allocated, it was effectively
allocated for section 704(b) purposes.14
In certain cases, the conclusion that an allocation of CFTEs met the substantiality
prong of the substantial economic effect test was based on the perceived absence of a strong
likelihood that the after-tax present-value economic consequences of no partner would be
substantially diminished by the allocation being in the partnership agreement. In other such
cases, involving controlled foreign corporation (CFC) partners, that conclusion also was based
on the fact that the regulations on their face measure substantiality at the partner level without
regard to the impact on a U.S. owner or other affiliate of the partner.15
A concern of the Treasury and the Service apparently has been that, in
circumstances in which a CFTE definitely results in a credit to the partner to which it is
allocated, the allocation has no different effect than a distribution of cash (reduction of capital
account and outside tax basis, and dollar for dollar benefit), other than in a timing (transitory)
sense. In the real world, of course, this theoretical situation is generally not achieved, given the
possibility of changes in foreign and U.S. law and the possible variations in a taxpayer's ability
to effectively obtain the benefit of a credit for a CFTE. Nevertheless, in many cases taxpayers
that were specially allocated CFTEs presumably have been able to avail themselves of the
section 901 credit. Because the allocation of taxes, like other allocations under section 704(b),
could be made as agreed by the partners, the government could justifiably be concerned that a
special allocation of CFTEs generally would be made only where the allocation was made to a
party expected to be in no worse, and often in a better, position to effectively credit the tax than
the partner allocated a disproportionate amount of income. And as noted above, having to
14

See Treas. Reg. § 1.704-l(b)(l)(vii). Cf IRC §702(a)(6) (CFTEs required to be separately stated in respect
of each partner).

15

The Preamble to the Temporary Regulations notes that the Service intends to address this issue in separate
guidance.
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administer the substantiality prong of the substantial economic effect test in the context of
CFTEs could be considered to involve arguing fine factual distinctions that often could prove
more theoretical than actual.
A disproportionate allocation of CFTEs involves a policy concern that extends
beyond that applicable generally to special allocations under section 704(b). The foreign tax
credit regime is intended to provide relief from double taxation. To the extent that an
arrangement is designed principally to increase the effective rate of foreign tax beyond the rate
imposed by the foreign government, the portion of the foreign tax corresponding to the enhanced
portion of the effective rate is not needed to avoid double taxation. Under certain circumstances,
a credit for such excess might be viewed as an instance of an inappropriate use of the ability to
cross-credit high- and low-rate foreign taxes.
Adding to the concern, and reflected in the effective date provision, is that a
number of U.S. corporate groups were advised to use special allocations in partnerships between
affiliates with a purpose, if not principal purpose, of disproportionately channeling CFTEs to an
affiliate positioned to use them and the related income to an affiliate where it often would be
intended to be deferred indefinitely. In addition to the overly taxpayer favorable results, the
situation exposed what may be considered inappropriate differences in the foreign tax credit
relief available to non-corporate ventures, including hybrid entities, under section 901 as
opposed to corporate ventures under section 902.
An additional objective, noted in the Preamble, is to provide identical U.S. tax
treatment for CFTEs regardless of whether the foreign tax is imposed on the partnership (which
typically would be the case where the partnership is a hybrid entity but may also be the case
where it is not) or instead on the partners. In the latter case, the taxes presumably would be
imposed under foreign law in proportion to total net income allocable to the partners under
foreign law. Why achieving such parity is per se a benefit (as opposed to matching CFTEs with
the underlying income as allocated for U.S. tax purposes), however, is not made clear.16
A possibly countervailing consideration is that by adopting a rule that allocates
CFTEs in proportion to allocations of the income on which the tax is imposed (even in the case
of allocations of gross income), the Service may have created an opportunity for some taxpayers
to claim duplicate credits for the same foreign tax in different countries. To the extent other
"credit" jurisdictions do not follow an approach similar to that of the Regulations, taxpayers
would be able to arbitrage by specially allocating gross income to a U.S. taxpayer that is not
treated as bearing the tax in another jurisdiction. On the other hand, U.S. taxpayers may take
that position even without the Regulations, in which case the rule of the Regulations would at
least avoid whipsaw treatment.
The above discussion indicates that a successful targeting of the foreign
tax/income separation problem identified would involve a structural change to the foreign tax
credit regime. The change in the context of partnership allocations is one part of a larger
exercise. This brings to the forefront a central policy issue, namely, the interaction of the
16

Unlike in the case of, e.g., the branch profits tax, the taxpayer would not be able to choose between taxation
at the partner level and taxation at the partnership level.

partnership vehicle, with its history and commercial function of permitting separate allocation of
items derived by it and the joint conduct of business through a flexible economic arrangement,
with the foreign tax credit regime, with its objective of providing double tax relief without
trafficking or inappropriate cross-crediting. In this context, we agree that addressing the issue
with a rule that sweeps more broadly than a partnership antiabuse rule is an appropriate approach
and endorse the general approach of the Regulations.
VI.

Technical Comments on the General Rules

In this part of the report we set forth our comments on the Regulations as they
operate generally. Comments concerning preferential income allocations (Example 28) are set
forth in Part VII.
A.

Role of PIP
1. Background

As a statutory matter under section 704(b), the Regulations must respect
allocations of CFTEs that have substantial economic effect or are in accordance with PIP. We
believe that Treasury and the Service have the statutory authority to adopt a blanket rule that
prohibits taxpayers on a going forward basis from trying to show that an allocation of CFTEs has
substantial economic effect, a term that has developed from the case law and has been the subject
of a precise regulatory rule for some time.l? The rationale for the blanket rule is that, in the
Service's view, the partner or an affiliate of the partner to whom a disproportionately high
amount of CFTEs is allocated will likely be able to obtain in many cases a dollar-for-dollar
benefit which enhances the potential for abuse through separation of the credit from the
underlying income and puts pressure on the operation of the substantiality requirement.
The PIP test is the basic residual rule under the statute for allocations that lack or
cannot have substantial economic effect. We believe that special rules may be promulgated
governing the meaning of PIP in the context of CFTEs.
Under section 1.704-l(b)(3)(i), PIP need not correspond to the "overall"
economic arrangement of the partners, as long as the allocation can have economic effect.
Because the allocation of CFTEs can have economic effect, the relevant PIP is the manner of
sharing of the "economic benefit or burden" corresponding to the CFTEs. Id. "Economic"
generally would refer to the non-tax commercial consequence. Accordingly, with respect to a
CFTE, the relevant PIP under the general section 704(b) rules would seem to be governed by
how the burden of the CFTE is borne. As this analysis leads to a different conclusion than
apparently intended by the drafters of the Regulations, it may be appropriate to revisit the
definition of PIP to this extent.

We note that allocations of the adjusted tax basis of partnership oil and gas property pursuant to Section
613A(c)(7)(D) also are excluded from the substantial economic effect regime, though only under certain
circumstances. Treas. Reg. § 1.704-l(b)(4)(v). Other items that are excluded from the substantial
economic effect regime do not or may not involve actual expenditures (excess percentage depletion and
credits). Treas. Reg. § 1.704-l(b)(4)(ii) and (iii).
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Apart from a statement in the Preamble, the Temporary Regulations do not
provide any guidance on the application of the PIP standard beyond the fact of deemed
compliance if the safe harbor conditions are met. We understand that this omission was
intentional. We do not believe that the Temporary Regulations or the Preamble should be used
to state a general principle about the interpretation of the PIP rule, and can readily understand the
difficulties that would be encountered in attempting to provide comprehensive guidance
concerning the application of that rule.
*o

Given the reluctance to attempt to clarify the meaning of PIP in the context of a
project addressing the allocation of CFTEs, we are confused by, and do not agree with, the
broadly worded statement in the Preamble that an allocation that is not in accordance with the
safe harbor will be in accordance with PIP only in "unusual circumstances" such as where there
is "substantial certainty that the partners will deduct, rather than credit, foreign taxes." We
believe there are situations that may not be described as unusual, and certainly would not involve
a substantial certainty that CFTEs will be deducted or the credits otherwise not usable (a much
higher standard than would be required for substantial economic effect, which would only
require the absence of a strong likelihood, i.e., a reasonable possibility), in which the PIP
standard can be met by allocations other than in accordance with the safe harbor of the
Regulations. Moreoever, we believe that, not infrequently, more than one set of allocations can
be viewed as meeting the PIP standard. In any event, we are troubled by the lack of distinction
drawn in this regard between prior law and newly promulgated rules, as well as the example used
(i.e., "substantial certainty" of deduction), which seems to us to imply an overly strict approach
even on a going forward basis.
2.

Proposed Rule Going Forward

Because of the critical nature of the PIP standard under the revised approach
taken in the Regulations, we believe that the Regulations should provide some additional
guidance concerning the scope, if not application, of the PIP standard in situations in which the
safe harbor is not met. The simplest approach and the one most consistent with the policy choice
adopted in the Regulations and with minimizing tax-driven electivity by taxpayers would be to
recast the safe harbor as the presumptive expression of PIP in the context of CFTEs, i.e., provide
that for purposes of CFTEs PIP is presumed to mean a sharing in accordance with the current
"safe harbor" ratio. We suggest that this presumptive rule be subject to the ability to show that
PIP otherwise is met in unusual (although not necessarily extraordinary) cases and in cases in
which, at the time at which the allocations are agreed, no significant reduction of the partners'
aggregate federal income tax liabilities is reasonably anticipated from the allocation.' Our
See "IRS Considering Guaranteed Payments Under Foreign Tax Allocation Regulations," Daily Tax Report
(May 21, 2004) (reporting on panel discussion sponsored by the District of Columbia Bar Taxation
Section's International Tax Committee and quoting Treasury Associate International Tax Counsel Michael
Caballero as acknowledging that there is "scant guidance on what a partner's interest in a partnership is"
but that the examples in the regulations were not intended to address that issue).
To illustrate a case in which the absence of significant tax reduction would apply, suppose that partnership
AB operates a business in Country X and that under the partnership agreement B is allocated a gross
income return. All other partnership items, including Country X taxes, are allocable to (and economically
borne by) A. Assume A and B are both expected to be fully able to credit (or not able to credit) any
allocated CFTEs against their respective federal income tax liabilities.
11

recommendations assume that the safe harbor test will be revised and clarified in various respects
as discussed herein.
The final Regulations should clarify that the revised rule has no effect on the rule
under law preceding the effective date of the Temporary Regulations,20 and that no inference is
intended as to the rules applicable to items other than CFTEs.
B.

Formal Requirements for Safe Harbor

The safe harbor requires in section 1.704-lT(b)(4)(xi)(a)(j_) that a partnership
agreement satisfy the three requirements for economic effect set forth in section 1.704l(b)(2)(ii)(b), or, alternatively, the test set forth in section 1.704-l(b)(2)(ii)(d) (which permits use
of a "qualified income offset" provision rather than a deficit restoration provision). Many
partnerships, however, rely on "economic effect equivalence" under section 1.704-l(b)(2)(ii)(i),
which deem provisions to have economic effect (but, importantly in this context, do not deem the
provisions referenced in the Temporary Regulations to be met), if a hypothetical liquidation of
the partnership at the end of each year would produce the same economic results to the partners
as would have been the case if the economic effect or alternative test had been satisfied. We
believe that the Regulations' safe harbor should cover partnership agreements that satisfy the
economic effect equivalence provision.21
Similarly, section 1.704-lT(b)(4)(xi)(a)(2) could be read to require every
partnership agreement to include a provision expressly addressing the allocation of CFTEs in the
manner described. Many partnership agreements make no special allocations of expenditures
and would not therefore specifically mention CFTEs. We believe that the Regulations should
clarify that the safe harbor may also be met if the partnership agreement is construed and the
relevant items reported by the partners in a manner that is consistent with such a provision, even
if it does not expressly address the allocation of CFTEs.

20

Relevant in this regard is that partnerships have traditionally been used as vehicles to accommodate
considerable latitude in crafting commercial relationships and recognition of this fact pervades the tax law.
For example, the allocation of CFTEs may involve as much or more risk as the allocation of certain other
types of expenditures that are not questioned (e.g., depreciation in real property with a minimum gain
chargeback). Further, the circumstances in which the allocation of CFTEs to a U.S. taxpayer may involve
real risk to that taxpayer are not necessarily unusual. For example, large corporate taxpayers often must
claim credits rather than deductions regardless of whether they are in a position to use all of the credits
because of the rule requiring that all foreign income taxes for a taxable year either by deducted or credited;
thus, on a marginal basis, credits can involve a real risk of expiry.

21

For example, the result of allocations based on items (e.g., items determined under financial accounting
principles) that would not strictly speaking satisfy the section 704(b) economic effect test because items of
income, deduction, etc. as determined for U.S. tax purposes were not allocated can be replicated through
the allocation of items recognized for the economic effect test. Assuming that is done, we believe that
allocations based on such other items should be respected for purposes of the safe harbor. See part VI.E.2
below.
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C.

Basic Mechanics of the Safe Harbor/Use of Distributive Shares
1. General

The safe harbor test requires that CFTEs be allocated in proportion to the
respective distributive shares of income of the partners to which they relate. The term
"distributive shares" refers to one or more separate allocations (sharing ratios) under section
704(b) of items of income, gain, deduction or loss, classes thereof, and/or net income or loss
included by the respective partners for federal income tax purposes.22 CFTEs, however, are
incurred in respect of net income under the laws of a foreign country. Under the safe harbor,
CFTEs must be assigned to those distributive shares to which they relate.
If a partnership agreement involves different distributive share ratios in respect of
different foreign tax bases, then CFTEs must be assigned under section 1.904-6 principles to the
corresponding foreign tax bases. If the partnership agreement involves different distributive
share ratios for items within a single foreign tax base, then CFTEs related to that tax base must
be apportioned under section 1.904-6 principles between or among such items based on
corresponding shares of foreign net income. In this manner, the CFTEs may be "related" to the
corresponding section 704(b) categories represented by such sharing ratios. CFTEs in those
categories then can be apportioned among the respective distributive shares. These concepts are
discussed further in part VI.E below, but the mechanical operation of the calculation can be
illustrated in a relatively simple fact pattern by the following example.
Suppose, for example, that two U.S. taxpayers, A and B, are partners in
Partnership AB doing business in a foreign country. Activity X is taxed in the foreign country at
30% and Activity Y is taxed at 40%. The partnership agreement provides that income from
Activity X is divided 80-20, income from subactivity 1 of Activity Y is divided 50-50, and
income from subactivity 2 of Activity Y is divided 30-70. For Year H the partnership has 100
net income under the foreign law from Activity X and 100 net income from Activity Y, the latter
consisting of 60 of gross income and 20 of deductions from subactivity 1 and 100 of gross
income and 40 of deductions from subactivity 2. For simplicity, it is assumed that income
concepts under U.S. and foreign law are identical and that the partnership allocations follow
these concepts.
Activity X and Activity Y each form a different tax base. The relevant
distributive share ratios (section 704(b) categories) against which the safe harbor is applied are
the allocations for Activity X, subactivity Y-l and subactivity Y-2, respectively. Thus, 30 of
CFTEs relates to Activity X under section 1.904-6 principles and is assigned on an 80-20 basis
between A and B in accordance with their U.S. distributive shares, resulting in the corresponding
CFTE allocated under the safe harbor being 24 to A and 6 to B. The 40 of CFTEs relating to
Activity Y are first apportioned under section 1.904-6 principles between subactivities 1 and 2,
in proportion to foreign law net income from each. Thus, 16 of the Activity Y CFTE is
apportioned to subactivity 1 and the remaining 24 to subactivity 2. Because the distributive
shares for subactivity 1 are on a 50-50 basis, each of A and B are allocated under the safe harbor
22

See generally IRC §§702(a), 704(a), 704(b); Treas. Reg. §§1.702-l(a), 1.704-l(a), -l(b)(l). Items
allocated in accordance with a particular sharing ratio are referred to herein as a "section 704(b) category."
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8 of the corresponding CFTE. Because the distributive shares for subactivity 2 are on a 70-30
basis, A is allocated 16.8 and B is allocated 7.2 of the corresponding CFTE.
2. Distributive Shares of Income
The use of "distributive shares of income" as the operative proration factor raises
certain issues. As noted above, the term as used in subchapter K generally refers to shares of
separate "items" of income, deduction, etc., "classes" of such items and residual "taxable income
or loss." See IRC §702(a). Taxable income or loss for this purpose is exclusive of certain items
required to be separately stated as well as of any items that are specially allocated.23
Because the Temporary Regulations do not provide an example involving
specially allocated items or a distinction between U.S. and foreign income items, it is not clear
what is intended by the reference in the Temporary Regulations to "distributive shares" of
income. It appears, however, that the term is intended to refer to overall net income under
federal income tax concepts where items of income and deduction are allocated to a partner and
to gross income under federal income tax concepts where only gross income items are allocated
to a partner.24 The intent to use net income is evidenced in the examples used in the Temporary
Regulations (in particular, Example 28) but the effect of distinctions between U.S. and foreign
law is not illustrated in the Temporary Regulations at all. It is critical that this basic concept be
clarified.
A difference can arise, for example, in any case in which a deduction is specially
allocated for federal income tax purposes but such special allocation is not respected for foreign
tax purposes (even if there were no other differences between U.S. and foreign income).
Suppose, for example, the U.S. taxpayers C and D form Partnership CD. CD has foreign net
income for year X of 100 taking into account depreciation of 30, and that income is subject to a
40% tax rate, resulting in foreign tax on the tax base equal to 40. Assumed that under U.S. rules
the amount of depreciation also is 30, but that the partnership validly allocates the depreciation
entirely to D and otherwise allocates all items on a 50-50 basis. If C and D's distributive shares
of income for this purpose are considered to be 65 each (which technically appears to be the case
under U.S. law given that the specially allocated depreciation is considered as a separate
distributive share) then each would be allocated CFTEs of 20, consistently with the foreign law,
even though taking into account the special allocation C's net foreign source income would be 65
and D's would be 35 (pre-CFTE). If, on the other hand, distributive shares are determined for
purposes of the Temporary Regulations on the basis of net income for federal income tax
purposes, the 40 CFTE would be allocated 26 to C and 14 to D. We submit that the latter result
23

These separately stated items include "the partners distributive share of any partnership item which, if
separately taken into account by any partner, would result in an income tax liability for that partner, or for
any other person, different from that which would result if that partner did not take the item into account
separately." Treas. Reg. § 1.702-l(a)(8)(i). Because the items referred to are items as determined for
federal income tax purposes, and hence would not include the foreign net income that is used in the process
of assigning foreign taxes to distributive shares, this provision does not appear applicable.

24

Distributive shares, however, presumably must be determined prior to taking into account CFTEs, in order
to avoid a circular calculation issue and in order to most closely approximate the result that would be
achieved if the CFTEs were assigned directly in proportion to the foreign tax base.
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would be more consistent with what we understand to be the overall purpose of the Regulations,
as the resulting effective tax rates taken into account for U.S. foreign tax credit purposes would
more closely approximate the foreign tax rate.
In addition, in any case in which there is a base or timing difference between the
U.S. and foreign concept of income together with a preferential allocation, apportionment based
on distributive shares produces different results than would be produced by apportionment based
on net foreign income. For example, consider the facts in Example 28 (discussed in detail at part
VII below) in which the partnership had 200 net income for (apparently) both federal income tax
and foreign tax purposes, 100 of which was distributed as a gross income distribution to partner
A and the remaining 100 of which was split evenly between partner A and partner B, resulting in
an allocation of total net income in a 3:1 ratio between A and B. Now assume instead that the
partnership has net income under U.S. concepts of 300 rather than 200. This results in an
apportionment ratio under the safe harbor of 2:1 (2/3 to A), whereas the ratio would be 3:1 (3/4
to A) using foreign law net income. On the other hand, if the net income for federal income tax
purposes were 100 rather than 200, apportioning per distributive shares would result in 100%
rather than 3/4 of the CFTEs being allocated to A. Therefore it is appropriate to address the
question whether the more appropriate result in such cases is produced by apportionment per
distributive shares or per net foreign income included in such distributive shares.
A fundamental objective of the Regulations as we understand them is to move
away in most cases from a burden analysis (used in the substantial economic effect regime) and
instead adopt a presumptive approach of allocating the foreign tax broadly across distributive
shares to which the foreign taxes (and hence foreign income) are related, so as to reduce the
instances of CFTEs that are either wholly separated from the corresponding distributive shares of
income or artificially concentrated. Applying this principle here, in the first alternative, in which
net income under U.S. concepts is 300, the 2:1 ratio (using distributive shares, as under the
Temporary Regulations) rather than 3:1 ratio (using foreign net income), prevents the ability to
concentrate credits in A. In the second alternative, where there is only 100 net income under
U.S. concepts, using distributive shares (all to A) rather than foreign net income (3/4 to A)
prevents the ability to allocate credits without net income (for U.S. purposes) in B. More
generally, the use of distributive shares as the proration factor has the result of moderating the
extremes in effective rates of foreign tax.
Ultimately, foreign taxes are applied as credits against U.S. tax in respect of
income that the United States treats (under its rules) as U.S. foreign source taxable income, and
the section 904 limitation is calculated on that basis. Consistently with the foreign tax credit
framework, we agree with the approach of the Temporary Regulations apportioning CFTEs in
proportion to distributive shares. 5

25

It might be questioned whether the answer should be different if the partnership agreement itself provides
for "book" allocations of foreign net income (while also providing for allocations consistent with federal
income tax principles that produce capital account balances that reflect the intended results). We believe
that that should not make a difference, as a contrary conclusion would create unwarranted electivity.
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D.

Modification of Distributive Shares by Section 704(c) Concepts

We do not believe that the parenthetical reference to section 704(c) in the safe
harbor provision of section 1.704-lT(b)(4)(xi)(a)(2) adequately deals with the issue of built-in
items. This is an extremely important issue and requires prompt guidance.
The reference to section 704(c) apparently is intended to mean that the partners'
distributive shares of income are to be determined using section 704(b) "book" income with
adjustment for section 704(c) amounts. This approach results in a sharing ratio based on (or
approximately on) "taxable" income for federal income tax purposes (without regard to the
foreign tax treatment). The section 704(c) item is required to relate to the foreign tax base only
in the sense that it relates to a section 704(b) item which is so related. This approach apparently
is intended to result in a single effective foreign tax rate for all U.S. taxable income to which the
foreign tax base relates, a general objective of the Regulations.
We believe, however, that the disadvantages of this general rule may more than
offset the merits of this objective under circumstances in which the built-in item is not
recognized under foreign law. First, the policy of preventing taxpayer manipulation of effective
tax rates would not be furthered by spreading the foreign taxes over income calculated by
reference to built-in items not treated by the foreign jurisdiction as part of its tax base. For
example, if a U.S. taxpayer contributes to a partnership operating in a foreign country intangible
property previously used only in the United States and having a very large built in gain that
carries over for federal income tax but not foreign tax purposes and the parties make remedial
income allocations to such party, we do not see why it would make sense as a policy matter to
allocate CFTEs to such party in respect of the remedial allocations, which would reflect gain
accrued while the asset was subject only to U.S. taxing jurisdiction. Second, section 704(c)
inclusions presumably would not be relevant to PIP, with the result that the partners might in
effect have a choice to allocate taxes in proportion to either section 704(b) distributive shares
under the PIP rule or section 704(b)/704(c) "taxable income" under the safe harbor rule. Third,
whether and in what amount section 704(c) inclusions in fact are required can be somewhat
arbitrary, given the latitude afforded taxpayers to elect one of several methods of applying
section 704(c), which elections may be made separately for different assets. See generally Reg.
§ 1.704-3. For these reasons, we reach a different conclusion in this regard than reached above in
connection with the discussion of distributive shares.
Accordingly, we believe that a better approach would be to reflect section 704(c)
amounts in distributive shares for purposes of the safe harbor only in situations in which there is
a disparity between tax basis and fair market value for foreign tax purposes, and then only to
such extent. Thus, we would be inclined to construe the reference to section 704(c) in the
Temporary Regulations in light of the parenthetical phrase "(to which the creditable foreign tax
relates)." In the case of a built-in item of gain or income, taking the item into account to such
extent would be necessary to avoid double taxation of the income. The approach also would
make sense in the case of items of built-in loss.
To illustrate, suppose party A, who is U.S. or foreign, contributes to partnership
AB improved real property Blackacre with a fair market value of 100 and a built-in gain for U.S.
tax purposes of 50, and U.S. party B contributes cash of 100. If under the relevant foreign law
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the property has no built-in gain, then no portion of the 50 section 704(c) amount would be taken
into account in the safe harbor distributive shares. If the foreign law also recognizes all or part
of the built-in gain, then to such extent section 704(c) items in respect of both depreciation and
gain would be included in the distributive shares. Similar treatment would apply in the case of
"reverse" section 704(c) items.
We are mindful that requiring built-in items to be taken into account in allocating
CFTEs may be inconsistent with customary economic arrangements, and that allowing parties to
elect whether to take section 704(c) amounts into account or not would be less disruptive to such
arrangements. We are concerned about the whipsaw aspect of electivity, however, and on
balance believe that a fixed rule requiring section 704(c) amounts to be included in distributive
shares for purposes of the safe harbor ratio only to the extent they are also treated as built-in
items under the applicable foreign law is more appropriate.
We believe that similar rules should apply in situations in which there is a built-in
item for purposes of the relevant foreign law, even if there is not a built-in item for U.S. tax
purposes, in cases in which the parties agree to allocate the burden of CFTEs to reflect the builtin item. We illustrate by the following example.
A U.S. corporation, A, purchases all the stock of a French corporation ("F"),
whose sole asset is the improved real property Greenacre. Greenacre has a basis for French tax
purposes of 0, and a fair market value of 100. For U.S. tax purposes, as the result of a section
338 election, Greenacre has a tax basis of 100. In France, Greenacre has a depreciable life of 10
years, and the tax rate is 50%. Greenacre requires improvements, and A (which has elected to
treat F as a pass-through entity for federal tax purposes) enters into an agreement with a French
individual, B, pursuant to which B will contribute 100 to F and be entitled to 50% of all profits
of F, provided that CFTE of 5 each year for the first ten years will be specially charged to the
capital account of A (to compensate for the fact that, from B's perspective, F lacks depreciation
deductions of 10 each year), and further provided that if Greenacre is sold before the end of the
tenth year an amount of CFTEs corresponding to the remaining French tax basis/fair market
value disparity will be charged to the capital account of A. Under a shareholders' agreement, A
must fund such CFTEs. A contractual agreement of this type between the partners would seek to
achieve a result similar to what might be expected in a U.S. domestic context had there in fact
been a section 704(c) tax basis/fair market value disparity. Accordingly, a result of this type
would appear to be appropriate. In addition, allocating a lesser amount of CFTEs to A could
result in the ability to shift CFTEs by entering into a partnership.
In sum, we believe the Regulations should take into account built-in items that are
taken into account for foreign tax purposes (i) to the extent taken into account for federal income
tax purposes, and (ii) regardless of whether there is such a built-in item for federal income tax
purposes if the parties agree to allocate the burden of CFTEs to reflect the built-in item. As we
know of no foreign country that has a provision like section 704(c) in its tax law, we suggest that
the provision be phrased in a manner that avoids confusion on that score.
Instances in which section 704(c) principles apply, of course, are part of a much
broader category of instances in which U.S. taxable income and foreign taxable income may
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differ, and presumably could be dealt with together. This broader subject is discussed in part
VI.E.4 below.
E.

Relating Foreign Taxes to Distributive Shares

Because foreign taxes are imposed on income determined under foreign law but
those taxes are potentially creditable against federal income tax imposed on income as
determined under U.S. law, with creditability limited by the portion thereof determined to be
foreign source under U.S. law, rules are needed to assign the foreign taxes to the appropriate
U.S. income categories. The safe harbor of the Temporary Regulations operates by whether a
foreign tax is "related" to distributive shares of income (determined under U.S. concepts, as
discussed at part VI.C above). Section 1.704-lT(b)(4)(xi)(c) provides that "a foreign tax is
related to income if the income is included in the base upon which the taxes are imposed" and
provides that that is determined under the "principles" of section 1.904-6 (which uses nearly
identical language to that quoted).26
Section 1.904-6, which was issued in 1988 and last amended in 1992, provides
rules for allocating foreign taxes to separate categories or "baskets" of income described in
section 904(d) for purposes of the foreign tax credit. For purposes of relating foreign taxes to
income, appealing to these principles is appropriate because the Regulations also have the
objective of accurately relating taxes to income (by type of income, as in Example 25, or by
geographical or similar division, as in Example 26).
This part of the report discusses four issues: (i) what are the principles of section
1.904-6, (ii) how does a taxpayer determine the categories of income to which foreign taxes are
allocated for purposes of section 704(b); (iii) how to treat ordinary timing differences; and (iv)
how to treat certain "base" differences particularly when there is no gross income as determined
under U.S. concepts that corresponds to the foreign gross income.
1. Principles of section 1.904-6
Section 1.904-6(a)(l) provides a set of general rules, which appears to be the
"principles" that the drafters of the Temporary Regulations had in mind. In extending these
principles to the allocation of CFTEs, the references in the section 1.904-6 regulations to section
904(d) separate limitation categories would be replaced by the categories of income that are
separately allocated under the partnership agreement, as described at part VI.E.2 below. Those
rules that potentially are relevant for purposes of the Temporary Regulations are:
a. Foreign tax is related to a separate category of income (as applicable
for federal income tax purposes) if the income is included in the base upon which
the foreign tax is imposed under foreign law.

26

Although the Temporary Regulations are ambiguous on this point, the "income" referred to in the
corresponding phrase in section 1.904-6 appears to be foreign net income, which then must separately be
assigned to the relevant federal income tax category.
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b. Items of income (net of related deductions, if any) that are subject to a
different rate of foreign tax than other items, or exempt from tax, are treated as
comprising a tax base separate from such other items.
c. Foreign tax that is imposed on a tax base that includes more than one
separate category is considered imposed on income in all such categories.
d. If foreign tax imposed on a tax base is related to more than one
separate category included in such tax base, then the tax should be apportioned to
separate categories based on the ratio of net income27 subject to that tax in each
separate category to all net income subject to that tax.
e. Gross income and deductions are determined under foreign law in
computing the tax base (b above) and net income figure used to apportion a tax
among separate categories (d above).28
f. If foreign tax is imposed for a tax year on an item that would be
income under U.S. tax principles in a different year, then the tax is allocated to the
separate category to which it would have been allocated had the income been
recognized for U.S. tax purposes in the year in which the foreign tax is
imposed.29
Prior to the Temporary Regulations, the only role of the section 1.904-6
regulations was to assign the taxes to foreign net income that is included in the relevant section
904(d) categories (baskets). The function that the section 1.904-6 regulations are now asked to
perform in the context of section 704(b) is analogous: assign the taxes to foreign net income that
is included in the relevant section 704(b) categories. Both tasks are done by reference to net
income determined under foreign law, and without regard to the amount of income for federal
income tax purposes in those categories.30
Because of the critical roles that these principles play in applying the safe harbor,
the final Regulations should clarify exactly which principles of section 1.904-6 are to be used for
purposes of section 1.704-lT(b)(4)(xi)(c). Presumably such clarification would confirm that, for
7

As this rule for apportionment of a single tax base based on net income of items included in the relevant
categories in that base shows, an item subject to a different effective (as opposed to nominal) tax rate
because of, e.g. depreciation deductions, is not considered to be included in a different tax base (but is
allocated an amount of tax that reflects the effect of the allocable deductions). On the other hand, if a
certain activity were entitled to credits, presumably income from that activity would be considered to be in
a different tax base.

28

Accordingly, if a special allocation of depreciation is respected for foreign tax purposes, it will be given
effect in apportioning foreign tax imposed on a tax base whether or not it is otherwise respected for federal
income tax purposes.

29

In addition, section 1.904-6(a)(iv) classifies CFTEs arising from "base differences" as general limitation.

30

Once the tax is assigned to a section 704(b) category, however, which partners bear that tax is, as described
in part VI.C above, determined by reference to the corresponding net income as determined for federal
income tax purposes, and so may be affected by the amount of income for such purposes.

19

these purposes, those rules in section 1.904-6 that relate to assigning income or expense to a
specific section 904(d) separate limitation category (e.g., section 1.904-6(a)(l)(i)'s rule assigning
certain related party interest expense to the passive separate limitation category) are not intended
to play a role.
The apportionment described in point d above is relevant where different items of
income that each are included in the same foreign tax base are allocated differently. No example
illustrates this in the Regulations (Example 26 does not require apportionment because, in the
case of each of the two bases, all income therein is allocated in a single ratio). Adding an
example to the Regulations to illustrate such apportionment, and the central role of the foreign
jurisdiction's definition of net income, would be useful.
To illustrate point d, assume that the foreign tax base of a partnership includes
€900 of operating income and €100 of interest income (in each case net of related deductions
under the foreign law) and that all of the income is subject to regular income tax by the foreign
jurisdiction at a rate of 30 percent. Also, assume that the partnership agreement makes separate
allocations of net operating and net interest income, as permitted under section 704(b) (see part
VI.E.2 below). Following the principles of section 1.904-6, we believe that a taxpayer would
apportion €270 of the foreign tax to the category of operating income and €30 of the foreign tax
to the category of interest income. If, due to a difference in the definition of taxable income for
purposes of U.S. and foreign tax laws, the United States were to treat the partnership as having
only €500 (or as having €1500) of net operating income and €100 of interest income, the
allocation of the €300 of foreign taxes to operating and interest income would not change (i.e.,
€270 of foreign tax would be allocated to the operating income of €500 (or €1500)). The
allocation fraction is the same in both cases because it is determined by reference to the foreign
tax base. In the extreme case, €1 of operating income determined under U.S. principles could
appropriately attract €270 of foreign tax. Note that if the section 704(b) categories used in the
partnership agreement do not dovetail with net income under foreign law, it could be difficult to
neatly allocate and apportion CFTEs.
A related issue is how to define the relevant tax base for purposes of the safe
harbor in a situation like that presented in the Vulcan Materials31 case. In that case, the Saudi
Arabian government taxed only that part of a corporate joint venture's income as corresponded
to the share ownership held by non-Saudis. The court held for the taxpayer that, under the then
applicable section 902 regulations, that the Saudi corporate tax was allocable only to the shares
held by the taxpayer and not to the shares held by the Saudi government. In reaching its
decision, the court emphasized the policies of avoiding double taxation and achieving similar
treatment for entities operating in corporate and branch form. Subsequently, the Service adopted
regulations changing the result reached by the court, and requiring that under section 902 foreign
taxes be apportioned to all of a corporation's income.32 We believe the Regulations should make
clear that the treatment of a specific type of income as a separate tax base for purposes of the
safe harbor if exempt or otherwise taxed at a different rate as provided in section 1.904-6(a) is
31

Vulcan Materials Co. v. Comm'r. 96 T.C. 410 (1991), aff d in unpublished opinion (April 2, 1992),
nonacq.

32

Reg. § 1.902-l(a)(9)(iv) (post-1986); Reg. § 1.902-l(a)(10)(ii) (pre-1987).
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properly applied to a situation where the taxation or not of a portion of the net income of a
hybrid entity (or partnership) depends on the ownership of the entity's interests.33 In order to
avoid double taxation, we believe that the resulting allocation of taxes to the member(s) of the
entity at whom the tax is directed under the foreign law continues to be the correct result under
the Regulations in the case of hybrid entities (or partnerships), notwithstanding that tracing was
considered by the Service to be inappropriate in a corporate context. We are not troubled by the
disparate tax treatment of corporations and hybrid entities (or partnerships) in this context, and
believe the separate base result in a partnership context is consistent with the observation in the
Preamble of avoiding distinctions between taxes imposed at the partner level rather than the
partnership level.
2. Separate categories relevant for allocating CFTEs under section 704(b)
Section 1.904-6 is written in terms of section 904(d) separate limitation
categories. However, a partnership agreement generally would not allocate income by reference
to the section 904(d) categories. The Temporary Regulations treat distributive shares as creating
the relevant categories (the "section 704(b) categories") and do not purport to limit the
categories of income to which CFTEs may be considered to relate for section 704(b) purposes.
The examples contemplate considerable flexibility and recognize that the section 904(d)
categories generally would not have a bearing on the manner in which the pretax income would
be snared commercially. We believe that this is appropriate.
Example 25 in the Temporary Regulations illustrates that if income allocations in
a partnership agreement distinguish income by type or source and such amounts are taxed in the
foreign country at different rates or otherwise correspond to different tax bases, then under the
safe harbor rule the CFTEs would be allocated in the same manner as the income. Accordingly,
in the Example, business income subject to tax at a 40% rate and the related foreign taxes were
allocated in a 60-40 ratio, and exempt income from passive investments was allocated in an 8020 ratio.34
Examples 26 and 27 in the Temporary Regulations illustrate that if the partnership
agreement allocates pretax income for a division in one country differently than it allocates the
corresponding pretax income for a division in a second country, under the safe harbor rule, the
CFTEs for each division would be allocated in the same proportion as the income. As a
commercial matter, parties may enter into arrangements that involve different sharing ratios in
respect of different business segments or income types subject to different foreign tax regimes.
Assuming the pretax income allocations would satisfy the economic effect or economic effect
equivalence tests, and the related foreign tax can be identified, specially allocating income
included in one foreign tax base (and the related tax) separately from income (and related tax)
included in a different tax base is consistent with the purpose of the Regulations, even though an
effect is preserving separate foreign effective tax rate pools rather than creating in a single
blended pool.
33

id.

34

Although in this Example the differing allocations happened to coincide with section 904(d) separate
limitation categories, that does not appear to have been intended as a relevant factor.
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Although the Examples imply as much, it would be helpful if the Regulations
would state that the section 704(b) categories relevant to the safe harbor are those categories that
are implicit in the income allocations specified in the partnership agreement (for this purpose,
without regard to the section 904(d) categories). It also would be helpful if the Regulations were
explicit that section 704(b) categories tested separately under the safe harbor could be
determined for any items having different economic or tax characteristics as may be agreed by
the parties, whether those items correspond to a line of business, or to source, type or character
of income.35 Similarly, the Regulations should clarify that the section 704(b) categories also
may be determined by reference to foreign tax rules or financial accounting principles. Income
allocations made for U.S. tax purposes based on such rules or principles would have to satisfy
the economic effect equivalence test described at part VLB, above, or be considered consistent
with PIP. Further, if the relevant category is not a category that corresponds to foreign net
income under the foreign tax law, it would be necessary that items of income and deduction
under foreign law can be allocated and/or apportioned to such category.
Examples 26 and 27 do not address the quite common situation of branches or
disregarded entities operated or owned by a single corporation or partnership and that engage in
financing, licensing, sale or other transactions between or among themselves. We believe that
the Regulations should provide that such transactions should be taken into account for purposes
of the safe harbor. This issue, in the context of the broader issue of possible differences in the
tax base between the United States and the foreign country, is discussed further in part VI.E.4 of
this report.
3. Ordinary timing differences
Section 1.904-6(a)(l)(iv) provides special rules addressing differences between
the U.S. and foreign tax law as to the tax base and the time income is recognized. In situations in
which gross income under foreign law differs from the relevant gross income under U.S. law and
the difference can be considered a "timing" difference, then the foreign tax is considered to relate
to that category to which it would have related had the income been recognized for U.S. tax
purposes in the year in which taxed under the foreign law.
Example 27 illustrates how the Temporary Regulations apply in the case of one
type of conventional timing difference, namely, accrual versus cash basis accounting. Example
27 describes a situation in which Partnership AB earns general limitation income from two
businesses, M and N, in two different countries, X and Y. The partnership agreement allocates
income from business M 75 percent to A and 25 percent to B, and the income from business N
50 percent to A and 50 percent to B. Each of partners A and B and Partnership AB report
taxable income on an accrual basis for U.S. tax purposes, but Partnership AB reports taxable
income on a cash basis under the income tax laws of the countries in which it is taxable. With
respect to business N, which is conducted in country Y, the partnership does not actually receive
the income until the year subsequent to which it is earned. Because the partnership agreement
provides for different allocations with respect to income earned from Business M as opposed to
35

Note that the foreign tax base underlying a section 704(b) category could consist of income from more than
one country. For example, a partnership agreement might allocate profits from a line of business carried on
in different countries on the basis of a multifactor formula.
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Business N, it is necessary to determine which foreign taxes paid are related to business M
income and which foreign taxes are related to business N income.36
Example 27 concludes that the country Y tax imposed in year 2 is allocable to the
$50 of business N income Partnership AB recognizes for U.S. tax purposes in year 1, citing
section 1.904-6(a)(l)(iv) and (c), Example 5. This regulation section deals with timing
differences for purposes of allocating taxes to foreign tax credit baskets under section 904.
Under the general rule of the regulation, if a tax is imposed on an item that would be income
under United States tax principles in another year, that tax will be allocated to the appropriate
separate category or categories as if the income were recognized under United States tax
principles in the year in which the foreign tax was imposed. Example 5 of section 1.904-6(c)
refers to a situation in which additional foreign tax is imposed on a corresponding payment in
connection with a section 482 adjustment to the amount of royalty income that is paid to a U.S.
corporation and concludes that the taxes are "allocable" to the income (even though the item is a
dividend for foreign tax purposes, rather than a royalty).
Section 1.904-6(a)(l)(iv) covers a much broader expanse of timing differences
than the simple cash basis/accrual basis taxpayer distinction illustrated in Example 27. These
would include for example, all manner of differences in accounting methods, including
differences in respect of basis recovery, inventory methods, realization concepts, expensing
rules, etc. Further, as discussed in part VI.E.4 below, the concept of timing differences may
include differences that in some sense may appear to be base differences. An illustration of how
the Regulations are intended to apply in the context of differences in accounting for income
would be very helpful.
In addition to the types of timing differences addressed in section 1.9046(a)(l)(iv),guidance is lacking with respect to other important types of timing differences. For
example, a quite common situation is that of differences in taxable year ends under foreign law
as compared with the taxable year end for federal income tax purposes. The result may be that
the income falls largely in year 1 but the taxes accrue and are paid in year 2. In year 2, however,
the partners may have different sharing ratios, new partners may have joined and year 1 partners
may have withdrawn. May, or must, the foreign tax in such a situation be allocated to the
partners to whom the corresponding income was allocated in the earlier year regardless of
whether they continue to be partners? Another type of timing difference that should be
addressed is illustrated by Example 1 of Notice 98-5, in which the royalty income from a
copyright has accrued but the related tax is imposed at a later point. It would be consistent with
the general approach of the Regulations to treat a CFTE of a partnership in such a case as
allocable to the persons who were allocated the income (whether or not still partners in the
period during which the tax is paid or accrued), but guidance on this issue would be helpful.
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This Example, as well as Example 26, commences the discussion of the tax consequences with the
statement that "Because the income from business M and business N is general limitation income and the
partnership agreement provides for different allocations with respect to such income, it is necessary to
determine which foreign taxes are related to business M income and which foreign taxes are related to
business N income." We suggest that the sentence be reworded in part: "Even though the income from
both business M and Business N is general limitation income, because the partnership agreement provides
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4. Differences in gross income subject to taxation
a. General
Neither the Regulations, nor any of the principles of section 1.904-6, provide
adequate guidance in a fairly typical situation: when the foreign jurisdiction recognizes gross
income that the United States does not recognize. Section 1.904-6(a)(l)(iv) does provide that
"base differences" are assigned to the general limitation basket for section 904(d) purposes, but
the regulations do not define the term or provide an operating rule of any relevance to the
allocation of CFTEs.
A potential base difference can arise in a number of different ways. For example,
appreciated property in a partnership may be given a stepped-up U.S. (but not foreign) tax basis
as a result of any number of transactions, including a purchase of a disregarded entity or, if a
section 754 election is in effect, a distribution to a partner. When the property in question later is
sold there may be no income for federal income tax purposes, although there is income and tax
under foreign law. Another relevant type of discontinuity may occur when the partnership
engages in a transaction that is disregarded for federal income tax purposes but that is recognized
for foreign tax purposes. For example, interest paid on a loan between two disregarded
subsidiaries of a holding partnership may be recognized and taxed under foreign law, but the
loan and the interest on the loan are not recognized under federal tax law. Similarly, sales of
goods between disregarded entities wholly owned by a partnership may result in recognition for
foreign but not U.S. purposes.
The premise and precondition to application of the Temporary Regulations (that
foreign tax can be related to income as defined under federal income tax concepts) does not
appear to be satisfied when there truly were a "base difference." As a result, it is unclear how to
allocate CFTEs in respect of a base difference in a manner that complies with section 704(b).
The Service in a number of instances, however, has emphasized that the concept
of what constitutes a "base difference" is to be construed extremely narrowly for purposes of
section 904(d); amounts considered excluded from the federal income tax base are limited to
certain types of income that are statutorily excluded from income for federal income tax
purposes, such as gifts, interest on tax-exempt bonds and life insurance proceeds.37 Thus, certain
transactions that might be thought of as giving rise to a base difference can be treated as giving
rise to a timing difference or as giving rise to neither a timing nor a base difference for purposes
of section 1.904-6(a)(l)(iv).38 For example, "interest" or other items paid between units treated
as branches of the same corporation for federal income tax purposes could be considered in the
category of neither a timing nor a base difference (even though disregarded for federal income
tax purposes but not foreign tax purposes), since federal income tax principles are used to
characterize the taxpayer and the transaction and accordingly the tax on the disregarded
transaction could be considered imposed on the underlying (e.g., operating) income of the
37
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See generally B. Cohen and J. Geiger, "Timing and Base Differences under Section 904(d)," 56 Tax
Lawyer 3 (2002).
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corporation for federal income tax purposes rather than on an actual item that is excluded from
the federal income tax base.39
Regardless of how base and timing differences are treated for section 904(d)
purposes, there are at least two approaches the Regulations could take in providing guidance in
these and similar situations. Consider the numerical example in part VI.E. 1 above, but assume
that (i) the transaction that created the interest income is disregarded for federal income tax
purposes and (ii) the interest payment is subject to a 10% withholding tax (€10) which cannot be
credited in the payee country. One approach would be to apportion the foreign tax paid by the
partnership on the disregarded transaction to other relevant section 704(b) categories according
to the relative amounts of (non-disregarded) income in each category. For example, in the
numerical example, the €30 payee country income tax and €10 withholding tax borne by the
"interest" income would be apportioned to the partnership's operating income of €900 and the
effective rate of foreign tax borne by the income would be increased to 34.44%. This approach
would be similar to that taken for section 904(d) purposes.40
Alternatively, suppose the partners choose to make a gross-income allocation of
the €100 of foreign interest income (which has the risk and return characteristics of interest paid
on a debt instrument, but which the United States views as operating income) to just one of the
partners or otherwise disproportionately to other income of the partnership. We believe that this
specially allocated income could be considered subject to a separate foreign tax base for
purposes of section 704(b) and hence as a separate section 704(b) category. In that case, foreign
tax of €30 plus €10 withholding tax borne by the "interest" should be attributed to the gross
income allocation corresponding to that amount, which thus would bear tax at an effective rate of
40%. The partnership's €800 remaining income would bear tax at an effective rate of 33.75%.41
We believe that respecting such an allocation for purposes of allocating CFTEs makes sense and
is broadly consistent with the Temporary Regulations. Below we illustrate the same approach in
the context of allocations along geographical lines but where interbranch transactions are
present.
b. Geographical allocations involving interbranch transactions
The Temporary Regulations, including Examples 26 and 27, do not expressly
address the case in which a partnership operates through separate branches that are disregarded
for U.S. purposes but treated as separate taxable entities for foreign tax purposes and that enter
into intercompany transactions. This is a situation which in our experience arises frequently in
practice and which requires guidance in the Regulations. The separate divisional accounts would
reflect what for federal income tax purposes generally are disregarded transactions. The results
of the transactions, however, can be allocated as a commercial matter, and would be reflected in
the foreign country tax calculations. We illustrate with the following example.
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Id., 56 Tax Lawyer at 50 (discussion of Example 9, arguing that in such a context a withholding tax on
interest is analogous to a branch profits tax).
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See notes 38-39 above.
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Assume that X and Y are U.S. taxpayers and partners in XY Partnership, which
manufactures and sells widgets in an internationally integrated structure in which several
corporate subsidiaries, all of them disregarded branches for federal income tax purposes,
participate. Company A, operating in Spain, sources raw materials and converts them into
certain of the component parts of the ultimate finished widget. Company A then sells the
component parts to a factory owned by Company B in France. Company B manufactures some
of the components itself, and assembles those components, as well as those that it purchases, into
the finished widget. Company B then sells the finished widgets to Company C, operating in
Germany, where the widgets are sold to the final consumer. All intercompany prices are
considered appropriate under the transfer pricing rules of Spain, France and Germany (and we
will assume for purposes of the example would also be considered appropriate were United
States transfer pricing rules to apply).
The partnership agreement allocates 50% of the Company A profits to each of
Partner X and Partner Y; 75% of the Company B profits to X and 25% to Y; and 40% of the
Company C profits to X and 60% to Y (in other words, on a geographic basis similar to the
approach in Examples 26 and 27). In Year 1, Company A reports 100 of profit in Spain, and
pays 30 of tax there (and none elsewhere). Company B reports 100 of profit in France, and pays
36 of tax there (and none elsewhere). Company C reports 50 of profit in Germany, and pays 20
of tax there (and none elsewhere). In Year 2, Company A reports 100 of profit in Spain (and
pays 32 of tax there); Company B reports 60 of profit in France (and pays 20 of tax there); and
Company C reports 125 of profit in Germany (and pays 50 of tax there). Making some
simplifying assumptions, the income (determined under U.S. principles) and the foreign tax
expense of the XY partnership attributable to the activities of each branch is summarized in the
following tables:

Company A
Company B
Company C
TOTAL

Income
50
75
20
145

YEAR ONE
Partner X
Tax Expense
15
27
8
50

Income
50
25
30
105

Partner Y
Tax Expense
15
9
12
36

Thus42 in Year One, Partner X has 145 of income with an effective foreign tax
rate of approximately 34.5% (50/145), and Partner Y has income of 105 with an effective foreign
tax rate of approximately 34.3% (36/105).
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The total income of the XY Partnership is 250 in Year 1 and 285 in Year 2. From a U.S. perspective, only
the sales by Company C are recognized and only they produce this income. Sales by Company A and
Company B are reflected as cost of good sold ("COGS") by Company B and Company C, respectively, in
determining their income under foreign law. However, because, for ease of illustration, it has been
assumed that the COGS of these interbranch sales are measured identically under U.S. and foreign law, the
tables reflect the proper share of the XY Partnership's income allocable to each Company for U.S. as well
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Company A
Company B
Company C
TOTAL

Income
50
45
50
145

YEAR TWO
Partner X
Tax Expense
Income
16
50
15
15
20
75
51
140

Partner Y
Tax Expense
16
5
30
51

In Year Two, the results, both in terms of income allocated to the partners and the
effective tax rates associated with that income, have changed because of the actual economic
performance of the partnership (and its component "branches"). Again making certain
simplifying assumptions, Partner X has the same 145 of income, but its overall effective tax rate
has gone up slightly, to approximately 35.2%. Partner Y has seen an increase in income from
105 to 140, and its tax rate has gone up to approximately 36.4%.
Because the interbranch transactions in the above example are taken into account
commercially and their effect can be replicated in the allocation of other items that are respected
for federal income tax purposes, capital account balances consistent with the economic effect
equivalence test described in part VLB above can be maintained.43 Accordingly, such
transactions may form the basis for section 704(b) allocations of items recognized for U.S. tax
purposes (though the validity of the allocations of such items would have to be tested under the
PIP rather than substantial economic effect rules). Further, because the foreign tax law
recognizes such transactions, the foreign tax can be "related" to the income for U.S. purposes
that corresponds to the net foreign income of the respective branches. We further note that if a
different conclusion were reached, even a single interbranch transaction would seem to prevent
divisional allocations of the sort described in Example 26. That result would seem to us to be
clearly inconsistent with the principle of the Regulations that the allocation of CFTEs should
track the allocation of the related income.
In cases in which the effective tax rate in a jurisdiction the income and losses
from which are allocated separately is much lower than the effective tax rate in another
jurisdiction, and in cases in which a jurisdiction the income and losses from which are separately
allocated has a loss but another jurisdiction has taxable income, the differences from a blended
allocation become more extreme. Nevertheless, we do not believe that should affect the
principle permitting separate allocation.
Accordingly, we believe that the Regulations should illustrate that, when there is a
difference in the U.S. and foreign gross income amounts that is not of a nature that with time
could reverse, and a partnership agreement allocates income in an amount that corresponds to the

as foreign tax purposes. Consistently with federal income tax rules generally, the intercompany
transactions would not be given effect for section 904(d) purposes.
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For example, if in Year 1 amounts paid to other legal entities that are deductible or recovered from
inventory plus depreciation equaled 200, the resulting net taxable income of 50 would be apportioned
among the three Companies in the ratios of 100/250, 100/250 and 50/250, respectively.
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income as determined under foreign tax principles, then the foreign taxes on that income are
considered to "relate" to the corresponding income allocation.
There may be situations in which the partnership actually has no income for U.S.
tax purposes in respect of the foreign tax base (leaving aside cases where the tax relates to
income in a different period). In such a case, the safe harbor rule would not seem applicable and
instead the CFTE presumably would be allocated in accordance with PIP. The Regulations
should address how PIP would apply in this case.
F.

Effective Date Transition Relief

Under a "transition" rule for existing partnerships, if a partnership agreement was
entered into before April 21, 2004, then the partnership may apply section 1.704-l(b), as if the
amendment made by the Temporary Regulations had not been made, until any subsequent
material modification to the partnership agreement, which includes any change in ownership.
The transition rule does not apply if parties that are related, within the meaning of section 267(b)
and section 707(b), collectively, have the power to amend the agreement without the consent of
any unrelated party.
We welcome the existence of transition relief for certain existing partnerships.
However, we do not believe that any material modification to a partnership agreement, including
any change in ownership, is an appropriate event to subject the partners to the rules of the
Regulations. Such hair-trigger exceptions seem inconsistent with the rationale of having
transition relief at all.
Grandfather rules are generally considered appropriate in the context of tax law
changes to protect the reasonable expectations of taxpayers who have entered into commercial
arrangements. The Temporary Regulations will have a widespread impact on many partnership
agreements that have not been undertaken with the intention of facilitating tax avoidance. Many
of these agreements would have to be modified if the Temporary Regulations were made
applicable to them. Because the transition rule in this case is limited to unrelated partner
agreements, there should be a high likelihood that few if any arrangements will have a principal
tax avoidance purpose, which should weigh in favor of ongoing grandfather relief.
A modification, material or not, to the partnership agreement that involves neither
a change to the manner in which CFTEs are allocated nor substantial new ownership would not
seem inconsistent with continued relief. We find it overly harsh to subject an agreement to the
new rules merely because there is any material modification to the partnership agreement.
Further, we believe that a loss of grandfather status based on any change in
ownership is overly harsh on several accounts. First, the Temporary Regulations seem to deem
even an immaterial ownership change to be a material modification. Further, the concept is not
limited even to sales or exchanges, or even transactions, resulting in such a change. To take the
most extreme case, in the case of partnerships in which the allocations are not exactly
proportional, or the proportions change from year to year based on performance criteria, a
change in ownership may be deemed to occur regularly as the result of changes in the relative
capital account balances or distribution entitlements. That obviously could not be intended to be
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an ownership change for this purpose. A less extreme example would be a default by a partner
in meeting a capital call. A third example would be a full or even partial retirement of a partner.
A fourth example would be the issuance of a partnership interest for services. Other examples
would include a liquidation or merger of a partner, or a death of an individual partner, or a gift of
a partnership interest by a partner. We do not believe that any of these, or similar transfers
should result in loss of transition relief. Further, even outright sales of minority interests in a
partnership otherwise eligible for transition relief do not strike us as grounds for terminating that
relief. A possible approach that a majority of us believes would be appropriate would be to look
to a more than 50 percentage point change in ultimate beneficial ownership over a three-year
period, measuring the percent of change in ultimate ownership by reference to the rules of
section 382 in the case of a direct or indirect corporate partner (without, however, giving
separate significance to an "ownership change" of the corporation) and otherwise looking to
ultimate beneficial ownership, but disregarding certain related-party and other transfers.44 A
substantial minority, however, believes that a more restrictive rule would be appropriate.
We understand the reasons for not extending transition relief to related party
partnerships. However, the application of this provision is unclear. Many partnership
agreements permit the general partners or managing members to amend certain provisions
without consent of other partners or members for certain limited purposes (but generally not if
the amendment would adversely impact, allocations and distributions, for example, to such other
partners). We assume that it is not intended that such a provision cause transition relief to be
unavailable, and this is consistent with the reference to "collectively" in the transition rule. We
believe that this should be confirmed to be the case even in situations in which one of the other
partners is related to the general partner or managing member, such that it might be considered to
act "collectively" with the general partner or managing member, provided that the related parties,
acting alone, cannot collectively modify the manner in which CFTEs are allocated.
VII.

Preferential Income Allocations And Guaranteed Payments

Probably the most controversial aspect of the Temporary Regulations is the
treatment of preferential payments. Most of the issues in this regard can be illustrated in the
context of Example 28 of the Temporary Regulations.
A.

Description of Example 28

Example 28 presents a situation where the safe harbor test is not satisfied. In the
example, A and B form AB, an entity treated as a partnership for U.S. tax purposes. AB operates
business M in country X. Country X imposes a 20% tax on net income from business M, which
tax is a creditable foreign tax. In year 1, AB earns $300 of gross income, has deductible
expenses exclusive of foreign taxes of $100 and pays or accrues $40 of country X tax. Pursuant
to the partnership agreement, the first $100 of gross income each year is allocated to A as a
return on excess capital contributed by A. All remaining partnership items, including creditable
foreign taxes, are split equally between A and B. The example assumes that the gross income
allocation is not deductible for country X purposes. Therefore, for foreign tax purposes AB has
$200 of net income ($300 gross income less $100 of deductible expense) and pays $40 of
44

Compare the exceptions for certain transfers in Treas. Reg. § 1.7704-l(e).
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country X income tax. While not explicit, the example seems to assume that net income is the
same for both U.S. and country X tax purposes.
Under the partnership agreement, A is allocated $150 of income ($100
attributable to the gross income allocation plus 50% of the remaining net income) and B is
allocated $50 of income. Foreign tax credits are to be allocated based on the 50/50 split, which
corresponds to the 50/50 residual profit sharing ratio that applies after the priority distribution to
A.
The example concludes that the allocation of foreign tax credits does not satisfy
the safe harbor. Under the safe harbor, the distributive shares of income to which the country X
taxes relate are $150 for A and $50 for B. The allocation of $20 of country X taxes to each of A
and B is not in proportion to the allocation of the income to which the country X taxes relates
(which, under the rule as we understand it (see part VI.C above) would require that A be
allocated $30 of the taxes and B $10), and therefore the safe harbor rule is not satisfied.
B.

Considerations Relevant to Treatment of Preferred Payments

We first address whether the features of preferential payments involve
considerations that may call for the same or a different result than for allocations generally.
Under prior law, the consensus view was that CFTEs never were allocated to, e.g., gross income
payments in large part because of the inherent inconsistency of allocating an expenditure to a
party entitled to a gross income amount. We appreciate that considerations such as those
discussed in part V hereof argue in favor of a change to the allocation rules for CFTEs generally,
and for that change to be effective it should be more rather than less comprehensive.
Against this backdrop, we note that payments in respect of invested funds in a
partnership may be grouped into five categories: (i) interest on debt, (ii) guaranteed payments,
(iii) gross income allocations, (iv) net income preferential allocations and (v) residual income
allocations. In theory, CFTEs could be separated from any of these income streams.
The distinguishing factors that seem relevant to whether federal income tax law
should treat an investor in a partnership as entitled to a share of the CFTEs paid by the
partnership would seem to include in the first instance whether the investor is considered an
owner (i.e., partner) under U.S. tax principles. The statutory reference to "distributive share"
countenances equity ownership under U.S. tax principles. A second factor would be the extent to
which one type of payment may, without significant effect on the commercial arrangement, be
substituted for another, thus giving rise to electivity of tax consequences A third consideration
may be the deductibility of the payment under local law, since if the payment is deductible under
foreign law the payment would reduce the amount of the foreign tax base and the CFTEs of the
partnership and in that sense might be viewed as analogous to income that is exempt under the
foreign law. A fourth factor would be avoiding unnecessary interference with common
commercial arrangements, including the fact that, if entitlement to the preferential payment is
based on a capital account, an allocation of CFTEs to the party entitled to the preferential
payment would reduce the party's capital account below the amount needed to meet the
economic expectations. See part VII.F below.
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Looking at the five income categories above in light of these factors, at one
extreme is interest on debt. Debt allows for separation of income, but it clearly is not an
ownership interest (and thus allocations to it would be statutorily foreclosed), and it generally
reduces the foreign tax base (at least one may assume it does since there would be an incentive to
structure it to do so). At the other extreme is a residual income allocation.
Between these extremes is first, a preferential allocation of net income. Arguing
that that should be treated like a residual allocation is the ownership factor, the ability to separate
income from the credit and to some extent (depending on the predictability of the income stream)
the electivity factor. On the other hand, the interference with commercial arrangements and
difficulties created in reconciling the results with capital maintenance requirements and with the
economic arrangements of the parties would support not allocating credits to a preferential net
income allocation (as would the current definition of PIP, which looks to the "economic" impact
of the allocation).
We note that the fine distinctions and unlimited number of variations between
preferential net income allocations and non-preferential net income allocations make a difference
in treatment of net income based on an allocation's preference ill-advised. Cascading tiers of
preferences followed by a split of residual income are very common. Further, since a net income
allocation would carry with it a proportionate share of all other expenditures, it would be
questionable in any event why it would not carry with it CFTEs.
At the same time, however, if there is relative certainty of partnership income
sufficient to satisfy a priority net income allocation (as often would be the case), then a
preferential return based on net income is economically similar to a gross income allocation.
This would argue that net income allocations should not be treated differently than gross income
allocations, as such a distinction could invite unwarranted electivity. Arguing for consistent
treatment in the case of both gross and net allocations is that the distinctions between the
categories as a definitional matter are elusive, and the distinctions as a commercial matter are
often not robust. For similar reasons, as discussed at part VILE below, we reach a similar
conclusion for guaranteed payments.
Accordingly, we find strong reasons to support including preferential payments in
the distributive share ratio for purposes of the safe harbor, but believe that in practice the
resulting rule will engender difficult issues that should be addressed promptly. See part VII.F
below.
C.

Role of PIP for Preferential Payments

Example 28 does not indicate whether the allocation of foreign tax credits would
nevertheless be respected as in accordance with PIP. In fact, as indicated in part VI. A of this
report, the Temporary Regulations do not provide any guidance on the application of the PIP
standard beyond the fact of deemed compliance if the safe harbor conditions are met.
The statement in the Preamble, however, that an allocation that is not in
accordance with the safe harbor will be in accordance with PIP only in "unusual circumstances"
such as where there is "substantial certainty that the partners will deduct, rather than credit,
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foreign taxes" strongly implies that the allocation in Example 28 would not be in accordance
with PIP. We have noted in our earlier discussion of the PIP standard that the PIP test is applied
under the section 704(b) regulations as currently written by looking to how the burden of the tax
is borne. We have suggested that the Regulations should clarify the PIP rule in respect of
CFTEs, to provide that PIP for CFTE purposes is presumed to mean the safe harbor result, but
that another result could be shown in unusual (though not necessarily extraordinary) cases and in
cases in which, at the time, the allocation is agreed upon, no significant federal income tax
reduction is reasonably anticipated to result from the allocation. We believe that this standard
generally should also apply for preferential payments. A consistent approach as adopted in the
Temporary Regulations has the merits of simplicity and of consistency with the general approach
towards the foreign tax credit regime and, while it departs to the greatest extent from
conventional partnership allocation rules and will affect commercial relationships, we believe on
balance that the same approach should be adopted for both preferential payments as well as
nonpreferential payments.
We note that the safe harbor rule as applied in the context of Example 28 will in
certain circumstances result in taxpayers availing themselves of credits in respect of gross
income payments received by U.S. taxpayers while also claiming the same credits in a foreign
jurisdiction that also relieves double taxation using a credit system. We assume that this
necessary consequence of the safe harbor rule is understood and accepted as an appropriate
result.
D.

Preferential Payment Deductible under Foreign Law

The facts of Example 28 specify that the gross income allocation addressed is not
deductible by AB under the law of Country X.
Suppose instead that the gross income allocation to A were deductible by AB in
Country X. In that case, at the partnership level there would be only $100 of net income in
Country X and only $20 of creditable foreign taxes. If the formal requirements for the safe
harbor are met, the question would be whether the allocation of the CFTEs entirely to the
residual interests on a 50/50 basis would be deemed to satisfy the safe harbor on the basis that
the "partners' distributive shares of income ... to which the creditable foreign tax relates" is
properly deemed only the residual shares, or whether the CFTEs must be allocated 2/3 to A and
1/3 to B, in proportion to overall distributive shares of income.
Under the Temporary Regulations, which refer to the section 1.904-6(a)
regulations, the foreign taxes would relate to income included in the "base" upon which they are
imposed. The section 1.904-6(a) regulations indicate that the base in question is the gross
income under foreign law net of the deductions recognized for foreign law purposes. Which
persons are "partners" and have "distributive shares of income" (a U.S. concept) included in such
base, however, is determined under U.S. law.
Our members are split concerning whether a distinction should be drawn between
preferential payments that are deductible under foreign law and those that are not. Many believe
such a distinction can be drawn by analogy from the rule in section 1.904-6(a) that income that is
exempt under the foreign law (or otherwise is subject to a different rate of tax) is treated as in a
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separate tax base from other income. Although, unlike exempt income, a preferential payment is
not an item of income derived by the entity, the treatment for purposes of the Regulations
arguably can be based on that rule by analogy. A second reason in support of this view is that,
because the issuing entity has reduced its foreign tax base through the issuance of the instrument,
the instrument is in effect neutral from a foreign tax credit perspective and hence the instrument
should be analogized to debt; and the creation of separate pools of non-tax-burdened income, as
opposed to tax-burdened income, is no different than in the case of debt. A third reason that may
be noted is that the arbitrage possibility that can result where a gross income preferential
payment is held by a U.S. taxpayer and the residual instrument is held in a credit jurisdiction that
does not allocate credits to the preferential payment may be of somewhat greater concern if the
instrument is deductible under foreign law.
Those members who believe that foreign law deductibility should not matter per
se note that the calculation of the net income derived by an entity or business unit (tax base) is an
entirely different concept than the treatment of a payment by an entity or business unit. The
former issue, addressed in section 1.904-6(a) and illustrated by Example 26, deals with the
foreign tax treatment of different types of income derived by the partnership, which includes
whether the resulting tax base or bases are larger or smaller depending upon whether payments
are deductible but would not look to a particular payment/payee (as opposed to receipt) for
classifying the tax base. While the deductibility affects the amount of the tax base and the
amount of the related foreign tax, members of this view would not consider that fact to give rise
to a separate "zero" tax base for the payment itself, and believe that such an approach confuses
the intended scope of the relevance of foreign law (determination of foreign tax imposed on the
foreign net income base) with the role reserved for federal income tax laws (identification of the
distributee of that income). In the same vein, consistency with the use of distributive shares
rather than foreign net income for proration under the safe harbor (see part VI.C above) would
argue that foreign law deductibility not be taken into account.
Further, unless the payment were treated as a guaranteed payment for U.S. tax
purposes (and depending on the source and separate limitation category of a guaranteed payment,
perhaps even in such case), income determined for federal income tax and, specifically, section
904 purposes would be separated from the remaining tax if the preferential allocation were not
allocated part of the CFTEs. Disregarding the deductibility of the payment under foreign law
would be consistent with the objective of moving away from focusing on the burden of the tax
and instead seeking to minimize the separation of foreign tax from related foreign source income
taken into account for section 904 purposes and so achieve a uniform effective foreign tax rate
on the income from a partnership.
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Other arguments that may be made that foreign law deductibility should not matter include that whether a
preferential payment is deductible or not under foreign law should have no more relevance for U.S. tax
purposes than if a debt instrument under local law were treated as equity for U.S. tax purposes. By
analogy, if a corporate rather than partnership issuer were involved, there would be no question that a
hybrid instrument treated as equity for federal income tax purposes would attract CFTEs (assuming the
holder met the 10% voting threshold under section 902). While there may result arbitrage possibilities, a
contrary rule would have arbitrage possibilities, and the U.S. tax system has understandable interests in
having its own rules applied to characterize the nature of instruments held by its taxpayers. In addition, if
entitlement to a share of underlying foreign tax credits at all (not just the amount of the credits based on the
total foreign taxes paid or accrued for the period) depended on the foreign law deductibility of a payment
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E.

Guaranteed Payments for the Use of Capital

Example 28 also raises the question whether the result should be the same if A
had received guaranteed payments for the use of capital46 rather than a gross income allocation.
The Temporary Regulations are silent as to the treatment of guaranteed payments,
and we understand that that was intentional and that a neutral stance was intended. The
Temporary Regulations, however, may be read to suggest that there are different rules for
allocations of distributive shares of net or gross income, on the one hand, and guaranteed
payments, on the other hand.
The safe harbor in the Temporary Regulations provides that foreign tax credits are
generally to be allocated in proportion to the partners' "distributive shares of income."
Guaranteed payments are defined in section 707(c) as payments made by a partnership to a
partner for services or for the use of capital to the extent determined without regard to
partnership income. For purposes of sections 61 (a) and 162(a), these payments do not represent
a distributive share of partnership income, but rather give rise to a partnership deduction and
ordinary income to the recipient partner when paid or accrued by the partnership.47 For other
purposes, guaranteed payments are treated as a "distributive share," but of "ordinary income"48
(which would not necessarily bear any relationship, in amount or classification, to the actual
income, if any, of the partnership).49 Exactly how these somewhat inconsistent rules are to be
applied in various contexts is the subject of a great deal of uncertainty.50
If the gross income allocation to A in Example 28 had instead been structured as a
guaranteed payment, the $100 payment to A would be treated as a deductible payment under
section 162(a) and each of A and B would have a $50 distributive share of the $100 of bottom
line partnership income. If the guaranteed payment is not treated as a distributive share of
partnership income that would draw with it an allocation of foreign tax credits, the allocation of
credits on a 50/50 basis between A and B presumably would fall within the protection of the safe
harbor.
(including the effect of possibly subjectively applied thin capitalization rules, earnings stripping limitations
that may depend on income, capital cost capitalization requirements, horse-trading in tax audits, and so
forth), not only would administrative and compliance difficulties necessarily present under section 905 be
amplified but uncertainty would be injected into commercial relationships given the "all or nothing" nature
of the issue.
46

We note that guaranteed payments for services raise other issues, including different source of income
issues, and are beyond the scope of this report.

47

IRC §707(c); Treas. Reg. §1.707-1 (c).

48

Treas. Reg. §1.707-l(c).

49

In fact, a principal reason for the guaranteed payment provision was to deal with situations in which the
partnership does not have income sufficient to meet the payment.

50

For a discussion of this issue see, e.g., L. Steinberg, "Fun and Games with Guaranteed Payments, 57 Tax
Lawyer 533 (2004). A complete discussion of the issues surrounding guaranteed payments is beyond the
scope of this report.
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In analyzing the proper treatment of a guaranteed payment for purposes of the
Regulations, it is worth pausing at the threshold question of what makes a payment a guaranteed
payment? Broadly speaking, a guaranteed payment is a payment, not in respect of a debt
obligation, which is determined without regard to income of the partnership. Amounts paid out
of net income or even gross income may not necessarily be considered guaranteed, even if they
would be payable out of capital or borrowed funds if the partnership had not had sufficient net or
gross income. See, e.g., Treas. Reg. §1.707-l(c), Ex. (2). If guaranteed payments would be
defined to be only amounts paid out of capital or borrowed funds (or even out of gross income in
circumstances where the partnership does not have net income), then it often would make no
difference how they would be treated for purposes of the Regulations, since, to the extent there is
no net income under foreign law (as well as U.S. law) there would be no related CFTEs.
Stated differently, the main practical significance of the guaranteed payment
classification for purposes of allocating CFTEs is if and to the extent that the partnership has a
corresponding amount of net income under foreign law (giving rise to CFTEs) and the definition
of guaranteed payment is broad enough to encompass the payment. Under such circumstances,
treating a guaranteed payment in the same manner as a gross income payment for purposes of the
Regulations would have the benefit of consistency.
Regardless of the precise definition of a guaranteed payment, from an economic
perspective, in many cases, gross income allocations and guaranteed payments are very similar.
Guaranteed payments, as well as gross income allocations for the use of capital have on the one
hand, in common with interest payments on a loan, the right to be paid regardless of net income,
yet on the other hand, no acceleration rights and often no maturity date. Leaving aside the
question of the source and separate limitation category of guaranteed payments, we are not aware
of a policy reason to distinguish between gross income allocations and guaranteed payments for
purposes of the Regulations.51 Whatever the policies guiding the guaranteed payment regime for
subchapter K purposes, we do not believe they bear upon the policies relevant to allocating
CFTEs. Further, absent consistent treatment, taxpayers may be able to elect the desired
treatment for purposes of CFTE allocations depending on whether a payment is written as a
guaranteed payment or not.52 Moreover, given the confusion as to when a preferential payment
in fact is a guaranteed payment, consistent treatment will enhance simplicity and minimize
confusion and traps for the unwary.
In order for the objective of consistency to have force, as well as for CFTEs
(which may be in various section 904(d) separate limitation categories) allocated to a guaranteed
payment to be creditable, however, the foreign source and separate limitation category character
of the partnership's income would have to flow through to the payee of a guaranteed payment in
51

While taxpayers are permitted to choose between structuring a payment from, e.g., an investment
partnership as a guaranteed payment (ordinary income) or gross income allocation (capital gain if the
underlying income is capital gains), that dichotomy is established in the statute and regulations and clearly
contemplated by Congress.

52

Taxpayers may in appropriate circumstances be able to treat guaranteed payments as being foreign source
income in the desired separate limitation category even if not consisting of a distributive share. On the
other hand, the income may be an interest equivalent for subpart F income purposes but not qualify for the
"same country" exce ption, thus reducing the range of electivity.
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the same manner and to the same extent as for any distributive share of gross income (to the
extent of available gross income). We recognize that this would represent a fundamental
departure from the traditional view of a guaranteed payment. The fact that the payment is
deductible for federal income tax purposes and accordingly reduces the distributive shares of
income items of the partnership suggests that the payment itself not be considered a distributive
share. While we acknowledge that there would be some technical discontinuity created between
the traditional concept of guaranteed payment and our recommended approach, on balance we
believe that the objectives of uniform treatment of preferential payments and allocating CFTEs
to all income to which they relate under the foreign law may warrant a rule that allocates to a
guaranteed payment, at least if it is not deductible under the foreign law (see part VII.D above), a
distributive share of foreign source income in the relevant separate limitation categories to the
same extent as would be the case if the payment were a gross income payment.
For the foregoing reasons, we suggest that the Service provide consistent
treatment for gross income allocations and guaranteed payments under the Regulations as well as
for source and section 904(d) purposes, at least where such payments are not also deductible
under foreign law.
F.

Effect on Existing Arrangements/Effect of Adjustments

In light of the Temporary Regulations, the transition rule for non-related party
situations and the ability to amend partnership agreements on a limited retroactive basis under
section 761(c), parties in theory will be able to take the safe harbor into account in their
agreements on a going forward basis and make such other adjustments to their agreement as may
be appropriate. Nevertheless, not all partnerships will reflect the safe harbor in their agreements
,whether because the safe harbor is inconsistent with the parties' commercial arrangements, or
out of a belief that the PIP test can be met, or simply due to inadequate advice. If they do
attempt to incorporate the safe harbor rule, it is unclear how other provisions of the agreement
would be affected. The same question would arise if the CFTEs are reallocated as the result of
an adjustment by the Service. We illustrate this in the context of Example 28.
Assume that capital accounts had been maintained in accordance with the section
1.704-l(b)(2)(iv) capital account safe harbor, which would be required in order to rely on the
safe harbor under the Temporary Regulations. The capital account balances (looking only to the
transactions described in Example 28) would have been 130 and 30. If the CFTEs are adjusted
to meet the safe harbor, without more, these balances instead would be 120 and 40, reflecting the
fact that A would be allocated 30 rather than 20 of the CFTEs, and B would be allocated 10
rather than 20 of the CFTEs. Under our example's assumption that the parties follow adjusted
capital account balances in determining liquidating distributions, A's ultimate liquidating
distribution would be 10 less and B's would be 10 more than the parties bargained for. At the
same time, A would receive the benefit of a credit (or deduction) of 10 more CFTEs than
bargained for, and B would receive the benefit of 10 less. A's outside tax basis would be 10 less
and B's would be 10 more. Accordingly, disregarding the timing of liquidating distributions
versus current usability of the foreign tax credit, A would be whole only to the extent that it
actually could use the credit.
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If, instead, the parties to such agreement used "forcing allocations" (allocations of
items as necessary to reach the intended ending capital account balances), the capital accounts
would be in the right amounts. However, the additional allocation would have to be taken into
account for determining the distributive shares (requiring the reallocated credit in turn to be
readjusted)53 or, if not taken into account, the safe harbor formula would be applied in an inexact
way.
If, on the same facts, the effect of a reallocation of CFTEs to match the approach
of the Temporary Regulations were not taken into account by the parties in determining
liquidating distributions (e.g., if the partnership agreement generally relies on PIP rather than
capital accounts, or the adjustment occurs on audit), then A would receive the potential benefit of
10 additional credit, and have 10 less outside tax basis, and B the reverse.
The foregoing points up several questions. First, is it intended that, where
partnership agreements include a capital account that is used in accordance with the section
704(b) regulations to produce allocations for tax and commercial purposes having economic
effect (as required to rely on the safe harbor), there be correlative adjustments made to conform
the section 704(b) capital accounts that would result from a reallocation of the CFTEs to the
capital accounts that had been anticipated for commercial purposes and if so, what is the effect
on the safe harbor ratio in the Temporary Regulations?54 Second, if the agreement of the parties
envisions such allocations (e.g., if forcing allocations are used), how should these allocations
interact with the safe harbor ratio? Third, if the CFTE adjustment is disregarded by the parties in
determining liquidating distributions which, if any, correlative adjustments are appropriate or
required?
We believe that these questions, for which the Temporary Regulations offer no
guidance, should be addressed promptly. The issues are not simple.
We note that a way in which the allocations, capital accounts and earnings and
profits accounts could be dealt with consistently would be to allocate all items for a period
(including CFTEs) in the same ratio as the capital account adjustments intended by the parties
for such period (i.e., a "forced allocation" approach). For example, in Example 28 the capital
account adjustments anticipated for the year would be 130 for A and 30 for B. Accordingly, the
300 gross income, 100 deductions and 40 CFTE all would be allocated in the ratio of 130:30.
53

For example, A is viewed for safe harbor purposes as being entitled to net foreign source income of 150
and B to 50, then deeming 10 of, e.g., gross income to be reallocated for tax purposes from B to A to
restore A's capital account would, if taken into account for purposes of the safe harbor ratio, result in
something more than 10 of CFTEs being required to be reallocated to A.
The divergence of section 1.704-l(b)(2)(iv) capital accounts from the accounts anticipated commercially
could also arise under the law prior to the Temporary Regulations if CFTEs were reallocated. It likewise
could arise from, e.g., a reallocation of depreciation deductions under circumstances in which the original
allocation has economic effect within the meaning of section 1.704-l(b)(2)(ii)(b) or (d) but the economic
effect is not substantial because there is a strong likelihood that the present-value after-tax consequences of
no partner will be substantially diminished as compared with in the absence of the allocation. Under those
circumstances, the depreciation would be reallocated to a partner even though the result may be a deviation
of the section 1.704-l(b)(2)(iv) capital accounts from those anticipated.
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The effect of course would be to change the allocations expected by the parties and the allocation
of CFTEs initially called for by the Temporary Regulations. The allocations and capital account
balances, however, would be internally correct.
A simpler, though arguably unorthodox, alternative seems possible. In order to
preserve the allocations of items other than CFTEs as intended by the parties and apply the safe
harbor formula as written, the Temporary Regulations could be revised to provide that, in the
context of adjustment of partnership allocations (whether by taxpayers or the Service) to reflect
the safe harbor, foreign tax credits rather than CFTEs would be adjusted, perhaps unless
otherwise elected by the parties.55 The effect of such a rule would be that CFTEs themselves
would not be reallocated and hence the adjustment would have no effect on capital accounts,
earnings and profits or outside basis. Such an approach would leave the partners' pretax
arrangement intact, but would result more clearly in a potential tax windfall to a party benefiting
from the reallocation of credits.

55

While CFTEs may be deducted rather than credited, we believe that, if a CFTE has been deducted by a
partner, that CFTE should be deemed to satisfy PIP and not be the subject of potential reallocation.
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