
U.S. Tax Review: Proposed Regs, 
Audit Disclosure, MAP Stats
by Larissa Neumann and Julia Ushakova-Stein    

Reprinted from Tax Notes International, January 2, 2023, p. 31

®

Volume 109, Number 1  �  January 2, 2023

©
 2023 Tax Analysts. All rights reserved. Tax Analysts does not claim

 copyright in any public dom
ain or third party content.

For more Tax Notes® International content, please visit www.taxnotes.com.

internationaltaxnotes



TAX NOTES INTERNATIONAL, VOLUME 109, JANUARY 2, 2023  31

tax notes international®

COMMENTARY & ANALYSIS

U.S. Tax Review: Proposed Regs, Audit Disclosure, MAP Stats

by Larissa Neumann and Julia Ushakova-Stein

Proposed FTC Regs

Treasury and the IRS released new proposed 
foreign tax credit regs (REG-112096-22). The 
proposed regs provide some relief on cost 
recovery and royalty withholding, but the 
changes do not fix everything. There are many 
other issues with the 2022 FTC final regs (T.D. 
9959) that still remain.

Royalty Attribution

The 2022 FTC final regs added an attribution 
rule in reg. section 1.901-2(b)(5) that requires a 
foreign country to impose tax in a manner 
reasonably similar to how the United States 
imposes income tax. Treasury stated that the 
purpose of the attribution requirement is to allow 
an FTC only if the country imposing the tax has 

sufficient nexus to the taxpayer’s activities or 
investment of capital that generates the income 
included in the tax base. In the case of royalty 
payments, this means that foreign law must 
source royalties based on the place of use of, or the 
right to use, the intangible property, consistent 
with how the code sources royalty income.

For foreign taxes imposed in lieu of an income 
tax, the 2022 FTC final regs also modify the 
substitution requirement in reg. section 1.903-1, 
including by adding an attribution requirement. 
This is an all-or-nothing rule, the foreign tax either 
is or is not a tax in lieu of an income tax, in its 
entirety. Whether or not the relevant intangible 
property is in fact used within the territory of the 
taxing jurisdiction is not relevant under the 2022 
FTC final regs.

This rule raised a number of issues and 
practical concerns. It requires analyzing the laws 
of each foreign country. In the new proposed regs, 
Treasury offers a limited single-country exception 
for licensing arrangements that give rise to royalty 
income.

In response to these concerns, the IRS has 
concluded that it is appropriate to provide a 
limited single-country exception to the source-
based attribution requirement of the 2022 FTC 
final regs if the taxpayer can substantiate that a 
withholding tax is imposed on royalties received 
in exchange for the right to use intellectual 
property solely within the territory of the taxing 
jurisdiction.

The proposed FTC regs require the taxpayer to 
have a written license agreement that provides for 
the payment of the royalty and that limits the use 
of the IP giving rise to the royalty to the territory 
of the foreign country imposing the tax (single-
country license). Further, a payment (or portion of 
a payment) may be treated as made under a 
single-country license even if the written 
agreement is not so limited, provided the 
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agreement separately states what the portion 
(whether as a specified amount or as a formula) of 
the royalty payment subject to the tested foreign 
tax is for the single country.

An antiabuse rule provides that a payment is 
treated as not made under a single-country 
license if the taxpayer knows, or has reason to 
know, that the required agreement misstates the 
territory in which the IP is used or overstates the 
amount of the royalty of the single country. This is 
an all-or-nothing rule. If the antiabuse rule 
applies, then the entire withholding tax is not 
creditable under the single-country license 
exception.

The single-country license agreement must be 
executed no later than the date on which the 
royalty is paid. However, a transition rule applies 
for royalties paid on or before May 17. In that case, 
the required agreement must be executed no later 
than May 17, and the agreement must state 
(whether in the terms of the agreement or in 
recitals) that royalties paid on or before the 
execution of the agreement are considered paid 
under the terms of the agreement. Therefore, 
taxpayers would be well advised to review 
licensing agreements that give rise to foreign 
withholding tax.

The proposed FTC regs also modify the 
separate levy rule for withholding taxes imposed 
on nonresidents. Reg. section 1.901-
2(d)(1)(iii)(B)(3) provides that a withholding tax 
that is imposed on a royalty payment made to a 
nonresident under a single-country license is 
treated as a separate levy from a withholding tax 
that is imposed on other royalty payments made 
to the nonresident and from any other 
withholding taxes imposed on other 
nonresidents. This rule may result in a foreign 
withholding tax being considered a separate levy 
in cases in which the foreign tax law considers 
only a single levy to be imposed. In contrast to a 
net income tax, this separate levy rule can be 
applied to withholding taxes because 
withholding taxes on royalties are imposed on 
gross income and on a payment-by-payment 
basis. Also, as with the other special levy rules, 
this separate levy rule better aligns the outcomes 
of the test with the purposes of the FTC rules, 
including that of the attribution requirement.

Cost Recovery Requirement

The 2022 FTC final regs significantly 
tightened the long-standing requirement that 
foreign taxes generally are creditable against U.S. 
tax liability only if they tax net income rather than 
gross income. They replaced the generic 
requirement that the tax reach “net income” 
under “reasonable principles” with a more 
stringent “cost recovery” requirement. In 
response to taxpayer comments to the 2020 
proposed regs, the final FTC regs made three 
changes.

First, the cost recovery allowed under the 
foreign tax must be in a manner that conforms in 
essential respects to the determination of taxable 
income under the U.S. IRC under the “principles-
based exception.” Second, the analysis of whether 
a tax allows for the recovery of significant costs 
and expenses is based on whether the costs and 
expenses are significant for all taxpayers in the 
aggregate to which the foreign tax applies, rather 
than on a taxpayer-by-taxpayer basis. Third, they 
added a list of costs and expenses that are per se 
significant, regardless of the amount at stake.

The proposed FTC regs provide limited relief 
by allowing creditability if the foreign tax allows 
recovery of “substantially all” of each item of 
significant cost or expense. Furthermore, the 
proposed FTC regs would establish a safe harbor 
under which the “substantially all” requirement 
is met for foreign taxes that disallow no more than 
25 percent of any item or items of significant cost 
or expense. Also, a foreign tax would not become 
non-creditable merely because it imposes a cap on 
the deductibility of a single category of significant 
cost or expense, as long as:

• that cap is not less than 15 percent of gross 
receipts, gross income, or a similar measure; 
or

• in the case of a cap based on a percentage of 
taxable income or a similar measure, the cap 
is not less than 30 percent.

The proposed FTC regs incorporate two 
technical corrections to the final FTC regs, 
published in July 2022. The technical corrections 
expanded the “principles-based exception” by 
providing that the disallowance of cost recovery 
does not render a foreign tax non-creditable if the 
disallowance is consistent with “any principle” — 
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rather than “the principles” — underlying the 
disallowances required under the code. The 
technical corrections also provide that the timing 
of cost recovery generally is disregarded unless 
the time of recovery under foreign law is so much 
later as to effectively constitute a denial of 
recovery.

Under the proposed FTC regs, the “any 
principle” exception still applies in cases in which 
a foreign tax does not satisfy the new 
“substantially all” requirement, and two new 
examples establish that “any principle” is 
intended to be interpreted broadly.

Under one example, a foreign tax is creditable 
if the disallowance of cost recovery is the result of 
an anti-hybrid rule, because the principle of 
limiting base erosion or profit shifting is found in 
section 267A. Another example provides that a 
foreign tax can be creditable even if it permits no 
deduction for any stock-based payments for 
services because sections 162(m) and 280G 
contain targeted disallowances or limits on 
deductibility based on nontax policy reasons, 
including influencing the amount or use of some 
types of compensation in the labor market.

Specific costs and expenses are always treated 
as significant under the newly proposed 
“substantially all” requirement, whether or not 
they are actually significant: capital expenditures, 
interest, rents, royalties, wages or other payments 
for services, and research and experimentation. In 
contrast, the following costs do not need to be 
recovered for a foreign tax to be creditable: costs 
and expenses attributable to wage income or to 
investment income that is not derived from a 
trade or business. Furthermore, the creditability 
of a tax does not depend on whether it allows a 
deduction for other taxes that would qualify as 
foreign income taxes or whether it is deductible in 
the calculation of these other taxes.

A taxpayer may choose to rely on the 
proposed FTC regs’ cost recovery provisions for 
foreign taxes paid in tax years beginning on or 
after December 28, 2021, and ending before the 
effective date of final regs.

Reg. Section 1.861-20 Foreign Tax Allocation

The proposed FTC regs also modify the rules 
for allocating foreign taxes among income groups 

under reg. section 1.861-20. The proposed regs 
make a limited technical change.

The 2022 FTC final regs allocate foreign taxes 
imposed on remittances of property based on the 
“asset method” of apportionment under reg. 
section 1.861-9. This rule allocates taxes on a 
remittance from a disregarded entity based on the 
tax basis of assets of the disregarded entity (DRE), 
rather than the sources from which the DRE’s 
accumulated earnings arise. See reg. section 1.861-
20(g)(11), Example 11. To the extent the DRE held 
its retained earnings in the form of cash, the tax 
basis of cash would attract an allocation of foreign 
income taxes to the passive category, even though 
little or none of the DRE’s income was passive 
income.

The new proposed FTC regs only modify the 
way in which disregarded payments are treated 
for measuring a DRE’s assets. Generally, if one 
DRE makes a payment to another DRE of the same 
owner, this disregarded payment (a so-called 
reattribution payment) can cause the income of the 
payer DRE to be reallocated to the recipient DRE. 
They also adjust the assets of the two DREs (so-
called reattribution assets) to match the attribution 
of income to the two DREs.

The proposed FTC regs limit the scope of 
reattribution assets to exclude assets exchanged in 
a disregarded sale or exchange of property. The 
preamble posits a fact pattern in which a 
manufacturing DRE sells inventory to a 
distributor DRE of the same taxpayer. The goal of 
the change is to prevent a shifting of cash from the 
manufacturer DRE to the distributor DRE and 
vice versa with inventory. The proposed FTC regs 
request comments on whether additional limits 
on the scope of reattribution assets would be 
appropriate.

Consolidated Group PTEP Distributions

On December 9, 2022, Treasury and the IRS 
released proposed Treasury regs (REG-113839-22) 
under reg. section 1.1502-80 to address a situation 
in which taxpayers are taking the position that a 
consolidated group’s aggregate pro rata share of a 
lower-tier controlled foreign corporation’s 
subpart F income or tested income is reduced 
under section 951(a)(2)(B) by reason of a section 
959(b) distribution made by the lower-tier CFC, 
together with a direct or indirect acquisition of 
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stock of the lower-tier CFC by a member of the 
group from another member.

A section 959(b) distribution is a distribution 
by a CFC of its previously taxed earnings and 
profits (PTEP) and is generally not subject to U.S. 
tax when distributed to an upper-tier CFC. Under 
section 951(a)(1)(A), a U.S. shareholder of a CFC 
must include in gross income its pro rata share of 
the CFC’s subpart F income if the U.S. shareholder 
owns stock of the CFC, within the meaning of 
section 958(a), on the last day of the CFC’s tax 
year. Under section 951(a)(2)(A), this amount is 
subpart F income allocable to the stock of the CFC 
that the U.S. shareholder owns on that last day 
and is reduced, under section 951(a)(2)(B), by the 
amount of distributions received by any other 
person during the tax year as a dividend with 
respect to the stock if it was acquired during that 
year.

However, the reduction is limited to the 
amount of the dividend that would have been 
received with respect to the acquired stock if the 
CFC had distributed an amount equal to its 
subpart F income for the tax year multiplied by a 
fraction, the numerator of which is the number of 
days during the tax year on which the U.S. 
shareholder did not own the acquired stock, and 
the denominator of which is the number of days 
during the tax year. Under section 951A(e)(1), a 
U.S. shareholder’s pro rata share of a CFC’s tested 
items for global intangible low-taxed income 
purposes is determined in the same manner as its 
pro rata share of a CFC’s subpart F income, subject 
to modifications.

The reduction, as so limited, represents an 
amount of distributed income of the CFC on 
which the U.S. shareholder otherwise would be 
subject to U.S. tax under section 951(a)(1)(A) or 
951A(a) by reason of owning the acquired stock 
on the last relevant day, but that is not allocable to 
the period during which the U.S. shareholder 
owned the acquired stock. The reduction is 
intended to prevent double taxation of subpart F 
income or tested income of the CFC that is 
distributed during the tax year. In turn, the 
limitation on the reduction is intended to ensure 
that income allocable to the U.S. shareholder’s 
ownership period of the acquired stock is 
included in the U.S. shareholder’s pro rata share.

A consolidated group member’s inclusion 
under section 951(a)(1)(A) is determined at the 
member level in the same manner as the inclusion 
is determined for any domestic corporation that is 
a U.S. shareholder of a foreign corporation. A 
member’s GILTI inclusion amount is determined 
by taking into account the aggregate of its pro rata 
share of the tested income of each tested income 
CFC (as defined in reg. section 1.951A-2(b)(1)) 
and its allocable share of the group’s aggregate 
amount of other tested items under reg. section 
1.1502-51.

For example, assume that M1 and M2 are 
members of a consolidated group (the P group). 
M1 directly owns all the stock of an upper-tier 
CFC1, which directly owns all the stock of a 
lower-tier CFC2. M2 directly owns all the stock of 
CFC3. CFC2 makes a section 959(b) distribution to 
CFC1, and on a day other than the last day of the 
same tax year, CFC1 transfers all the stock of 
CFC2 to CFC3 in a B reorganization. As a result, 
M2 indirectly acquires stock of CFC2, which M2 
continues to own throughout the rest of the tax 
year.

According to the preamble, Treasury and the 
IRS understand that some consolidated groups 
are taking the position that section 951(a)(2)(B) 
reduces M2’s pro rata share of CFC2’s subpart F 
income or tested income. This position is based in 
part on the assertion that, for purposes of the 
section 951(a)(2)(B) fraction, M2 is not treated as 
owning stock of CFC2 on days on which the stock 
is owned by M1 (or another member of the 
group). The preamble states that this position 
does not clearly reflect a consolidated group’s U.S. 
tax liability because the group’s share of subpart F 
income and tested income of a CFC should not be 
affected when ownership of stock of the CFC 
moves within the group.

The preamble also states that this position is 
inconsistent with section 951(a)(2)(B) and its 
purpose. The amount described in section 
951(a)(2)(B) represents distributed income of a 
CFC on which a U.S. shareholder otherwise 
would be subject to U.S. tax by reason of owning 
stock of the CFC on the last relevant day. E&P that 
already has been subject to U.S. tax, such as E&P 
comprising a section 959(b) distribution, cannot 
represent this income. A position treating such 
E&P as giving rise to a section 951(a)(2)(B) 
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reduction inappropriately reduces U.S. taxation 
of a CFC’s subpart F income or tested income. 
Furthermore, the reduction to U.S. tax could be 
permanent to the extent that a deduction under 
section 245A(a) is allowed when E&P 
corresponding to the untaxed income ultimately 
is distributed to a U.S. shareholder.

As a result, the proposed regs under reg. 
section 1.1502-80 treat members of a consolidated 
group as a single U.S. shareholder for purposes of 
applying section 951(a)(2)(B) in the context of 
section 959(b) distributions. When members are 
treated as a single U.S. shareholder, direct or 
indirect acquisitions of stock of a CFC by one 
member from another member do not give rise to 
a section 951(a)(2)(B) reduction because the 
numerator of the section 951(a)(2)(B) fraction 
reflects the period that both members owned 
stock of the CFC. Therefore, the group’s aggregate 
inclusions under section 951(a)(1)(A) and 951A(a) 
with respect to a CFC are not reduced under 
section 951(a)(2)(B) by reason of a section 959(b) 
distribution made by the CFC and changes in the 
location of ownership of stock of the CFC within 
the group. The preamble also states that, in 
addition to the proposed regs, other authorities or 
common law doctrines may apply to recast a 
transaction or otherwise affect the tax treatment of 
a transaction, citing sections 482 and 7701(o) and 
reg. sections 1.701-2 and 1.1502-13(h) as examples.

The proposed regs are effective for tax years 
for which the original consolidated return is due, 
without extensions, after these regs are finalized. 
This is an interesting and unusual effective date. If 
the regs are finalized before April 15, then they 
would be applicable to a consolidated group’s 
2022 tax year for calendar-year taxpayers.

Audit Disclosure Guidance

On November 17, 2022, the IRS issued Rev. 
Proc. 2022-39, 2022-49 IRB 1, introducing new 
requirements and procedures for audit 
disclosures that were effective immediately. With 
the issuance of the new revenue procedure, Rev. 
Proc. 94-69, 1994-2 C.B. 804, is now obsolete for 
audits beginning after November 16, 2022.

Rev. Proc. 2022-39 makes the following 
changes:

• To be eligible to make disclosures after the 
IRS contacts you about opening an audit, 

taxpayers must now meet a gating 
requirement: The taxpayer must have been 
audited four of the previous five years.

• If eligible, taxpayers must make disclosures 
using Form 15307. The form instructions 
provide guidance and examples of what 
constitutes “adequate” disclosure.

• If eligible, taxpayers have 30 days instead of 
15 days to make the disclosures.

If the taxpayer has not been audited four of 
the last five years, post-tax return disclosures can 
be made by filing a full amended return before 
being contacted by the IRS about an audit and 
before the IRS takes other actions (for example, 
contacting a promoter). See reg. section 1.6664-
2(c)(3). Disclosures are made so that accuracy-
related penalties described in section 6662(b)(1) 
and (2) are not applicable.

OECD MAP Stats

The OECD released mutual agreement 
procedure statistics covering 127 jurisdictions. 
Significantly more MAP cases were closed in 2021 
compared with 2020. Of the approximately 13 
percent more MAP cases closed, there were 22 
percent more transfer pricing cases closed in 2021. 
Competent authorities were able to close more 
cases because of the greater use of virtual 
meetings, the prioritization of simpler cases, and 
greater collaboration to solve common issues 
collectively that could be applied across multiple 
MAP cases. Further, jurisdictions noted that 
increases in staff and their experience enable them 
to resolve more cases.

There were fewer new cases in 2021 — the 
number of new MAP cases opened in 2021 
decreased almost 3 percent. This is attributed to a 
significant decrease in new transfer pricing cases 
being opened (an almost 10.5 percent drop), while 
the number of other cases opened increased by 
almost 4 percent compared with 2020.

Outcomes remain generally positive. Around 
75 percent of the MAPs concluded in 2021 fully 
resolved the issue both for transfer pricing and for 
other cases (similar to 76 percent for transfer 
pricing cases and 74 percent for other cases in 
2020). Approximately 2 percent of MAP cases 
were closed with no agreement, compared with 3 
percent in 2020.
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Cases still take a long time. On average, MAP 
cases closed in 2021 took 32 months for transfer 
pricing cases (35 months in 2020) and 
approximately 21 months for other cases (18.5 
months in 2020). Some jurisdictions experienced 
delays, especially for more complex cases, and the 
COVID-19 crisis affected the quality of their 
communication with some treaty partners.

Jurisdictions noted that, especially toward the 
end of 2021, there was an increase in MAP 
engagement with treaty partners. Further, while 
jurisdictions welcomed the resumption of face-to-
face meetings, the continued use of virtual 
meetings has allowed for opportunities to 
progress individual cases in between face-to-face 
meetings. This hybrid approach is a welcome 
practice that many jurisdictions continue to apply 

to expedite MAP resolutions and improve the 
efficiency and effectiveness of their MAP 
programs.

Spain had the shortest time in closing transfer 
pricing cases, and Ireland had the shortest time 
closing other cases. Canada had the smallest 
proportion of pre-2016 cases in end inventory. 
Ireland and New Zealand had the most effective 
caseload management. The jurisdictions that dealt 
the most effectively with their joint caseload went 
to France-United States for transfer pricing cases 
and to Ireland-Germany for other cases. The most 
improved jurisdiction was Germany, which 
closed an additional 144 cases with positive 
outcomes, a 41 percent increase compared with 
2020 with increases for both transfer pricing and 
other cases. 
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