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SUMMARY: This document contains proposed regulations that provide guidance
relating to the determination of the foreign tax credit under the Internal Revenue Code
(the “Code”). The guidance relates to changes made to the applicable law by the Tax
Cuts and Jobs Act (the “Act”), which was enacted on December 22, 2017. Guidance on
other foreign tax credit issues, including in relation to pre-Act statutory amendments, is
also included in this document. The proposed regulations provide guidance needed to
comply with statutory changes and affect individuals and corporations claiming foreign
tax credits.

DATES: Written or electronic comments and requests for a public hearing must be

received by [INSERT DATE 60 DAYS AFTER DATE OF PUBLICATION IN THE

FEDERAL REGISTER].




ADDRESSES: Send submissions to CC:PA:LPD:PR (REG-105600-18), room 5203,
Internal Revenue Service, PO Box 7604, Ben Franklin Station, Washington, DC 20224.
Submissions may be hand delivered Monday through Friday between the hours of 8
a.m. and 4 p.m. to CC:PA:LPD:PR (REG-105600-18), Courier's desk, Internal Revenue
Service, 1111 Constitution Avenue, NW., Washington, DC 20044, or sent electronically,

via the Federal eRulemaking Portal at www.regulations.gov (indicate IRS and REG-

105600-18).
FOR FURTHER INFORMATION CONTACT: Concerning the proposed regulations
under 881.861-8 through 1.861-13, 1.861-17, and 1.904(b)-3, Jeffrey P. Cowan, (202)
317-4924; concerning the proposed regulations under 881.901(j))-1, 1.904-1 through
1.904-6, 1.904(f)-12, and 1.954-1, Jeffrey L. Parry, (202) 317-4916, and Larry R.
Pounders, (202) 317-5465; concerning 881.78-1 and 1.960-1 through 1.960-7, Suzanne
M. Walsh, (202) 317-4908; concerning §81.965-5 and 1.965-7, Karen J. Cate, (202)
317-4667; concerning submissions of comments and requests for a public hearing,
Regina Johnson, (202) 317-6901 (not toll-free numbers).
SUPPLEMENTARY INFORMATION:
Background

The Act made several significant changes to the Internal Revenue Code with
respect to the foreign tax credit rules and related rules for allocating and apportioning
expenses for purposes of determining the foreign tax credit limitation. In particular, the
Act repealed the fair market value method of asset valuation for purposes of allocating

and apportioning interest expense under section 864(e)(2), added section 904(b)(4),
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added two foreign tax credit limitation categories in section 904(d), amended section
960(a) through (c), added section 960(d) through (f), and repealed section 902 along
with making other conforming changes. The Act also added section 951A, which
requires a United States shareholder of a controlled foreign corporation (“CFC”) to
include certain amounts inincome (a “global intangible low-taxed income inclusion” or
“GILTI inclusion”).

This document contains proposed regulations (the “proposed regulations”)
addressing (1) the allocation and apportionment of deductions under sections 861
through 865 and adjustments to the foreign tax credit limitation under section 904(b)(4);
(2) transition rules for overall foreign loss, separate limitation loss, and overall domestic
loss accounts under section 904(f) and (g), and for the carryover and carryback of
unused foreign taxes under section 904(c); (3) the addition of separate categories under
section 904(d) and other necessary updates to the regulations under section 904,
including revisions to the look-through rules and other updates to reflect pre-Act
statutory amendments; (4) the calculation of the exception from subpart F income for
high-taxed income under section 954(b)(4); (5) the determination of deemed paid
credits under section 960 and the gross up under section 78; and (6) the application of
the election under section 965(n).

Explanation of Provisions

I. Allocation and Apportionment of Deductions and the Calculation of Taxable Income
for Purposes of Section 904(a)




The foreign tax credit limitation under section 904 is determined, in part, based
on a taxpayer’s taxable income from sources without the United States. Regulations
under sections 861 through 865 provide rules for allocating and apportioning deductions
to determine, among other things, a taxpayer’'s taxable income from sources without the
United States for purposes of applying section 904. Section 904(b)(4) makes certain
adjustments to both the taxpayer’s taxable income from sources without the United
States and the taxpayer’s entire taxable income for purposes of computing the
applicable foreign tax credit limitation. Proposed §881.861-8 through 1.861-13 and
1.861-17 amend existing regulations to clarify how deductions are allocated and
apportioned in general, and provide new rules to account for the specific changes made
to sections 864(e) and 904 by the Act. Proposed 81.904(b)-3 provides rules regarding
the application of section 904(b)(4) for purposes of determining a taxpayer’s foreign tax
credit limitation.

The Department of the Treasury (“Treasury Department”) and the Internal
Revenue Service (“IRS”) have received comments suggesting that section 951A, in
combination with section 904(d)(1)(A) (the “section 951A category”), was intended to
provide that the income of a United States shareholder derived through the CFC would
be subject to additional U.S. tax if the foreign effective tax rate is below a particular rate,
and should be effectively exempt from U.S. tax if the foreign effective tax rate is at or
above that rate. These comments generally cite language in H.R. Rep. 115-466 (2017)
(the “Conference Report’) illustrating that no U.S. “residual tax” applies to foreign

earnings subject to a foreign effective tax rate of 13.125 percent or more.
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Allocated expenses may reduce the amount of section 951A category income
included in U.S. taxable income below the amount of the foreign base on which the CFC
paid at least a 13.125 percent foreign effective tax rate, with the effect that the United
States shareholder’s foreign taxes deemed paid may exceed the pre-credit U.S. tax on
its section 951A category income, resulting in excess credits that may not offset U.S.
tax on other income. This result flows from the fact that the foreign tax credit limitation
under section 904 is calculated with respect to the pre-credit U.S. tax on the
shareholder’s net foreign source taxable income in each separate category. The
comments nevertheless suggest that taxpayers’ inability to reduce U.S. tax on non-
section 951A category income (such as U.S. source income) with the excess credits is
tantamount to imposing U.S. “residual tax’ on section 951A category income, even
though the actual U.S. tax liability on that income, as reduced by foreign tax credits, is
zero. The comments suggest that in order to assure full utilization of foreign tax credits
associated with section 951A category income that is subject to a foreign effective tax
rate of 13.125 percent or greater, no expenses should be allocated and apportioned to
the section 951A category income.

The Treasury Department and the IRS have determined that the Act is not
consistent with this view of how the section 904 limitation should apply to the section
951A category. Congress added a new separate category under section 904(d)(1) for
amounts includible under section 951A and amended section 904(c) to disallow
carryovers of excess foreign tax credits in that category, but did not modify the existing

rules under section 904 or sections 861 through 865 to provide for special treatment of
5



expenses allocable to the section 951A category. Other provisions added in the Act are
inconsistent with the notion described by comments that Congress intended effectively
to exempt section 951A category income that was subject to a certain foreign effective
tax rate from U.S. tax, since those provisions may result in U.S. tax being imposed on
income derived through a CFC even if the foreign effective tax rate on the income
exceeds 13.125 percent. See, for example, sections 59A (limiting the benefits of foreign
tax credits) and 250(a)(2)(B)(ii) (limiting the deduction under section 250 in certain
cases). In addition, numerous provisions in the Code that were unamended by the Act
apply by their terms to section 951A category income, also indicating that Congress did
not intend to eliminate generally-applicable limitations on foreign tax credits associated
with foreign earnings of a CFC even if such earnings were subject to a certain foreign
effective tax rate. For example, the Act did not amend provisions that limit the
availability of foreign tax credits (such as sections 901(j), (k), (I), or (m)) or that reduce
(or increase) the foreign tax credit limitation in the section 951A category based on U.S.
or foreign losses in other separate categories or losses in other years (sections 904(f)
and (g)). These provisions apply to a GILTI inclusion and related taxes under section
960(d), and as applied the provisions are not consistent with the policy of determining
allowable foreign tax credits based solely on a CFC’s foreign effective tax rate because
they may reduce the amount of taxes that may be credited without regard to the foreign
effective tax rate of the CFC. The Act did, however, add section 904(b)(4)(B), which
disregards certain deductions other than those that are “properly allocable or

apportioned to” amounts includible under sections 951A(a) or 951(a)(1) and stock that
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produces amounts includible under section 951A(a) or 951(a)(1). This new provision
plainly contemplates that deductions will be allocated and apportioned to the section
951A category.

Accordingly, the proposed regulations generally apply the existing approach of
the expense allocation rules to determine taxable income in the section 951A category,
as well as the new foreign branch category described in section 904(d)(1)(B). However,
as discussed in Part LA of this Explanation of Provisions, the proposed regulations also
provide for exempt income and exempt asset treatment with respect to income in the
section 951A category that is offset by the deduction allowed under section 250(a)(1) for
inclusions under section 951A(a) and a corresponding percentage of the stock of CFCs
that generates such income. This will generally have the effect of reducing the amount
of expenses apportioned to the section 951A category.

The Treasury Department and the IRS recognize that in light of the significant
reduction in the corporate tax rate and the enactment of section 951A, the foreign tax
credit limitation and the related expense allocation rules will have a broader impact on
taxpayers than before the Act. In particular, although all U.S. taxpayers claiming foreign
tax credits were subject to the foreign tax credit limitation under section 904, many
taxpayers were not significantly affected by the limitation so long as the U.S. corporate
tax rate was higher than the effective foreign tax rate. In addition, the pre-Act deferral
system that taxed non-passive income earned through foreign subsidiaries (and allowed
deemed paid foreign tax credits) only upon repatriation allowed taxpayers to manage

their foreign tax credit limitation by timing repatriations. However, the Act’s reduction in
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the U.S. corporate tax rate, limitations on deferral, and introduction of a participation
exemption regime without deemed paid credits has limited the benefits of this type of
planning. The Treasury Department and the IRS welcome comments on the proposed
approach and anticipated impacts.

Many of the existing expense allocation rules have not been significantly
modified since 1988. Furthermore, for taxable years beginning after December 31,
2020, a worldwide affiliated group will be able to elect to allocate and apportion interest
expense on a worldwide basis. See section 864(f). The Treasury Department and the
IRS expect the implementation of section 864(f) will have a significant impact on the
effect of interest expense apportionment and will necessitate a reexamination of the
existing expense allocation rules.

Therefore, the Treasury Department and the IRS expect to reexamine the
existing approaches for allocating and apportioning expenses, including in particular the
apportionment of interest, research and experimentation (“R&E”), stewardship, and
general & administrative expenses, as well as to reexamine the “CFC netting rule” in
81.861-10(e). The Treasury Department and the IRS request comments with respect to
specific revisions to the regulations that should be made in connection with this review.

Part LA of this Explanation of Provisions describes proposed changes to the
rules addressing exempt income and assets, including the application of those rules in
the context of the deduction under section 250. Part I.B of this Explanation of
Provisions describes rules to address the allocation and apportionment of the deduction

under section 250 and clarifying changes to the allocation and apportionment of certain
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other deductions. Part I.C of this Explanation of Provisions describes a new rule
addressing loans to partnerships by certain partners and their affiliates. Part L.D of this
Explanation of Provisions describes a revision to the CFC netting rule. Part L.E of this
Explanation of Provisions describes rules for the valuation of assets, including stock, for
purposes of allocating and apportioning deductions. Part |.F of this Explanation of
Provisions describes rules for characterizing the stock of certain foreign corporations for
purposes of allocating and apportioning deductions. Part .G of this Explanation of
Provisions describes rules for certain elections relating to the allocation and
apportionment of R&E expenditures. Part LH of this Explanation of Provisions
describes rules for applying section 904(b)(4).

A. Changes and clarifications to definitions of exempt income and exempt asset

Section 864(e)(3) provides that, for purposes of allocating and apportioning any
deductible expense, any tax-exempt asset (and any income from the asset) is not taken
into account. Section 864(e)(3) also provides that a similar rule applies for the portion
of any dividend equal to the deduction allowable under section 243 or 245(a) with
respect to the dividend and the like portion of any stock the dividends on which would
be so deductible. Section 864(e)(3) was not modified by the Act.

The Treasury Department and the IRS are aware that some taxpayers have
taken the position that under 81.861-8T(d)(2)(ii) assets or income that are partially
exempt, excluded, or eliminated may be treated as entirely exempt. This interpretation
Is inconsistent with section 864(e)(3). The proposed regulations revise the definitions of

exempt income and exempt asset to clarify that income or assets are treated as exempt
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(or partially exempt) under section 864(e)(3) only to the extent that the income or the
income from the assets are, or are treated as, exempt, excluded, or eliminated.
Proposed 81.861-8(d)(2)(ii)(A).

New section 250(a)(1) allows a domestic corporate shareholder a deduction (the
“section 250 deduction”) equal to portions of its foreign-derived intangible income
(“FDIP), GILTI inclusion, and the amount treated as a dividend under section 78 that is
attributable to its GILTI inclusion. Because the section 250 deduction effectively
exempts a portion of certain income, the proposed regulations provide that for purposes
of applying the expense allocation and apportionment rules, the gross income offset by
the section 250 deduction is treated as exempt income, and the stock or other asset
giving rise to that income is treated as a partially exempt asset. See Senate Committee
on Finance, Explanation of the Bill, S. Prt. 115-20, at 376 n.1210 (November 22, 2017)
(“The Committee intends that the deduction allowed by new Code section 250 be
treated as exempting the deducted income from tax.”). This rule does not apply for
purposes of determining the amount of the foreign derived intangible income in applying
section 250 as the operative section. No inference is intended regarding whether the
section 250 deduction is treated as giving rise to exempt income or assets for any other
purpose of the Code other than for purposes of the allocation and apportionment of
deductions under §81.861-8 through 1.861-17.

Under proposed 81.861-8(d)(2)(ii)(C)(1), a portion of a domestic corporation’s
gross income that is FDII or results from a GILTI inclusion (and the corresponding

section 78 gross up) is treated as exempt income based on the amount of the section
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250 deduction allowed to the United States shareholder under section 250(a)(1).
Similarly, the value of a domestic corporation’s assets that produce FDIl or GILTI is
reduced to reflect the fact that the income from the assets is treated in part as exempt.
Proposed §1.861-8(d)(2)(ii)(C)(2).

The amount of the section 250 deduction used to determine the amount of gross
income that is exempt is reduced to the extent section 250(a)(2)(B) requires a reduction
to the amount of the deduction. Therefore, proposed 81.861-8(d)(2)(ii)(C) does not
apply to treat income or assets as exempt if the domestic corporation is not allowed a
deduction under section 250(a)(2), even though the domestic corporation may have
FDIl or a GILTI inclusion.

A special rule is provided in proposed 81.861-8(d)(2)(ii)(C)(2)(ii) to determine the
portion of CFC stock that gives rise to a GILTI inclusion that is treated as exempt. The
rule provides that a portion of CFC stock owned by a domestic corporation that is a
United States shareholder of the CFC is treated as exempt based on a fraction equal to
the amount of the section 250 deduction allowed to the domestic corporation under
section 250(a)(1)(B)(i) (taking into account the reduction, if any, required under section
250(a)(2)(B)(ii)), divided by the domestic corporation’s GILTI inclusion. In general, the
fraction is applied to the portion of the CFC stock that is treated as giving rise to a GILTI
inclusion and that is not assigned to a section 245A subgroup, as determined under the
rules in proposed 81.861-13. See Partl.F.1 and L.H of this Explanation of Provisions.
To the extent the domestic corporation is allowed a section 250 deduction for an

amount under section 250(a)(1)(B) (because the domestic corporation has a GILTI
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inclusion), the proposed regulations treat a portion of the stock of a CFC with respect to
which the domestic corporation is a United States shareholder as exempt even if the
CFC has a tested loss for the taxable year.

Section 245A(a) allows domestic corporate shareholders a deduction equal to
the foreign-source portion of dividends received from certain foreign corporations (the
“section 245A deduction”), subject to certain limitations described in section 246.
Although section 864(e)(3) contemplates that dividends described in sections 243 and
245(a) are treated similarly to exempt income to the extent of the deductions allowed
under those sections, section 864(e)(3) does not apply to the dividend income reduced
by the section 245A deduction. Instead, section 904(b)(4) provides for alternative
adjustments. See Part .H.2 of this Explanation of Provisions for a discussion of the
different approaches under section 864(e)(3) and 904(b)(4). Proposed 81.861-
8(d)(2)(iii)(C) clarifies that the section 245A deduction does not give rise to exempt
income. Similarly, no asset s treated as an exempt asset by reason of the section
245A deduction. Different treatment is provided under 8§1.861-8T(d)(2)(ii)(B) for
dividends received deductions under sections 243 and 245 because section 864(e)(3)
specifically provides that similar rules to the exempt asset and income rules apply to
those deductions.

Finally, the proposed regulations confirm in proposed 81.861-8(d)(2)(iv) that
earnings and profits excluded from income under section 959 (“previously taxed
earnings and profits”) do not result in any portion of the stock in a CFC being treated as

an exempt asset. Under 881.861-12 and 1.861-12T, stock in a CFC is characterized by
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reference to the income generated each year by the CFC’s assets. Previously taxed
earnings and profits are not a type of income that is generated during the taxable year
by a CFC’s assets; rather, the CFC’s assets, whether acquired with previously taxed or
non-previously taxed earnings and profits or with another source of funds, generate
income used to characterize the stock. For the avoidance of doubt, proposed 81.861-
8(d)(2)(iv) confirms that the fact that a CFC has previously taxed earnings and profits
does not result in any portion of the CFC’s stock being treated as an exempt asset
under section 864(e)(3).

B. Allocation and apportionment of foreign income taxes, the section 250 deduction,
and a distributive share of partnership deductions

Section 1.861-8(e) provides rules for allocating and apportioning certain
deductions. Section 1.861-8(e)(6) provides rules for the allocation and apportionment of
deductions for state, local, and foreign income, war profits and excess profits taxes. In
the case of deductions for foreign income, war profits and excess profits taxes, the
allocation and apportionment rules under 81.861-8(e) are intended to be consistent with
the principles of 81.904-6. The proposed regulations clarify this result by expressly
incorporating the principles of 81.904-6(a)(1)(i), (i), and (iv) in allocating and
apportioning taxes to the relevant statutory and residual groupings (and not just to
separate categories of income for purposes of determining the foreign tax credit
limitation).

The proposed regulations include rules for allocating and apportioning the

section 250 deduction. For these purposes, although the section 250 deduction is a
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single deduction that equals the sum of the amounts specified in section 250(a)(1)(A)
and (B), the proposed regulations provide separate rules with respect to (i) the portion
of the section 250 deduction for FDII and (ii) the portion of the section 250 deduction for
the GILTI inclusion and the amount of the section 78 gross up attributable to foreign
taxes deemed paid with respect to the GILTI inclusion. The amount of each portion of
the section 250 deduction to be allocated and apportioned takes into account any
reductions required under section 250(a)(2)(B).

Under proposed §1.861-8(e)(13), the portion of the section 250 deduction for
FDIl is treated as definitely related and allocable to the specific class of gross income
that is included in the taxpayer’'s foreign-derived deduction eligible income (as defined in
section 250(b)(4)). Although foreign-derived deduction eligible income is an amount net
of expenses, the class is determined based solely on the gross income that is used to
calculate foreign-derived deduction eligible income. In cases where the income is
allocated to a class that contains multiple categories under section 904(d) or U.S.
source income, the deduction is apportioned ratably based on the relative amounts of
gross income in the different income groupings.

Proposed 81.861-8(e)(14) provides a similar rule for the portion of the section
250 deduction allowed for the GILTI inclusion and the corresponding section 78 gross
up. In certain cases, gross income from the GILTI inclusion could be in a grouping
other than the grouping for section 951A category income (for example, because itis

U.S. source or passive category income). In such cases, the deduction for the GILTI
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inclusion and the section 78 gross up is apportioned ratably based on the relative
amounts of gross income in the different income groupings.

The proposed regulations also clarify the general rule for allocating and
apportioning a taxpayer’s distributive share of partnership deductions. Proposed
81.861-8(e)(15) provides that if a taxpayer is a partner in a partnership, the taxpayer’s
deductions that are allocated and apportioned include the taxpayer's distributive share
of the partnership’s deductions.

C. Special rule for specified partnership loans

The Treasury Department and the IRS are aware that certain loans made to a
partnership by a United States person, or a member of its affiliated group, that owns an
interest (directly or indirectly) in the partnership can result in a distortion in the
determination of the foreign tax credit limitation under section 904 when the same
person takes into account both a distributive share of the interest expense and the
interest income with respect to the same loan. This result occurs due to differences in
the rules that govern the source and separate category of the interest income and those
that govern the allocation and apportionment of interest expense. To prevent the
distortive effect of these differences, proposed §81.861-9(e)(8)(ii) generally provides that,
to the extent the lender in a specified partnership loan transaction takes into account
both interest expense and interest income with respect to the same loan, the interest
income is assigned to the same statutory and residual groupings as those groupings
from which the interest expense is deducted, as determined under the allocation and

apportionment rules in 881.861-9 through 1.861-13. Additionally, proposed 81.861-
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9(e)(8)(i) provides that, for purposes of applying the allocation and apportionment rules,
a portion of the loan is not taken into account as an asset of the lender based on the
ratio of the portion of the interest income included by the lender that is subject to this
matching rule to the total amount of interest income included by the lender with respect
to the loan in the taxable year. The proposed regulations include anti-avoidance rules
to extend these provisions to certain back-to-back loans or loans made through CFCs.
See proposed 81.861-9(e)(8)(iii) and (iv). The proposed regulations also apply the
specified partnership loan rules to transactions that are not loans but that give rise to
deductions that are allocated and apportioned in the same manner as interest expense
under §1.861-9T(b). Proposed §1.861-9(e)(8)(V).

D. Revision to CFC netting rule relating to hybrid debt

Section 1.861-10(e)(8)(vi) provides that for purposes of applying the CFC netting
rule of 81.861-10(e), certain related party hybrid debt is treated as related group
indebtedness, but the income derived from the hybrid debtis not treated as interest
income derived from related group indebtedness. As a result, no interest expense is
generally allocated to income from the hybrid debt, but the debt may nevertheless
increase the amount of allocable related group indebtedness for which a reduction in
assets is required under 81.861-10(e)(7). This has a distortive effect on the general
allocation and apportionment of other interest expense under §1.861-9. The proposed
regulations revise 81.861-10(e)(8)(vi) to provide that hybrid debtis not treated as
related group indebtedness for purposes of the CFC netting rule. Proposed 8§1.861-

10(e)(8)(vi) also provides that hybrid debtis not treated as related group indebtedness
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for purposes of determining the foreign base period ratio, which is based on the average
of related group debt-to-asset ratios in the five prior taxable years, even if the hybrid
debt was otherwise properly treated as related group indebtedness in a prior year. This
IS necessary to prevent distortions that would otherwise arise in comparing the ratio in a
year inwhich the hybrid debt was treated as related group indebtedness to the ratio in a
year inwhich the hybrid debtis not treated as related group indebtedness.

E. Valuation of assets for purposes of apportioning interest expense and other
deductions

1. Repeal of Fair Market Value Method and Transition Relief

Section 864(e)(2) requires taxpayers to apportion interest expense on the basis
of assets rather than income. Under the asset method, a taxpayer apportions interest
expense to the various statutory groupings based on the average total value of assets
within each grouping for the taxable year as determined under the asset valuation rules
of 81.861-9T(g). Before the Act, taxpayers could elect to determine the value of their
assets under the tax book value, alternative tax book value, or the fair market value
method, and were required to obtain the Commissioner's approval to switch from the
fair market value method to the tax book or alternative tax book value methods. See
81.861-8T(c)(2). In light of the Act’s repeal of the fair market value method for
apportioning interest for taxable years beginning after December 31, 2017, taxpayers
using the fair market value method must switch to the tax book or alternative tax book

value method for purposes of apportioning interest expense for the taxpayer’s first
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taxable year beginning after December 31, 2017. Proposed §81.861-8(c)(2) and 1.861-
9(i)(2) provide that the Commissioner’s approval is not required for this change.

For purposes of determining asset values, an average of values within each
statutory grouping is computed for the year on the basis of the values of assets at the
beginning and end of the year. See §81.861-9T(g)(2)(()(A). The Treasury Department
and the IRS understand that taxpayers previously using the fair market value method
may not have had an independent reason to calculate the adjusted tax basis of their
assets as of the beginning of their first post-2017 taxable year as required by the tax
book value and alternative tax book value methods. To provide transitional relief, the
proposed regulations provide in 81.861-9(g)(2)(i) that for the first taxable year beginning
after December 31, 2017, a taxpayer that had been using the fair market value method
may choose to determine asset values using an average of the end of the first quarter
and the year-end values of its assets, provided that all the members of an affiliated
group (as defined in 81.861-11T(d)) make the same choice and no substantial distortion
would result.

The amendments made to section 864(e)(2) by the Act repealed the fair market
value method only for purposes of allocating and apportioning interest expense.
Accordingly, the fair market value method and the rules in 81.861-9(h) remain
applicable for non-interest expenses that are properly apportioned on the basis of the
relative fair market values of assets.

2. Clarification of Rules for Adjusting Stock Basis in Nonaffiliated 10 percent Owned
Corporations for Earnings and Profits
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Under section 864(e)(4)(A) and 81.861-12(c)(2)(i)(A), for purposes of
apportioning expenses on the basis of the tax book value of assets, certain adjustments
are made to the adjusted basis of stock in a 10 percent owned corporation based on the
earnings and profits (or deficits in earnings and profits) of the corporation attributable to
the stock. The Treasury Department and the IRS are aware that some taxpayers have
taken the position that the adjustment to basis for earnings and profits under §1.861-
12T(c)(2) does not include previously taxed earnings and profits. This interpretation is
inconsistent with the text and purpose of section 864(e)(4) and §1.861-12(c)(2). The
adjustment under section 864(e)(4) is intended to better approximate the value of stock.
See Joint Committee on Tax'n, General Explanation of the Tax Reform Act of 1986
(P.L. 99-514) (May 4, 1987), JCS-10-87, at p.87. Whether or not certain earnings and
profits are reclassified from earnings described in section 959(c)(3) to previously taxed
earnings and profits has no bearing on the value of the stock. Therefore, the proposed
regulations confirm that previously taxed earnings and profits are taken into account for
purposes of the adjustment describedin 81.861-12(c)(2). In addition, the proposed
regulations clarify that the reference to the “rules of section 1248” in §1.861-
12T(c)(2)()(B) is intended to provide rules for determining the pro rata share of earnings
and profits attributable to the taxpayer's shares, and is not relevant to determining the
amount of the foreign corporation’s earnings and profits subject to the adjustment,

which is governed by the rules in sections 964(a) and 986. Proposed §1.861-

12(c))(1)(B)(2)-
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The Treasury Department and the IRS are also aware that taxpayers have
expressed uncertainty as to which values are used for averaging beginning and year-
end values in the case of 10 percent owned corporations whose stock basis is adjusted
under 81.861-12(c)(2) (including rules described in 81.861-12T(c)(2)), which, in general,
first eliminates any additions to basis on account of previously taxed earnings and
profits made under sections 961 and 1293(d), and then increases or decreases
adjusted basis by the shareholder’s pro rata share of total earnings and profits. The
proposed regulations clarify in proposed 81.861-9(g)(2)(i)(B) that the beginning and
end-of-year values of stock are determined without regard to any adjustments under
section 961(a) or 1293(d), and before making the adjustment for earnings and profits
provided in 81.861-12(c)(1)(i)(A). The adjustment for total earnings and profits provided
in 81.861-12(c)(1)(i))(A) is only made after the average of the beginning and end of year
values has been determined.

3. Determination of Stock Basisin Connection with Section 965(b)

In Part VI.D of the Explanation of Provisions of the notice of proposed
rulemaking for the regulations under section 965, see 83 FR 39,531, the Treasury
Department and the IRS acknowledged that the application of section 965(b)(4)(A) and
(B) may warrant the issuance of special rules for the determination of adjusted basis.
For example, if the increase in earnings and profits under section 965(b)(4)(B) and
81.965-2(d)(2) is taken into account for purposes of determining the increase to

adjusted basis under 81.861-12(c)(2)(i)(A), and there is no corresponding reduction to
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the adjusted basis in the stock of the foreign corporation, the tax book value of the stock
would be overstated by the amount of the increase.

If a shareholder elects to make the basis adjustments under proposed 81.965-
2(H(2)(1), the tax book value of the stock of its foreign corporations that were specified
foreign corporations (as defined in 81.965-1(f)(45)) will generally reflect the proper
adjusted basis amounts as long as any amounts included in basis under proposed
81.965-2(f)(2)(ii)(A) are treated similarly to adjustments under section 961 and not
included in the taxpayer's basis in stock under §1.861-12T(c)(2)(i)(B). Accordingly,
proposed 8§1.861-12(c)(2)(i)(B)(1)(ii) provides that, for purposes of §1.861-12(c)(2), a
taxpayer determines the basis in the stock of a specified foreign corporation as if it had
made the election under 81.965-2(f)(2)(i), even if the taxpayer did not in fact make the
election, but does not include the amount included in basis under 81.965-2(f)(2)(ii)(A)
(because the amount of that increase would not be included if the increase was by
operation of section 961). For this purpose, the amount included in basis under
proposed 81.965-2(N)(2)(ii)(A) is determined without regard to whether any portion of the
amount is netted against other basis adjustments under proposed 81.965-2(h)(2).
Proposed 81.861-12(c)(2)(i)(B)(1)(ii)) applies to the taxable year of the inclusion under
section 965 as well as to future taxable years.

The Treasury Department and the IRS request comments on alternative ways to
account for section 965(b) that minimize taxpayer burdens without distorting the
measurement of a CFC’s tax book value.

F. Characterization of stock of certain foreign corporations under §1.861-12
21




1. Characterization of CFC Stock to Account for Section 951A Category, Treaty
Categories, and Section 904(b)(4)

Section 1.861-12 provides special rules for applying the asset method in order to
apportion expenses to the separate categories in computing the foreign tax credit
limitation. The proposed regulations clarify in 81.861-12(a) that §1.861-12 also applies
In apportioning expenses among statutory and residual groupings for operative sections
other than section 904.

Special rules are provided in 81.861-12T(c) regarding the treatment of stock,
including stock in 10 percent owned corporations (as defined in 81.861-12T(c)(2)(ii))
and stock in CFCs. The purpose of the stock characterization rules of §1.861-12T(c) is
to characterize the stock by reference to the income which the stock generates to its
owner. With respect to CFCs, the rules generally look through to the income generated
by the assets of the CFC for purposes of characterizing the stock of the CFC. Before
the Act, the income earned by the CFC was generally assigned to the same separate
category to which that income would be assigned if earned directly by the United States
shareholder because the categories of income of a CFC and U.S. person were the
same, and the look-through rules under section 904(d)(3) generally applied to ensure
that once income was assigned to a separate category, the category of the income was
maintained when the income was paid or distributed by the CFC to its owner or taken
into account as an inclusion by the owner.

As described in Part I.B.3 of this Explanation of Provisions, the new separate

category for section 951A category income applies only to an inclusion by a United
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States person of gross income under section 951A(a). Accordingly, gross tested
income of a CFC is generally assigned to the general category, even though the stock
of the CFC may give rise to a GILTI inclusion that is section 951A category income in
the hands of a United States shareholder. Therefore, 81.861-12T(c) would not result in
characterizing any of the stock of the CFC as a section 951A category asset because
the tested income of the CFC is assigned to the general category, even though the
related income included by the United States shareholder is assigned to the section
951A category. Accordingly, the proposed regulations in 81.861-13 provide special
rules to account for the fact that, with respect to the section 951A category, the
application of 81.861-12T(c) to determine the income of the CFC or the income
generated by the assets of the CFC does not, on its own, reflect the separate category
of the income generated by the stock of the CFC to the United States shareholder. The
proposed regulations also address a similar issue that arises when a CFC earns U.S.
source income that is included under section 951(a) or 951A(a) in gross income of a
United States shareholder who elects under an income tax treaty to treat the inclusion
as foreign source income, resulting in separate category treatment for income
resourced under a tax treaty (a “treaty category”). See section 904(h). Proposed
81.861-13 applies solely for purposes of characterizing stock when section 904 is the
operative section.

Under proposed 81.861-13, a taxpayer first determines the amount of the stock
of a CFC that is characterized in each of the statutory groupings described in 81.861-

13(a)(1) under the asset method or the modified gross income method. Under the
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modified gross income method, stock of a CFC may be characterized as producing
general category gross tested income even though the CFC has a tested loss. See
proposed 8§1.861-13(a)(1)(ii).

Next, a portion of the stock characterized as producing general category gross
tested income is assigned to the section 951A category. Only a portion of the stock so
characterized is assigned to the section 951A category because the amount of the
GILTI inclusion by the United States shareholder may be less than the aggregate tested
income of its CFCs because of offsets from another CFC’s tested loss or because of a
reduction for net deemed tangible income return described in section 951A(b)(2). The
inclusion percentage, as defined in section 960(d)(2), takes into account the percentage
of net CFC tested income that is not included under section 951A(a) due to tested
losses or the net deemed tangible income return. Accordingly, proposed §81.861-
13(a)(2) assigns a United States shareholder’s stock in a CFC generating gross tested
income to the section 951A category based on the United States shareholder’s inclusion
percentage as determined under 81.960-2(c)(2). In general, earnings and profits
related to the gross tested income that is not included under section 951A(a), when
distributed, result in dividend income that is assigned to the general category.

The use of the inclusion percentage to assign stock to the section 951A category
applies regardless of whether the stock of the CFC produces tested income or a tested
loss for the year, in order to reflect the aggregate nature of the calculation of a United
States shareholder's GILTI inclusion. Stock of a CFC is generally assigned to the

statutory grouping for gross tested income, under either the asset or modified gross
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income methods described in proposed 81.861-12(c)(3), if the CFC’s assets generate
gross tested income or if the CFC earns gross tested income, even if the CFC ultimately
produces a tested loss for the taxable year. However, a United States shareholder with
no GILTI inclusion for a taxable year has an inclusion percentage of zero, and therefore
none of the stock of its CFCsis assigned to the section 951A category in that year.

Under proposed 81.861-13(a)(3), a similar rule applies for characterizing stock as
a treaty category asset if stock of a CFC is assigned to the statutory grouping for gross
tested income that was resourced under a treaty. The portion of the stock of the CFC
that is assigned to a treaty category is based on the United States shareholder’'s
inclusion percentage. In the case of stock of a CFC initially assigned to the statutory
groupings for gross subpart F income that is resourced under a treaty, all of that stock is
assigned to a treaty category.

Finally, in the case of stock of a CFC assigned to the general and passive
categories or the residual grouping for U.S. source income, proposed 81.861-13(a)(5)
provides rules for subdividing the categories or groupings into a section 245A subgroup
and non-section 245A subgroup for purposes of applying section 904(b)(4). See Part
I.H of this Explanation of Provisions for a description of the regulations under section
904(b)(4). In general, these rules provide that the portion of stock that does not
generate income that is included under section 951A(a) or 951(a)(1) and does not
represent income described in section 245(a)(5) (which gives rise to a dividends
received deduction under section 245 instead of section 245A) is assigned to the

section 245A subgroup.
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2. Treatment of Gross Tested Income for Tiers of CFCs

Both the asset method and modified gross income method described in §1.861-
12T(c)(3) provide rules to characterize stock in a CFC when there are tiers of CFCs.
Under the modified gross income method in 81.861-12T(c)(3)(iii), a taxpayer
characterizes the value of the first-tier CFC based on the gross income net of interest
expense of the CFC within each relevant separate category. In the case of vertically-
owned CFCs, gross income of any higher-tier CFC includes the gross income net of
interest expense of any lower-tier CFC, but does not include subpart F income of any
lower-tier CFC. See 81.861-9T(j)(2). However, §1.861-12T(c)(3)(iii) provides that for
purposes of applying the modified gross income method to characterize CFC stock, the
gross income of the first-tier CFC includes the total amount of subpart F income (net of
interest expense apportioned at the level of the CFC that earned the income) of any
lower-tier CFC.

The proposed regulations add similar rules for GILTI inclusions. In particular, the
proposed regulations provide in 881.861-9(j)(2)(ii)(C) and 1.861-12(c)(3)(iii) that for
purposes of characterizing CFC stock under the modified gross income method, the
gross tested income of lower-tier CFCs, net of interest expense apportioned to the
tested income, is excluded from the gross income of intermediate-tier CFCs but is
included in the gross income of the first-tier CFC. The Treasury Department and the
IRS request comments on whether additional rules are required to account for gross
tested income earned in lower-tier CFCs, including gross tested income of lower-tier

CFCsthat produce tested losses.
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3. Characterization of Stock of a Noncontrolled 10-Percent Owned Foreign Corporation

To reflect the repeal of section 902, the Act modifies section 904(d)(2)(E) to
provide a new definition for a noncontrolled 10-percent owned foreign corporation. The
proposed regulations modify §1.861-12(c)(4) to provide that stock in a noncontrolled 10-
percent owned foreign corporation is generally characterized under the same rules
previously used for noncontrolled section 902 corporations.

G. Allocation and apportionment of research and experimental expenditures

In general, R&E expenditures are apportioned between groupings within product
categories according to either a sales or gross income method of apportionment at the
taxpayer’s election. §1.861-17(c) and (d). Under §1.861-17(e)(1), a taxpayer may
choose to use either the sales method or gross income method for its original return for
its first taxable year. The taxpayer's use of either method constitutes a binding election
to use the method chosen for that year and for the subsequent four years. Within this
five-year period, the election can only be revoked with the Commissioner's consent. A
taxpayer may change the election at any time after five years, but the new election is
binding for a new five-year period. 81.861-17(e)(2).

In light of the numerous amendments to the foreign tax credit rules made by the
Act, the proposed regulations provide a one-time exception to the five-year binding
election period. Accordingly, under proposed 81.861-17(e)(3), even if a taxpayer is
subject to the binding election period, for the taxpayer’s first taxable year beginning after
December 31, 2017, the taxpayer may change its apportionment method without

obtaining the Commissioner’s consent. This one-time change of method constitutes a
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binding election to use the method chosen for that year and for the next four taxable
years.

The Treasury Department and the IRS request comments on whether other
aspects of 8§1.861-17 should be revised in light of the changes to section 904(d), in
particular the addition of the section 951A category. For example, because the look-
through rules in section 904(d)(3)(C) do not assign interest, rents, or royalties that
reduce tested income to the section 951A category, royalties paid by a CFC to a United
States shareholder are generally general category income even though the sales by the
CFC to which the royalties relate may generate income in the section 951A category to
the United States shareholder. This could result in R&E expenditures being
apportioned under the sales method solely to the section 951A category, even though
the royalty income is assigned to the general category. However, under the gross
income method, R&E expenditures would be apportioned to both the general and
section 951A category. Comments are requested on whether and how the regulations
governing either or both methods should be revised to account for the addition of the
section 951A category.

H. Section 904(b)(4)

1. Effect of Section 904(b)(4) on the Foreign Tax Credit Limitation

Under new section 904(b)(4), for purposes of the foreign tax credit limitation in
section 904(a), a domestic corporation that is a United States shareholder with respect
to a specified 10-percent owned foreign corporation disregards the “foreign-source

portion” of any dividend received from the foreign corporation and any deductions
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properly allocable or apportioned to income (other than amounts includible under
section 951(a)(1) or 951A(a)) with respect to the stock of the foreign corporation or to
the stock itself (to the extent income with respect to the stock is other than amounts
includible under section 951(a)(1) or 951A(a)). Dividends and deductions that are
disregarded under section 904(b)(4) result in an adjustment to both the taxpayer's
foreign source taxable income in the relevant separate category (the numerator of the
fraction under section 904(a)) and its worldwide taxable income (the denominator of the
fraction under section 904(a)) in all separate categories.

In general, under section 904(b)(4), disregarding both the dividend income
eligible for a deduction under section 245A as well as the associated deduction under
section 245A has no effect on the foreign tax credit limitation in any separate category
because they generally net to zero. However, additional deductions that are
disregarded under section 904(b)(4)(B) generally have the effect of increasing the
foreign tax credit limitation with respect to the separate category to which the
deductions are allocated and apportioned, because both the numerator (foreign source
taxable income in the category) and the denominator (worldwide taxable income) of the
fraction under section 904(a) are increased by the same amount. In contrast, the
limitation in other categories will generally decrease because the numerator (foreign
source taxable income in the category) is unchanged but the denominator (worldwide
taxable income) of the fraction is increased.

2. Income Other Than Amounts Includible Under Section 951(a)(1) or 951A(a)
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Section 904(b)(4)(B) requires determining what income with respect to stock of a
specified 10-percent owned foreign corporation is income “other than amounts
includible under section 951(a)(1) or 951A(a).” The terms used in section 904(b)(4) are
defined by reference to definitions provided in section 245A.

As discussed in Part LA of this Explanation of Provisions, with respect to other
dividends received deductions, section 864(e)(3) provides that rules similar to the
exempt income and exempt asset rules apply to the dividends and stock on which the
dividends are paid. The Act did not extend this treatment to the section 245A deduction
but instead added section 904(b)(4). In contrast to section 864(e)(3), which removes
the exempt income and assets from the determination before deductions are allocated
and apportioned under the rules of 881.861-8 through 1.861-17, section 904(b)(4)
provides that the deductions are disregarded after they have been allocated and
apportioned. Disregarding the deductions after they have been allocated and
apportioned is consistent with a policy that the deductions are properly allocable and
apportioned to income eligible for a section 245A deduction and, therefore, should not
be apportioned to income in other separate categories or U.S. source income. By
disregarding these deductions, section 904(b)(4) has the effect of computing the foreign
tax credit limitation fraction in section 904(a) (but not the pre-credit U.S. tax) as if the
deductions had not been allowed.

The proposed regulations provide that income “other than amounts includible
under section 951(a)(1) or 951A(a)” refers to income for which a section 245A deduction

is allowed. Thus, inthe case of section 904(b)(4)(B)(i), proposed §1.904(b)-3(c)(1)
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provides that income for which a section 245A deduction is allowed means dividends for
which a section 245A deduction is allowed. In the case of section 904(b)(4)(B)(ii),
proposed §1.904(b)-3(c)(1) and (2) provide rules for determining what amount of stock
of the foreign corporation corresponds to income that, if distributed, is generally eligible
for a section 245A deduction, by subdividing a portion of the stock into a section 245A
subgroup and a non-section 245A subgroup within each separate category.

3. Expenses Properly Allocable to Dividend Income

Proposed 81.904(b)-3(a)(1)(ii) provides that deductions “properly allocable” to
dividends for which a section 245A deduction is allowed are disregarded. The amount
of properly allocable deductions is determined by treating each section 245A subgroup
for each separate category as a statutory grouping under 81.861-8(a)(4) for purposes of
allocating and apportioning deductions. Only dividend income for which a section 245A
deduction is allowed is included in a section 245A subgroup. See §1.904(b)-3(b) and
(c)(1). Because hybrid dividends described in section 245A(e)(4), and dividends on
stock with respect to which the holding period requirements of section 246(c) are not
met, are ineligible for a deduction under section 245A, the dividends and the deductions
allocable or apportioned to them are not disregarded under section 904(b)(4).

The deductions allocated and apportioned to the section 245A subgroup within
each separate category are disregarded for purposes of determining the foreign source
taxable income in the separate category and the entire taxable income included in the
fraction under section 904(a) for all separate categories. Deductions allocated and

apportioned to the section 245A subgroup within the residual grouping for U.S. source
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income are disregarded solely for purposes of determining the denominator of the
limitation fraction (worldwide taxable income) in the separate categories that have
foreign source taxable income. Proposed 81.904(b)-3(a)(2). Dividends in the residual
grouping for which a section 245A deduction is allowed could include, for example,
dividends from a United States-owned foreign corporation (as defined in section
904(h)(6)) paid out of U.S. source income that is neither effectively connected income
nor dividend income received from a domestic corporation. See sections 245A(c)(3)
and 245(a)(5).

Proposed §1.904(b)-3(b) also provides that the section 245A deduction is always
allocated solely to a section 245A subgroup and therefore is always disregarded under
section 904(b)(4).

4. Expenses Properly Allocable to Stock

In order to determine the deductions “properly allocable” to stock of a specified
10-percent owned foreign corporation that is in the section 245A subgroup, the stock is
first characterized for purposes of allocating and apportioning expenses under 81.861-
12 and, if applicable, 81.861-13. In the case of a specified 10-percent owned foreign
corporation that is not a CFC, all of the value of its stock is generally in a section 245A
subgroup because the stock cannot generate an inclusion under section 951(a)(1) or
951A(a). Proposed 81.904(b)-3(c)(2). If the specified 10-percent owned foreign
corporation is a CFC, a portion of the value of stock in each separate category and in
the residual grouping for U.S. source income is subdivided between a section 245A and

non-section 245A subgroup under the rules described in §1.861-13(a)(5). See Part
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I.LF.1 of this Explanation of Provisions. The amount of properly allocable deductions is
determined by treating the section 245A subgroup for each separate category as a
statutory grouping under 81.861-8(a)(4) for purposes of allocating and apportioning
deductions on the basis of assets, which include the stock.

Previously taxed earnings and profits do not affect the amount of expenses that
are disregarded under section 904(b)(4). The characterization of stock in a specified
10-percent owned foreign corporation for purposes of section 904(b)(4)(B)(ii) is
determined on an annual basis by applying the rules in 81.861-12(c), which generally
requires applying either the asset method or the modified gross income method.
Whether or not the CFC has previously taxed earnings and profits, including from prior
years or due to section 965, has no bearing on how either method is applied to
characterize stock. See also proposed 81.861-12(c)(2)(i)(B)(2).

5. Coordination with OFL/ODL rules

Because the section 904(b)(4) adjustments apply in computing the foreign tax
credit limitation under section 904(a), proposed 81.904(b)-3(d) provides that the
adjustments under section 904(b)(4), like the adjustments under section 904(b)(2) to
account for foreign source capital gain net income and rate differentials, apply before
the operation of both the separate limitation loss and overall foreign loss rules in section
904(f) and the overall domestic loss rules in section 904(g). This rule permits loss
accounts to be recaptured out of income that is added to the foreign tax credit limitation
calculation by reason of the section 904(b)(4) adjustments.

IIl. Foreign Tax Credit Limitation Under Section 904
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The proposed regulations update §81.904-1 through 1.904-6 (the “section 904
regulations”) to eliminate deadwood and reflect statutory amendments made to section
904 before the Act. For example, proposed 881.904-1 through 1.904-3 reflect the
repeal of the overall limitation and per-country limitation. Proposed §1.904-4 reflects
statutory amendments made before the Act eliminating various separate categories
described in section 904(d)(1).

The proposed regulations also propose revisions and additions to the section 904
regulations to reflect the changes made under the Act. Part ILA of this Explanation of
Provisions describes proposed transition rules to account for the addition of separate
categories for section 951A category income and foreign branch category income. Part
II.B of this Explanation of Provisions describes (1) proposed amendments to the rules
relating to the passive category with respect to high-taxed income, export financing
interest, and financial services income; (2) rules relating to the foreign branch category,
section 951A category, and separate category described in section 904(d)(6) for items
resourced under a treaty; and (3) rules for assigning the section 78 gross up and
section 986(c) gain or loss to a separate category. Part I.C of this Explanation of
Provisions describes updates relating to amendments made by the Act replacing
references to “noncontrolled section 902 corporations” with “non-controlled 10 percent
owned foreign corporations.” Part I.D of this Explanation of Provisions describes
proposed amendments to the look-through rules under sections 904(d)(3) and (d)(4) to

account for the addition of the foreign branch category and section 951A category under
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the Act. Part I.LE of this Explanation of Provisions describes the proposed changes to
the rules for allocating and apportioning foreign taxes to separate categories.

A. Transition rules in proposed 881.904-2(j)) and 1.904(f)-12(j)) accounting for the
increase in section 904(d)(1) separate cateqories

1. Carryovers and Carrybacks of Unused Foreign Taxes under Section 904(c)

The Act does not provide any transition rules for assigning carryforwards of
unused foreign taxes earned in pre-2018 taxable years to a different separate category,
including the new post-2017 separate categories for section 951A category income and
foreign branch category income. Therefore, proposed 81.904-2(j)(1)(ii) provides that if
unused foreign taxes paid or accrued or deemed paid with respect to a separate
category of income are carried forward to a taxable year beginning after December 31,
2017, those taxes are allocated to the same post-2017 separate category as the pre-
2018 separate category from which the unused foreign taxes are carried.

However, double taxation may result if unused foreign taxes paid, accrued, or
deemed paid in a pre-2018 taxable year are not assigned to the separate category to
which the taxes would have been assigned if the new post-2017 separate categories
had existed in the pre-2018 taxable year. This could arise, for example, if unused
foreign taxes imposed on income derived through foreign branches in a pre-2018
taxable year are not associated with foreign branch category income. Matching the
unused foreign taxes to the separate category that includes income of the same type as
the income on which the taxes were imposed furthers the purpose of the section 904(c)

foreign tax credit carryover rules to mitigate the effect of timing differences in the
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recognition of income for U.S. and foreign tax purposes that could otherwise result in
double taxation. See H.R. Rep. No. 85-775, at 27 (1957).

Therefore, proposed §1.904-2(j)(1)(iii) provides an exception that permits
taxpayers to assign unused foreign taxes in the pre-2018 separate category for general
category income to the post-2017 separate category for foreign branch category income
to the extent they would have been assigned to that separate category if the taxes had
been paid or accrued in a post-2017 taxable year. Any remaining unused taxes are
assigned to the post-2017 separate category for general category income. The
exception applies only to unused taxes that were paid or accrued, and not taxes that
were deemed paid with respect to dividends or inclusions from foreign corporations,
because income derived through foreign corporations cannot be foreign branch
category income. See Part I1.B.2 of this Explanation of Provisions.

Because the new post-2017 separate category for foreign branch category
income does not include income that would have been passive category income or
iIncome in a separate category described in proposed §1.904-4(m) that is not listed in
section 904(d)(1) (a “specified separate category’) if earned in a pre-2018 taxable year,
the exception in proposed §1.904-2(j)(1)(iii) applies only to unused foreign taxes that
were paid or accrued with respect to income in the pre-2018 separate category for
general category income. Furthermore, because the determination of taxable income in
the section 951A category is intertwined with numerous other new provisions in the
Code outside of section 904 that contain novel elements (such as the section 250

deduction and the new inclusion rules in section 951A that permit the sharing of tested
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losses among CFCs) that did not exist under prior law, itis not possible to reconstruct
the amount of unused foreign taxes in a pre-2018 taxable year that would have been
assigned to section 951A category income. Therefore, the reallocation exception in the
proposed regulations does not require or allow taxpayers to assign any unused foreign
taxes to the post-2017 separate category for section 951A category income, which is
not eligible to be sheltered from U.S. tax by foreign tax credit carryovers. See section
904(c).

The proposed regulations require taxpayers applying the exception in §1.904-
2())(2)(iii) to analyze general category income earned in prior years in order to
determine the extent to which the income would have been foreign branch category
income under the rules described in proposed §1.904-4(f). Unused foreign taxes in the
general category arising in those prior years are then allocated and apportioned under
81.904-6 between the general category and the foreign branch category. This analysis
does not require applying any other post-Act provisions to prior years (for example, the
new expense allocation rules described in the proposed regulations would not be
relevant to the analysis).

The Treasury Department and the IRS recognize that taxpayers may face
difficulties in reconstructing the allocation of unused foreign taxes. Therefore, the
Treasury Department and the IRS request comments on whether the final regulations
should include a simplified rule for taxpayers that choose to reconstruct the allocation of
general category unused foreign taxes (for example, by looking to the relative amounts

of foreign branch category and general category income or assets in the first post-2017
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taxable year to which the unused foreign taxes are carried), what form such a rule
should take, and whether there are any special concerns regarding members that have
left a consolidated group. See, for example, 81.904-7(f)(4)(ii).

All'income included in the post-2017 separate category for foreign branch
category income would have been general category income if earned in a pre-2018
taxable year. All income included in the post-2017 separate categories for general
category income, passive category income, or income in a specified separate category
would have been treated as general category income, passive category income, or
income in a specified separate category, respectively, if earned in a pre-2018 taxable
year. Accordingly, proposed 81.904-2(j)(2)(ii)) and (iii) provides that any unused foreign
taxes with respect to general category income or foreign branch category income in a
post-2017 taxable year that are carried back to a pre-2018 taxable year are allocated to
the pre-2018 separate category for general category income, and any excess foreign
taxes with respect to passive category income or income in a specified separate
category in a post-2017 taxable year that are carried back to a pre-2018 taxable year
are allocated to the same pre-2018 separate category. No rule is included with respect
to the post-2017 separate category for section 951A category income (including a
separate category for a GILTI inclusion that is resourced under a tax treaty), because
carrybacks are not allowed for unused foreign taxes in that separate category.

2. Separate Limitation Losses, Overall Foreign Losses, and Overall Domestic Losses

Similar to the transition rules for carryovers and carrybacks of unused foreign

taxes, the proposed regulations provide transition rules for recapture ina post-2017
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taxable year of an overall foreign loss (OFL) or separate limitation loss (SLL) in a pre-

2018 separate category that offset U.S. source income or income in another pre-2018

separate category, respectively, in a pre-2018 taxable year, as well as for recapture of
an overall domestic loss (ODL) that offset income in a pre-2018 separate category in a
pre-2018 taxable year.

Proposed 81.904(f)-12(j) provides that any SLL or OFL accounts in the pre-2018
separate category for passive category income or income in a specified separate
category remain in the same post-2017 separate category. Any SLL or OFL account in
the pre-2018 separate category for general category income is allocated between the
post-2017 separate categories for general category income and foreign branch category
income in the same proportion that any unused foreign taxes with respect to the pre-
2018 separate category for general category income are allocated to those post-2017
separate categories. Therefore, in the case of a taxpayer that does not apply the
exception described in proposed 81.904-2(j)(1)(iii), all of its SLL or OFL accounts inthe
pre-2018 separate category for general category income remain in the general
category. In addition, if there were no unused foreign taxes in the pre-2018 general
category to be allocated, proposed §1.904(f)-12(j)(3)(i) provides that all SLL or OFL
accounts inthe pre-2018 separate category for general category income remain in the
general category. Similar rules are provided with respect to the recapture of SLLs or
ODLs that reduced income in a separate category in a pre-2018 taxable year, as well as
for foreign losses that are part of a net operating loss that is incurred ina pre-2018

taxable year and carried forward to post-2017 taxable years.
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B. Separate cateqories of income

1. Treatment of Export Financing Interest, High-taxed Income, and Financial Services
Income

Under section 904(d)(2)(B)(iii), passive income does not include export financing
interest and high-taxed income. Before the Act, the only separate category described in
section 904(d)(1) aside from passive category income was general category income,
and therefore §81.904-4(c) and (h)(2) treated export financing interest and high-taxed
income as general category income.

Given the expansion of categories under section 904(d)(1) to include foreign
branch category and section 951A category income, and the fact that section
904(d)(2)(B)(iii) only provides that export financing interest and high-taxed income are
not passive income, the proposed regulations provide that export financing interest and
high-taxed income should be categorized based on whether the income otherwise
meets the definition of foreign branch category income, section 951A category income,
or general category income. Therefore, the proposed regulations revise 81.904-4(c)
and (h)(2) to provide that export financing interest and high-taxed income are assigned
to separate categories other than passive category income based on the general rules
in 81.904-4.

To coordinate the high-taxed income rules of section 904(d)(2)(F) with the new
rules for computing foreign income taxes deemed paid under section 960 described in
Part IV of this Explanation of Provisions, the proposed regulations revise the grouping

rules of §1.904-4(c)(4) to group passive category income from dividends, subpart F and
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GILTI inclusions from each foreign corporation, and passive category income derived
from each foreign qualified business unit (QBU), under the grouping rules in 81.904-
4(c)(3) rather than by reference to the source of the corporation’s or QBU’s income.
The Treasury Department and the IRS request comments on whether additional
changes should be made to the high-taxed income rules in 81.904-4(c) in light of
changes to section 904(d) made by the Act.

Both before and after the Act, section 904(d)(2)(C)(i) provides that certain
financial services income is treated as general category income. However, the Act’'s
addition of foreign branch category and section 951A category income, which are new
and more specific categories, take precedence over the treatment of financial services
income as general category income. Therefore, the proposed regulations provide that
any financial services income not treated as foreign branch category income or section
951A category income is generally treated as general category income. See proposed
81.904-4(e).

The proposed regulations do not include any substantive changes to the
definition of financial services entity in 81.904-4(e)(3). It is intended that the current
classification of an entity as a financial services entity is generally unaffected by the
changes made by the proposed regulations to the look-through rules in 81.904-5.
However, the Treasury Department and the IRS are considering modifications to the
gross income-based test for determining financial services entity status and request
comments in this regard, particularly with respect to the appropriate treatment of related

party payments.
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2. Foreign Branch Category Income
I. Gross income in the category

Section 904(d)(1)(B) provides a new separate category for foreign branch
category income, which is defined in section 904(d)(2)(J) as the business profits of a
United States person attributable to a qualified business unit (QBU) in a foreign country
(excluding passive category income). Section 904(d)(1)(B) further provides that the
amount of business profits attributable to a QBU is determined under rules established
by the Secretary.

Section 904(d)(2)(J) limits foreign branch income to income of a United States
person. Therefore, foreign persons (including CFCs) cannot have foreign branch
category income. While a domestic partnership (or other pass-through entity) that is a
United States person may earn income that is attributable to a foreign branch of such
partnership, a distributive share of income earned by a domestic partnership cannot be
foreign branch category income to foreign partners of the partnership. To avoid any
conflict, the proposed regulations define foreign branch category income as the gross
income of a United States person (other than a pass-through entity).

Specifically, proposed §1.904-4(f)(1)(i) provides that foreign branch category
income means the gross income of a United States person (other than a pass-through
entity) that is attributable to foreign branches held directly or indirectly through
disregarded entities by the United States person. Foreign branch category income also
includes a United States person’s (other than a pass-through entity) distributive share of

partnership income that is attributable to a foreign branch held by the partnership
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directly or indirectly through another partnership or other pass-through entity. Similar
principles apply for income of any other type of pass-through entity that is attributable to
a foreign branch. All the income described is aggregated in a single foreign branch
category; there are not separate categories for each foreign branch. Conforming
changes are made to the rules for allocating and apportioning partnership deductions
and creditable foreign tax expenditures. See proposed §81.861-9(e)(9) and 1.904-
6(b)(4)(ii).

In general, gross income is attributable to a foreign branch to the extent itis
reflected on a foreign branch’s separate set of books and records. For this purpose,
items of gross income must be adjusted to conform to Federal income tax principles. In
addition, the proposed regulations provide several rules adjusting the gross income
attributable to a foreign branch from what is reflected on the foreign branch’s separate
set of books and records.

First, the proposed regulations provide that gross income attributable to a foreign
branch does not include items arising from activities carried out in the United States.
Proposed 81.904-4(f)(2)(ii).

Second, the regulations provide that gross income attributable to a foreign
branch does not include items of gross income arising from stock, including dividend
income, income included under section 951(a)(1), 951A(a), or 1293(a) or gain from the
disposition of stock. Proposed 81.904-4(f)(2)(iii)(A); cf. 81.987-2(b)(2) (providing a

similar rule in connection with attribution of items of income, gain, deduction, or loss to a
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section 987 QBU). An exception is provided for gain from the disposition of stock,
where the stock would be dealer property. Proposed §1.904-4(f)(2)(iii)(B).

Third, the proposed regulations provide that foreign branch category income
does not include gain realized by a foreign branch owner on the disposition of an
interest in a disregarded entity or an interest in a partnership or other pass-through
entity. Proposed 81.904-4(f)(2)(iv)(A). However, an exception is provided for the sale
of a partnership interest if the gainis reflected on the books and records of a foreign
branch and the interest is held in the ordinary course of the foreign branch owner’s
trade or business. Proposed 8§1.904-4(f)(2)(iv)(B).

Fourth, the proposed regulations provide anti-abuse rules relating to the
reflection of income on the books and records of a branch. The Treasury Department
and the IRS are concerned that in certain cases gross income items could be
inappropriately recorded on the books and records of a foreign branch or a foreign
branch owner. Therefore, the proposed regulations include an anti-abuse rule providing
for the reattribution of gross income if a principal purpose of recording, or failing to
record, an item on the books and records of a foreign branch is the avoidance of
Federal income tax or avoiding the purposes of section 904 or section 250. Proposed
81.904-4(f)(2)(v). The rule further provides a presumption that interest income received
by a foreign branch from a related party is not gross income attributable to the foreign
branch unless the interest income meets the definition of financial services income.

Finally, in order to accurately reflect the gross income attributable to a foreign

branch, a determination that affects not only the application of section 904(a) but also
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the determination of deduction eligible income under section 250(b)(3)(A), the proposed
regulations provide that gross income attributable to a foreign branch that is not passive
category income must be adjusted to reflect certain transactions that are disregarded for
Federal income tax purposes. Proposed §1.904-4(f)(2)(vi). This rule applies to
transactions between a foreign branch and its foreign branch owner, as well as
transactions between or among foreign branches, involving payments that would be
deductible or capitalized if the payment were regarded for Federal income tax purposes.
For example, a payment made by a foreign branch to its foreign branch owner may, to
the extent allocable to non-passive category income, result in a downward adjustment
to the gross income attributable to the foreign branch and an increase in the general
category gross income of the United States person. Each payment in a series of
disregarded back-to-back payments, for example, a payment from one foreign branch to
another foreign branch followed by a payment to the foreign branch owner, must be
accounted for separately under these rules. Comments are requested on whether
special rules are required in the case of a true branch (generally, a branch that is
taxable solely on profits from a business conducted in the country and not taxable as a
resident of that country) with respectto amounts that are deemed to be made to or from
the home office of the branch under the foreign jurisdiction’s rules for attributing profits
to the branch.

In general, the proposed regulations do not treat disregarded transactions as
‘regarded” for Federal income tax purposes; rather, they provide that certain

disregarded transactions result in a redetermination of whether gross income of the
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United States person is attributable to its foreign branch or to the foreign branch owner.
Thus, while disregarded transactions may allocate income between the foreign branch
category and the general category, those transactions have no effect on the amount,
character, or source of a United States person’s gross income. U.S. source gross
income that is reallocated from the general category to the foreign branch category and
that is properly subject to foreign tax may be eligible to be treated as foreign source
income under the terms of an income tax treaty, in which case the resourced income
would be subject to a separate foreign tax credit limitation for income resourced under a
tax treaty. See section 904(d)(6).

The proposed regulations provide an exception from the special rules regarding
disregarded transactions that applies to contributions, remittances, and payments of
interest (including certain interest equivalents). Proposed 81.904-4(f)(2)(vi)(C).
Generally, contributions, remittances, and interest payments to or from a foreign branch
reflect a shift of, or return on, capital rather than a payment for goods and services.
However, the different treatment of contributions and remittances, on the one hand, and
other disregarded transactions, on the other, could allow for non-economic reallocations
of the amount of gross income attributable to the foreign branch category. To prevent
this in connection with certain transactions, the proposed regulations require the amount
of gross income attributable to a foreign branch (and the amount attributable to the
foreign branch owner) to be adjusted to account for consideration that would be due in
any disregarded transactions in which property described in section 367(d)(4) is

transferred to or from a foreign branch if the transactions were regarded, whether or not
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a disregarded payment is made in connection with the transfer. Proposed §1.904-
4(f)(2)(v)(D). The proposed regulations further require that the amount of any
adjustment under the disregarded payment provisions must be determined under the
arm’s length principle of section 482 and the regulations under that section. Proposed
§1.904-4(f)(2)(vi)(E).

The Treasury Department and the IRS request comments on how adjustments
relating to these transactions could be limited or simplified to reduce administrative and
compliance burdens while still providing for an accurate categorization of gross income,
consistent with the purpose of both sections 904 and 250(b)(3)(A). For example,
comments are requested on whether these rules should be narrowed to cover a more
limited set of transactions or whether disregarded payments should be netted before
determining the amount of reallocation.

The proposed regulations do not propose any special rules for determining the
amount of deductions allocated and apportioned to foreign branch category income,
including deductions reflected on the books and records of foreign branches.
Therefore, the proposed regulations provide that the rules for allocating and
apportioning deductions in §81.861-8 through 1.861-17 that apply with respect to the
other separate categories also apply to the foreign branch category. The Treasury
Department and the IRS request comments on whether any special rules should be
issued for determining the allocation and apportionment of deductions between the
foreign branch category and the general category. In addition, the Treasury Department

and the IRS request comments on whether special rules should be provided for financial
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institutions with branches subject to regulatory capital requirements, including for
example, rules similar to those in §1.882-5.
ii. Definition of a foreign branch

The proposed regulations define a foreign branch by reference to the regulations
under section 989 (“section 989 regulations”) by providing that a foreign branch is a
QBU described in §1.989(a)-1(b)(2)(ii) and (b)(3) that carries on a trade or business
outside the United States. Proposed §81.904-4(f)(3)(iii). In general, 81.989(a)-1(b)(2)(ii)
provides rules for treating activities of a branch of a taxpayer as a QBU. Specifically, it
provides that the activities of a corporation, partnership, trust, estate, or individual
gualify as a separate QBU if the activities constitute a trade or business, and a separate
set of books and records is maintained with respect to the activities. Section 1.989(a)-
1(b)(3) includes a special rule treating activities generating income effectively connected
with the conduct of a trade or business as a separate QBU.

The section 989 regulations treat partnerships and trusts as per se QBUs. See
81.989(a)-1(b)(2)(i). As aresult, they do not include a rule treating the activities of a
partnership or trust that constitute a trade or business, but for which a separate set of
books and records is not maintained, as a QBU. For example, §1.989(a)-1(b)(2)(ii)
would not treat the activities of a partnership QBU as a QBU if no separate set of books
Is maintained with respect to the activities.

In order to ensure that foreign branch category income does not include income
reflected on the books and records of a QBU unless the QBU conducts a trade or

business, the proposed regulations’ definition of foreign branch does not incorporate the
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section 989 regulations’ per se QBU rules, and instead requires that a foreign branch
carry on a trade or business. In addition, the proposed regulations include a special
rule, as illustrated by an example, providing that a foreign branch may consist of
activities conducted through a partnership or trust that constitute a trade or business
conducted outside the United States, but for which no separate set of books and
records is maintained. See §1.904-4(f)(4)(i), Example 1.

The proposed regulations also modify the trade or business requirements in the
section 989 regulations for purposes of the foreign branch definition. Specifically, to
constitute a foreign branch, a QBU must carry on a trade or business outside the United
States. For this purpose, activities that constitute a permanent establishment in a
foreign country under a bilateral U.S. tax treaty, whether or not the activities also rise to
the level of a separate trade or business, are presumed to constitute a trade or
business. See proposed §1.904-4(f)(3)(iii)(B).

Under 81.989(a)-1(c), for activities to constitute a trade or business, they must
ordinarily include the collection of income and the payment of expenses. The proposed
regulations provide that, for purposes of determining whether a set of activities satisfy
the trade or business requirement of 81.989(a)-1(c) in the context of the definition of a
foreign branch, activities that relate to disregarded transactions are taken into account
and may give rise to a trade or business for this purpose. See proposed §81.904-
4(HB)(iii)(B).

3. Section 951A Category Income
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Section 904(d)(1)(A) defines a new separate category as “any amount includible
in gross income under section 951A (other than passive category income).” Consistent
with that language, proposed §1.904-4(g) provides that the gross income included in the
section 951A category is generally the gross income of a United States shareholder
from a GILTI inclusion. However, a GILTI inclusion that is allocable to passive category
income under the look-through rules in §1.904-5(c)(6) is excluded from section 951A
category income. A passive category GILTI inclusion could arise, for example, from a
CFC’s distributive share of partnership income in which the CFC owns less than 10
percent of the value in the partnership. See proposed §1.904-4(n)(1)(ii). Comments
are requested on whether the rules treating a less than 10 percent partner’s distributive
share of partnership income as passive category income should be modified.

In addition, the proposed regulations amend 81.904-2(a) to reflect the exclusion
of foreign tax credit carryovers under section 904(c) for foreign taxes paid or accrued
with respect to section 951A category income or with respect to section 951A category
income that is treated as income in a separate category for income resourced under a
tax treaty.

4. ltems Resourced Under a Treaty

Legislation commonly referred to as the Education Jobs and Medicaid Assistance
Act (EJMAA), enacted on August 10, 2010, added section 904(d)(6), which, as
amended by the Tax Cuts and Jobs Act, provides that if, without regard to any treaty
obligation of the United States, any item of income would be treated as derived from

sources within the United States, under a treaty obligation of the United States the item
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of income would be treated as arising from sources outside the United States, and the
taxpayer chooses the benefits of the treaty obligation to treat the income as arising from
sources outside the United States, then subsections 904(a), (b), and (c) and sections
907 and 960 shall be applied separately with respect to each item. Thus, section
904(d)(6)(A) applies a separate foreign tax credit limitation to each item of resourced
income, without regard to the separate category to which the item would otherwise be
assigned.

I. Grouping methodology

Proposed 81.904-4(k)(2) adopts a grouping methodology similar to that
employed in §1.904-5(m)(7) with respect to income treated as in a separate category
under the separate treaty resourcing rules of section 904(h)(10). Under the proposed
regulations, the taxpayer must segregate income treated as foreign source under each
treaty and then compute a separate foreign tax credit limitation for income in each
separate category that is resourced under that treaty.

For purposes of allocating foreign taxes to each grouping of section 904(d)(6)
income, the principles of 81.904-6 apply to allocate to the section 904(d)(6) separate
category all foreign income taxes related to the income included in that group, including
taxes imposed by a third country. The Treasury Department and the IRS are
considering whether the regulations should provide a special rule limiting the tax
assigned to a section 904(d)(6) separate category to tax paid to the foreign country that
IS a party to the income tax treaty pursuant to which the income is resourced, and

request comments on this issue.
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ii. Coordination with certain treaty and Code provisions

Some U.S. income tax treaties contain provisions for the tax treatment in both
Contracting States of certain types of income derived from sources within the United
States by U.S. citizens who are residents of the other Contracting State. See, for
example, paragraph 3 of Article 24 (Relief from Double Taxation) of the income tax
convention between the United States and Ireland, signed on July 28, 1997. These
rules generally use a three-step approach to determine the U.S. citizen’s ultimate U.S.
income tax liability with respect to an applicable item of income. First, the other
Contracting State provides a credit against its tax for the notional U.S. tax that would
apply under the treaty to a resident of the other Contracting State who is not a U.S.
citizen. Second, the United States provides a credit against U.S. tax for the income tax
paid or accrued to the other Contracting State after the application of the credit for
notional U.S. tax by the other Contracting State. Finally, the income is deemed to arise
in the other Contracting State to the extent necessary to avoid double taxation under
these rules.

These treaty rules are generally designed to preserve the United States’ primary
right to tax U.S. source income and to resource only enough income to allow a taxpayer
to claim a credit for the related foreign taxes, as reduced by the notional credit for U.S.
source-based tax. Although excess foreign tax credits may arise from the operation of
these rules, excess limitation permitting the use of unrelated foreign tax credits to offset
the U.S. tax on the resourced income generally cannot. Since U.S. citizens subject to

these provisions generally cannot generate excess limitation, and it would be
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burdensome to subject individuals to the operation of section 904(d)(6) when they are
already subject to the three-step treaty rule, the proposed regulations exclude the
income of these individuals from the operation of section 904(d)(6). Accordingly,
proposed 81.904-4(k)(4)(i) provides that income resourced under the relief from double
taxation provisions in U.S. income tax treaties that are solely applicable to U.S. citizens
who are residents of the other Contracting State is not subject to section 904(d)(6)(A)
and §1.904-4(k)(1).

In addition, under the mutual agreement procedures of U.S. income tax treaties,
U.S. taxpayers may request assistance from the U.S. competent authority, such as for
the relief of double taxation in cases not provided for inthe treaty. Where the U.S.
competent authority agrees to grant relief to a taxpayer that involves resourcing, the
taxpayer has effectively chosen the benefit of a treaty obligation of the United States to
treat the item of income as foreign source. Accordingly, proposed 81.904-4(k)(4)(ii)
clarifies that section 904(d)(6) separate category treatment applies to items of income
resourced pursuant to a competent authority agreement.

5. Section 78 Gross Up and Section 986(c) Gain or Loss

Numerous comments were received requesting guidance on the appropriate
separate category to which the gross up described in section 78 attributable to foreign
taxes deemed paid under section 960(d) should be assigned. Proposed §1.904-4(0)
provides a rule consistent with existing 81.904-6(b)(3) that assigns the gross up to the

same separate category as the deemed paidtaxes. See Part ILE.3 of this Explanation
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of Provisions for a description of rules for allocating and apportioning deemed paid
taxes to separate categories.

Proposed 81.904-4(p) also provides a rule assigning gain or loss under section
986(c) with respect to a distribution of previously taxed earnings and profits to the
separate category from which the distribution was made.

C. Noncontrolled 10-percent foreign corporation

Under section 904(d)(2)(E) as amended by the Act, the term “noncontrolled
section 902 corporation” has been revised to “noncontrolled 10-percent owned foreign
corporation.” The definition has also been amended to reflect the repeal of section 902,
but maintains pre-Act rules for when a taxpayer meets the requisite stock ownership
with respect to a passive foreign investment company (“PFIC”). The proposed
regulations update the references in the section 904 regulations to noncontrolled
section 902 corporations to reflect the revised statutory term and definition.

The ownership requirement for PFICs differs from the United States shareholder
requirement that generally applies to a noncontrolled 10-percent owned foreign
corporation described in section 904(d)(2)(E)(i)(). The proposed regulations in 8§1.904-
5(a)(4)(vi) provide that for purposes of the regulations under section 904, any reference
to a United States shareholder in the context of a noncontrolled 10-percent owned
foreign corporation also includes a taxpayer that meets the stock ownership
requirements described in section 904(d)(2)(E)(i)(ll), even if the taxpayer is not a United
States shareholder within the meaning of section 951(b).

D. Look-through rules
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Before amendments made by the American Jobs Creation Act of 2004 (AJCA),
section 904(d)(3) generally provided that dividends, interest, rents, and royalties (“look-
through payments”) received or accrued by a taxpayer from a CFC in which the
taxpayer is a United States shareholder were treated as income in the separate
category to which the payment was allocable. Section 904(d)(4) provided similar look-
through rules for dividends from noncontrolled section 902 corporations. The AJCA
reduced the number of separate categories from nine to two, and revised section
904(d)(3). Under section 904(d)(3)(A) as amended by the AJCA, except as otherwise
provided by section 904(d)(3), dividends, interest, rents, and royalties received or
accrued by a taxpayer from a CFC in which the taxpayer is a United States shareholder
are not treated as passive category income. Exceptions are provided, generally, when
the payment is allocable to passive category income. However, the existing regulations
under 81.904-5 were largely unchanged after the AJCA amendments and retained the
pre-AJCA approach to assigning dividends, interest, rents, and royalties based on the
separate category of the income to which the payment was allocable, rather than
excluding the income from the passive category to the extent not allocable to the
passive category. In practice, because there were generally only two separate
categories after the AJCA and because the general category was a residual category,
the approach under the existing regulations of assigning payments to a separate
category based on the separate category to which they were allocable resulted in
payments that were not allocable to passive category income being assigned to the

general category.
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The Act added two new separate categories to section 904(d)(1) but made no
changes to the look-through rules in section 904(d)(3) and (4). In addition, the
legislative history does not provide any indication of how the look-through rules were
intended to operate with the addition of the new separate categories.

The proposed regulations provide that the look-through rules under section
904(d)(3) provide look-through treatment solely for payments allocable to the passive
category. Any other payments described in section 904(d)(3) are assigned to a
separate category other than the passive category based on the general rules in
81.904-4. Therefore, proposed §1.904-5 revises the various look-through rules to
reflect the application of look-through rules solely with respect to payments allocable to
passive category income. Dividends, interest, rents, or royalties paid from a CFCto a
United States shareholder thus are not assigned to a separate category (other than the
passive category) under the look-through rules, but are assigned to the foreign branch
category, a specified separate category described in proposed §1.904-4(m), or the
general category under the rules of proposed §1.904-4(d).

Consistent with the general rule for look-through payments, section 904(d)(3)(B)
assigns amounts included under section 951(a)(1)(A) (“subpart F inclusions”) to the
passive category to the extent the inclusion is attributable to passive category income.
Under the authority of section 951A(f)(1)(B), the proposed regulations treat GILTI
inclusions in the same manner as subpart F inclusions for purposes of section

904(d)(3)(B). Therefore, proposed 81.904-5(c)(6) provides that GILTI inclusions are
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treated as passive category income to the extent the amount so included is attributable
to income received or accrued by the CFC that is passive category income.

Under the proposed regulations, the look-through rules also do not apply to treat
deductible payments made by a foreign branch that are allocable to foreign branch
category income (for example, payments made by a foreign disregarded entity that
constitutes a foreign branch to a related look-through entity) as foreign branch category
income. Instead, the rules of 81.904-4 apply to characterize the income inthe hands of
the recipient.

Finally, as a result of the proposed revisions to §1.904-5 that limit the look-
through rules generally to passive category income, the proposed regulations include a
rule addressing income subject to the separate category required under section
901(j)(1)(B). These rules ensure that income from sources within countries described in
section 901(j)(2) that is paid or accrued through one or more entities retains its source
and therefore continues to be subject to the separate category described in section
901(j)(2)(B). See proposed 81.901())-1(a).

E. Allocation and apportionment 