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Temporary and Proposed Regulations Issued
Addressing Allocation of Creditable Foreign
Tax Expenditures by a Partnership to its
Partners
On February 4, 2016, the Treasury Department (“Treasury”) and the IRS
published temporary regulations (T.D. 9748, “the Temporary Regulations”)
modifying the rules applicable to the allocation by a partnership of creditable
foreign tax expenditures (CFTEs) that are paid or accrued by the partnership or
the partnership’s wholly owned disregarded entity. These regulations are effective
immediately. On the same day, the Treasury and the IRS published proposed
regulations (REG-100861-15) containing the same text as the Temporary
Regulations and requested comment.
The Temporary regulations will affect partnerships that pay or accrue creditable
foreign tax expenditures and their partners. Taxpayers are more likely to be
affected by the Temporary Regulations if, in addition to paying or accruing foreign
tax costs, they: (i) have partners with section 743 adjustments, (ii) make
guaranteed payments or special allocations of gross income, or (iii) make
disregarded payments between branches that affect the economic returns to the
partners differently.

Background
Generally, allocations of CFTEs do not have substantial economic effect and
must be allocated in accordance with the partners’ interests in the partnership.
However, Treas. Reg. §1.704-1(b)(4)(viii) provides a safe harbor under which
CFTE allocations are deemed to be in accordance with the partners’ interests in
the partnership.
Under the current regulations, in order to apply the safe harbor, a partnership
must:
(i)
(ii)
(iii)
(iv)

determine the partnership’s “CFTE categories”;
determine the partnership’s net income in each CFTE category;
allocate the partnership’s CFTEs to each category; and
allocate the CFTEs in proportion to the distributive shares of income in the

CFTE category.
Treas. Reg. §1.704-1(b)(4)(viii)(c)(2) requires a partnership to assign its income
to activities and provides for the grouping of a partnership’s activities into one or
more CFTE categories based, generally, on whether net income from the
activities is allocated to partners in the same sharing ratios.

The Temporary Regulations
The Temporary Regulations modify the existing safe harbor rule under Treas.
Reg. §1.704-1(b)(4)(viii) regarding when a partnership’s allocation of CFTEs
should be respected for U.S. federal income tax purposes.
In general, and as described more fully below, the Temporary Regulations make,
among others, the following modifications:
•

Include provisions requiring the tracing of gross basis withholding taxes to the
income on which such tax was imposed;

•

Provide that a transferee partner’s section 743(b) adjustment should not be
taken into account in allocating CFTEs;

Address the treatment of guaranteed payments, gross income allocations, and
other preferential allocations.
Disregarded inter-branch payments
Under the current regulations, only items of gross income recognized for U.S.
income tax purposes are taken into account to determine net income attributable
to any activity of a branch.
The Temporary Regulations include examples illustrating that inter-branch
payments (disregarded for U.S. federal income tax purposes) do not move gross
income from one “activity” to another, and by extension are generally not taken
into account in determining the net income in a CFTE category. However, the
Temporary Regulations do not modify the current provisions, which provide that if
a partnership elects to allocate income attributable to a disregarded inter-branch
payment differently from the allocation of other items attributable to the activity of
the branch, the special allocation may result in the subdivision of the branch’s
activity into “divisible parts.” The subdivision of an activity into divisible parts
generally splits an activity into different CFTE categories and allows a partnership
to trace CFTEs to the disregarded payment that was subject to local country tax.
Withholding taxes
The Temporary Regulations contain two new examples (Example 36 and
Example 37) that provide guidance on the allocation of foreign withholding taxes
under the CFTE safe harbor. The examples illustrate situations in which grossbasis withholding taxes are imposed on disregarded inter-branch payments and
generally require that the gross basis withholding tax be traced to the income on
which that tax was imposed.
Effect of section 743 adjustments
Certain transfers of partnership interests result in a “section 743(b) adjustment,”
which is an adjustment to the basis of partnership property with respect to the

transferee partner. Adjustments under section 743(b) generally arise upon a
transfer of an interest (i) in a partnership having a section 754 election in effect or
(ii) in a partnership with a “substantial built-in loss” (under section 743(d)) in its
property. Adjustments to the basis of partnership property under section 743(b)
are made only with respect to the transferee partner, and are therefore not shared
by all partners.
The Temporary Regulations provide that, for purposes of computing a
partnership’s net income in a CFTE category, the partnership determines its items
without regard to any section 743(b) adjustments that its partners may have to the
basis of property of the partnership.
Guaranteed payments, gross income allocations, and other preferential
allocations
The current regulations contain special rules that adjust net income in a CFTE
category for certain preferred allocations and guaranteed payments based on the
treatment of those items under foreign tax law. For example, where a guaranteed
payment is deductible for U.S. tax purposes, but not foreign tax purposes (“nondeductible guaranteed payment”), the net income in the CFTE category is
increased to ensure a more appropriate matching of CFTEs and the income to
which they relate. Under the current regulations, net income in a CFTE category
from which a non-deductible guaranteed payment is made will be increased by
the amount of the guaranteed payment; and that amount will be treated as an
allocation to the recipient of the guaranteed payment for purposes of determining
the partners’ shares of income in the CFTE category.
The Temporary Regulations amend this rule so that it applies solely for purposes
of testing allocations of CFTEs attributable to the foreign jurisdiction that does not
allow a deduction for the guaranteed payment. However, for purposes of testing
allocations of CFTEs attributable to a foreign jurisdiction that does allow a
deduction for the guaranteed payment, a partnership’s net income in a CFTE
category is not increased by the amount of the guaranteed payment. This could
arise, for example, when partnership income in the same CFTE category is
subject to net-basis tax in country X as well as withholding tax imposed by
country Y and where country X, but not country Y, treats the partnership’s
guaranteed payment as deductible. In these situations, the CFTEs attributable to
country X tax and country Y tax are analyzed separately. (See Example 25).
Similar rules apply to gross income and other preferential allocations.
Non-substantive clarifications and changes
The Temporary Regulations make a number of non-substantive clarifications to
the current regulations and change some existing terminology. For instance, the
phrase “CFTE category share of income” is adopted in place of the former
references to “distributive share of income.”
The Temporary Regulations also reorganize the current regulations to some
extent and provide an introductory paragraph at Temp. Treas. Reg. §1.7041T(b)(4)(viii)(c)(3)(i) that describes the steps for computing a partnership’s net
income in a CFTE category.

Effective Date
The provisions of the Temporary Regulations generally are effective for
partnership taxable years that begin on or after January 1, 2016, and end after
February 4, 2016. For certain partnerships whose agreements were entered into

prior to February 14, 2012 that fall within the scope of these rules, the Temporary
Regulations modify the availability of a transition rule that was in effect following a
prior amendment to these regulations in 2011.
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