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In brief 

The 2017 tax reform act (the Act) amended several Code provisions relating to the foreign tax credit 

(FTC). The IRS on November 28 issued proposed regulations under Sections 78, 861, 901, 904, 954, 

960, and 965. Once finalized, the proposed regulations generally will apply retroactively to tax years that 

begin after 2017, and end after the proposed regulations are published in the Federal Register (i.e., 

December 7, 2018); for calendar-year taxpayers, this refers to 2018.   

The proposed regulations raise a number of important issues. PwC on December 12 hosted a webcast 

featuring PwC specialists who discussed some of these issues. This Insight highlights those 

discussions.  Watch the webcast replay and register for future webcasts in PwC’s Tax Reform Readiness 

series, which addresses other areas affected by tax reform. 

The next webcast — Tax reform readiness: We got the BEAT (proposed regulations) — is scheduled for 

Wednesday, December 19, from 2:00 PM - 3:00 PM (EDT).  

 

In detail 

Overview  

The Act limited the FTC for 

US corporate taxpayers by 

repealing the indirect credit 

under Section 902, amended 

the deemed-paid credit under 

Section 960, introduced two 

new FTC limitation baskets 

under Section 904, and 

modified the sourcing rules 

related to inventory and 

interest expense. 

 

Key aspects of the proposed 

regulations include the 

following: 

 The gross income reduced 

by the Section 250 

deduction and the 

corresponding portion of 

assets are treated as tax-

exempt income/assets for 

purposes of expense 

apportionment.  This is not 

a straight 50% haircut, so 

taxpayers need to 

recompute baseline 

expense apportionment 

calculations 

 If a taxpayer’s Section 250 

deduction is limited (e.g., 

due to use of net 

operating loss (NOL) 

carryforwards), the 

favorable Section 250 

exempt asset/income 

treatment afforded the 

global intangible low-taxed 

income (GILTI) basket will 

be partially or wholly 

reduced.

https://www.pwc.com/us/en/services/tax/webcasts-registration/archived-webcasts/tax-reform-readiness-the-ftc-regulation-credit-given-where-credit-is-due.html
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 Previously taxed income (PTI), 

which the proposed regulations call 

previously taxed earnings and 

profits (PTEP), cannot be excluded 

as an exempt or partially exempt 

asset and cannot be averaged (the 

amount is determined at the close 

of the tax year) 

 The proposed regulations directly 

affect certain structures using 

partnerships and the so-called 

controlled foreign corporation 

(CFC) netting rule 

 There is no look-through on 

royalties or other payments 

received from CFCs to GILTI or on 

payments from branch baskets 

 The Section 245A dividends-

received deduction (DRD) does not 

apply to Section 78 gross-up 

dividends paid during fiscal-year 

window periods 

 The proposed regulations include 

rules to attribute foreign taxes paid 

to relevant FTC limitation 

categories and sub-groups; foreign 

law taxation of these items of 

income generally drive these 

determinations; no deemed paid 

credit associated with Section 956 

inclusion 

 Branch basket computations 

require adjustments to reflect 

Section 482 transfer-pricing 

principles 

 Taxpayers may elect to carry 

forward general-basket 2017 FTCs 

into the general or branch basket; 

separate-limitation losses (SLLs) 

and overall foreign losses (OFLs) 

carried over from 2017 into 2018 

remain in their original baskets. 

Observation: When asked during the 

December 12 webcast which 

provision in the proposed regulations 

could most impact their company, 

most respondents said expense 

apportionment (41%), followed by 

FTC baskets (31%). 

Effective dates 

In addition to the general effective 

date noted above, the proposed 

regulations include the following 

specific effective dates: 

 Prop. Reg. sec. 1.78-1 applies to 

Section 78 dividends received after 

December 31, 2017, with respect 

to tax years of foreign corporations 

beginning before January 1, 2018, 

and generally to tax years of 

foreign corporations beginning 

after December 31, 2017. 

 Prop. Reg. sec. 1.861-

12(c)(2)(i)(B)(1)(ii), relating to 

adjustments for Section 965(b) 

PTI, also applies to Section 965 

inclusion years of foreign 

corporations and US shareholders. 

 Prop. Reg. sec. 1.901(j)-1 applies 

to tax years ending on or after the 

proposed regulations are published 

in the Federal Register (i.e., 

December 7, 2018).   

 Prop. Reg. secs. 1.960-1 through -

6 apply to tax years beginning after 

December 31, 2017, and the tax 

years of domestic corporate US 

shareholders with which or in 

which they end.  

Section 960 deemed-paid credits 

The proposed regulations generally 

provide that foreign income taxes paid 

or accrued by a foreign corporation 

are ‘properly attributable’ to subpart F 

or tested income only to the extent 

they are (1) allocable and apportioned 

(by reference to foreign law) to 

subpart F or tested income; (2) paid or 

accrued in the CFC’s US tax year 

during which it recognizes the subpart 

F or tested income; and (3) 

proportional to the CFC’s subpart F or 

tested income that is included in a US 

shareholder’s gross income.  

No foreign income taxes can be 

deemed paid with respect to taxes 

properly attributable to the ‘residual 

income group’  (e.g., subpart F 

income for which the high-tax election 

is made, foreign oil and gas extraction 

income, and base differences at the 

CFC level).   

The Section 960 proposed regulations 

are applied through a six-step 

process: 

Step 1: Beginning with the lowest-tier 

CFC, assign items of gross income to 

Section 904 categories and income 

groups within those categories; add 

Section 959(b) distributions to 

corresponding PTEP groups and 

accounts. 

Step 2: Allocate and apportion 

deductions, including taxes, to income 

groups. 

Step 3: Determine taxes deemed paid 

under Sections 960(a) and (d) and 

Prop. Reg. sec. 1.960-2. 

Step 4: Move current-year earnings 

included under Sections 951(a) or 

951A(a) to relevant PTEP groups, and 

determine taxes deemed paid under 

Section 960(b)(2) in connection with 

Section 959(b) distributions.  

Step 5: Repeat steps 1 through 4 for 

the next-highest-tier CFC. 

Step 6: Determine taxes deemed paid 

under Section 960(b)(1) with respect 

to Section 959(a) distributions. 

The proposed regulations provide that 

no foreign income taxes are properly 

attributable to Section 956 inclusions. 

Observation: The denial of deemed 

paid credits for Section 956 inclusions 

will increase the need to apply the 

Section 956 proposed regulations 

before they are finalized and possibly 

result in adverse tax consequences if 
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a Section 956 inclusion is 

unintentionally triggered (e.g., if the 

earnings would not otherwise qualify 

for Section 245A DRD in the 

hypothetical distribution). 

The proposed regulations require a 

CFC to establish and track 10 

separate PTEP accounts on an 

annual basis.  The proposed 

regulations do not limit properly 

attributable foreign income taxes to 

those taxes that accrue during the 

same US tax year as the income on 

which they are imposed. Instead, 

foreign taxes generally are treated as 

accrued by the CFC at the end of the 

foreign tax year and allocated to the 

groups of income earned in that 

foreign tax year. Foreign taxes are 

treated as paid by the US shareholder 

in the year of the subpart F or GILTI 

inclusion that includes the foreign tax 

accrual date.  Therefore, foreign taxes 

are not necessarily lost as a result of 

the mismatches created by CFCs with 

different US and foreign tax years 

(e.g., a US November 30 year-end 

and foreign calendar year-end). 

Expense allocation and 

apportionment 

Prop. Reg. secs. 1.861-8 thru -13 and 

1.861-17 amend existing regulations 

to clarify how to allocate and 

apportion deductions and address 

changes made by the Act to Sections 

864(e) and 904. Prop. Reg. sec. 

1.904(b)-3 provides rules to apply 

Section 904(b)(4) in calculating the 

FTC limit.  

Key provisions 

Notable points addressed in the 

proposed regulations include:  

 Expense allocation and 

apportionment applies to the GILTI 

basket; thus depending on a 

taxpayer’s particular facts, 

Treasury and the IRS may have 

given  some relief — gross income 

offset by a Section 250 deduction 

allowed (i.e., FDII and GILTI) is 

treated as exempt income, and the 

stock or asset giving rise to that 

income is treated as a partially 

exempt asset under Section 

864(e)(3) 

 Section 245A dividends and 

deductions properly allocable to 

the ‘Section 245A subgroup’ are 

disregarded under Section 

904(b)(4) 

 Specified partnership loans 

 Hybrid-instrument CFC netting. 

Observation: The expense allocation 

and apportionment rules under the 

Section 861 regulations may 

significantly reduce the Section 904(a) 

FTC limitation in the GILTI basket. For 

many taxpayers this can lead to 

particularly harsh results given that no 

carryforward of credits is allowed with 

respect to taxes in the GILTI basket, 

even though foreign taxes in excess 

of 13.125% were paid on tested 

income.  

Observation: The proposed 

regulations provide for exempt income 

and exempt asset treatment under 

Section 864(e)(3) with respect to 

income in the GILTI basket that is 

offset by the Section 250 deduction 

and a corresponding percentage of 

CFC stock that is characterized as a 

GILTI basket asset.  While this 

treatment generally is favorable, the 

benefit is somewhat offset by the 

similar treatment of FDII and FDII-

generating assets. In addition, certain 

taxpayers subject to the Base Erosion 

Anti-avoidance Tax (BEAT) may find 

that some or all of any Section 250 

benefit (in the GILTI basket) is offset 

by a higher BEAT liability.  

Section 245A 

The proposed regulations clarify that 

Section 864(e)(3) does not apply to 

dividends for which a Section 245A 

deduction is allowed. Instead, Section 

245A dividends and deductions 

properly allocable to the ‘Section 

245A subgroup’ are disregarded 

under Section 904(b)(4). This has the 

effect of increasing the denominator of 

the Section 904(a) FTC limitation 

fraction in general, which can cause a 

reduction in the FTC limitation in other 

Section 904 categories. 

The proposed regulations include a 

five-step approach for characterizing 

CFC stock by reference to the income 

that the stock generates: 

Step 1: Characterize stock as 

generating income in statutory 

groupings under the asset or modified 

gross income method. 

Step 2: Assign stock to the Section 

951A category (by applying GILTI 

inclusion percentage to the stock 

generating gross tested income). 

Step 3: Assign stock to a treaty 

category. 

Step 4: Aggregate stock within each 

separate category and assign stock to 

the residual grouping. 

Step 5: Determine Section 245A and 

non-Section 245A subgroups for each 

separate category and US source 

category. 

Observation: When asked during the 

December 12 webcast how much the 

application of expense apportionment 

would limit their  foreign tax credits for 

GILTI inclusions, most respondents 

said it would be a significant limitation 

(50%). 

Under the proposed regulations, CFC 

assets that are treated as QBAI are 

not directly assigned to the Section 

245A subgroup or treated as tax-

exempt assets.  Rather, the GILTI 

inclusion percentage is applied to the 

CFC stock that generates gross 

tested income in order to assign the 
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stock to the Section 951A category 

with the remaining potentially 

assigned to the Section 245A 

subgroup,  The consequences of this 

more complex approach require 

detailed modeling. 

Foreign branch basket: Overview of 

Prop. Reg. sec. 1.904-4 

The Act created a new basket for 

business profits of a US person 

attributable to a foreign branch. The 

proposed regulations generally 

determine the amount of a US 

person’s gross income allocable to the 

branch basket by reference to the 

branch’s books and records adjusted 

to conform to US tax principles, and 

several additional modifications. 

Although the proposed regulations 

start with a branch’s books and 

records, the amount of any regarded 

or disregarded payment taken into 

account in determining foreign branch 

income must be arm’s length under 

Section 482 principles.  The proposed 

regulations clarify that the branch 

income category is determined on an 

aggregate basis and not a branch-by 

branch basis, and that only branches 

of a US person (as opposed to a 

branch of a foreign corporation) are 

within the definition.  

Branch income does not include 

income arising from activities 

conducted in the United States, 

income arising from a stock 

investment (e.g., a dividend, deemed 

inclusion under Sections 951, 951A, 

or 1293, or gain from the disposition 

of such stock), gain from the 

disposition of a partnership or other 

flow-through entity (e.g., a 

disregarded entity) unless undertaken 

in the ordinary course of the trade or 

business of the branch, or interest 

income from a related party that is not 

treated as financial services income.  

The proposed regulations include 

special rules for certain disregarded 

payments requiring a reallocation 

(upward and downward adjustment) of 

gross income and foreign taxes 

imposed on such payments made 

between a branch and its owner, or 

between separate branches.  The 

principles of Section 482 should be 

applied when making any such 

adjustments. 

Section 78 gross-up 

The regulations provide that Section 

78 dividends related to foreign 

corporation tax years beginning 

before January 1, 2018 are not 

treated as dividends for purposes of 

Sections 245 or 245A. The preamble 

further explains that “There is no 

indication that Congress intended to 

treat these similarly situated taxpayers 

[fiscal-year CFCs] differently with 

respect to the section 78 dividend 

given that the purpose of the section 

78 dividend -- to prevent a taxpayer 

from obtaining the benefit of both a 

credit under section 901 and a 

deduction with respect to the same 

foreign tax -- is unrelated to the CFC’s 

U.S. taxable year." 

This is achieved by applying a special 

applicability date to Section 78 

dividends deemed paid after 

December 31, 2017, by fiscal-year 

CFCs. 

Transition rules: Coordination with 

OFLs, SLLs, and ODLs 

The proposed regulations generally 

maintain the basket of various 

attributes (e.g., foreign tax credit, as 

well as OFL, SLL, and ODL recapture 

accounts) carried forward from pre-

2018 years. However, the proposed 

regulations provide taxpayers with an 

election to reallocate a portion of 

general-basket FTC carryforwards to 

the foreign branch basket equal to the 

amount of FTCs that would have been 

allocated to the foreign branch basket 

if it had existed prior to 2018. A 

taxpayer making this election must 

reassign a portion of its OFL, SLL, 

and ODL recapture accounts to the 

foreign branch basket.  

The takeaway 

The proposed regulations add an 

additional layer of complexity on top of 

the already detailed rules for 

calculating the FTC and related 

limitation in each basket.  The 

proposed regulations also provide the 

first guidance on the new GILTI and 

foreign branch baskets, as well as 

detailed rules for determining indirect 

credits under Section 960. 
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