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In brief

What happened?

Treasury and the IRS on August 6 issued proposed regulations that address certain issues arising under the dual
consolidated loss (DCL) rules, including the effect of intercompany transactions and items arising from stock
ownership in calculating a DCL. The proposed regulations also address the application of the DCL rules in the
context of certain foreign minimum tax regimes, such as those arising under Pillar Two, including exceptions to the
application of the DCL rules in this context. Finally, the regulations include new rules to track certain disregarded
payments that are deductible for foreign tax purposes and may deem US income to arise if certain events occur.

Why is it relevant?

The DCL rules are found in Section 1503(d) and the regulations thereunder and are intended to prevent a single
economic loss from offsetting or reducing income subject to US tax (but not a foreign country's tax) and income
subject to the foreign country's tax (but not US tax).

The proposed regulations provide guidance on the DCL rules’ interaction with the intercompany transaction
regulations and computing the income or a DCL attributable to a separate unit or dual resident corporation and
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update various definitions and operating rules to address the rules’ interactions with qualified domestic minimum
top-up taxes (QDMTTS) or income inclusion rules (IIRs) of foreign tax regimes.

The proposed regulations also introduce entirely new provisions regarding so-called disregarded payment losses
(DPLs). Those rules would deem consent of a domestic corporation to be subject to the rules and also provide rules
for calculating and reporting DPLs, the combination of certain disregarded entities, and the triggering events
requiring the inclusion in income of DPLs. The proposed regulations also address the application of the DPL rules
to dual resident corporations, as well as the interaction with the DCL rules.

Finally, the proposed regulations provide a new anti-avoidance rule to address transactions and arrangements that
are entered into with a view to avoiding the purposes of the DCL rules or the newly proposed DPL rules.

Actions to consider

Companies should consider whether to submit comments on these new proposed regulations. Comments are due
by October 7, 2024, 60 days after the proposed regulations were published in the Federal Register.

Background

Section 1503(d) was enacted to prevent taxpayers from using the losses of dual resident corporations or separate
units (e.g., a foreign branch or an interest in a hybrid entity) to offset income in both US and foreign jurisdictions,
thus preventing double-deduction outcomes. A DCL is generally the net operating loss of a domestic corporation
subject to foreign tax, or the net loss attributable to a separate unit. In computing whether a DCL exists,
transactions that are disregarded for US federal income tax purposes are not taken into account. The DCL
regulations generally prohibit a domestic use of a DCL unless the taxpayer makes a domestic use election. A
domestic use election is unavailable if there is a foreign use or other triggering event with respect to a DCL in the
year the DCL is incurred. If a domestic use election is permitted and made with respect to a DCL, the taxpayer
must annually certify for five years that no foreign use or other triggering event has occurred with respect to the
DCL. In the event that a triggering event occurs without an exception, the taxpayer is generally required to
recapture the DCL in income in the year of the triggering event.

A foreign use generally occurs where any portion of an item of expense or loss that composes the DCL is made
available under foreign law to reduce or offset the income of an entity that is a foreign corporation for US tax
purposes. Therefore, a foreign use often arises when a separate unit that incurs a DCL is consolidated or
participates in group relief with an affiliate that is a foreign corporation for US tax purposes. The 'made available'
standard of foreign use does not take into account the extent to which the foreign use actually reduces a foreign tax
liability (if at all) (the 'all or nothing' principle). As described above, the DCL rules and the regulations thereunder
have historically and practically only considered whether a DCL in a particular country could be considered made
available for use in that same country.

The OECD’s GloBE Model Rules require the aggregation of GIoBE income or loss in calculating the effective tax
rate (ETR) for a jurisdiction. This aggregation is akin to mandatory consolidation and, therefore, if DCL rules treat
the Pillar Two tax regimes in the same manner as ordinary income tax regimes, a DCL made available, in whole or
in part, under such Pillar Two tax regimes can result in a foreign use. In response, Treasury issued Notice 2023-80
which provides guidance on the interaction between DCL rules and the GIoBE Model Rules, particularly for legacy
DCLs incurred before the GIoBE Model Rules' effective date.
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The proposed regulations generally treat tax regimes arising under the GloBE Model Rules in the same manner as
other income tax regimes. Accordingly, the proposed regulations would provide that QDMTTs and taxes under an
IIR are foreign income taxes for purposes of the DCL rules, so the application of those rules can trigger a foreign
use and can cause entities to be separate units. However, the proposed regulations do not address the treatment
of the undertaxed profits rule (UTPR).

The proposed regulations also clarify that a foreign use may occur if an item of expense or loss included in a DCL
is taken into account in computing the Transitional CbCR Safe Harbour, because the safe harbour reduces tax that
otherwise would be imposed under the GloBE Model Rules. However, the proposed regulations would provide a
limited exception from foreign use for DCLs attributable to separate units that satisfy the Transitional CbCR Safe
Harbour. Specifically, if the duplicate loss arrangement rules contained in the OECD’s December 2023
administrative guidance prevent a foreign use of a DCL in computing the Transitional CbCR Safe Harbour and the
top-up tax is deemed to be zero (i.e., the Transitional CbCR Safe Harbour is satisfied), then no foreign use would
occur.

The proposed regulations would also add an example to clarify that foreign laws denying the foreign use of
deductions to prevent double-deduction outcomes do not constitute mirror legislation if they preserve the taxpayer's
ability to choose between domestic and foreign use, such as the duplicate loss arrangement rules in the

or anti-hybrid provisions introduced by various European Union countries
pursuant to the Anti-Tax Avoidance Directive (ATAD II).

The government has also proposed technical changes to the definitions of separate units, ensuring that entities that
are relevant for purposes of computing GIoBE income are respected as separate units and are assigned to the
same jurisdiction in which they are treated as located for purposes of the relevant QDMTT or IIR.

Finally, the proposed regulations contain a transition rule, generally deferring the effective date of the rules
addressing the interaction between DCLs and Pillar Two until taxable years beginning on or after August 6, 2024.
However, this transition rule does not apply with respect to losses incurred or increased with a view to reduce the
amount of tax subject to a QDMTT or IR, or to qualify for the Transitional CbCR Safe Harbour.

Observation: With the proposed regulations, Treasury and the IRS have begun adapting the DCL rules to account
for Pillar Two. In so doing, the government appears to be striking a balance between providing limited transitional
relief for unintended consequences and broadening the DCL rules to treat QDMTTs and |IRs as additional foreign
income tax regimes that pose a risk of double dipping. The temporary relief from the Pillar Two-focused portions of
the regulations exemplifies this, as it contains a significant exception for any DCLs incurred to reduce tax under
Pillar Two. Taxpayers should continue to engage with the government on these issues to ensure the final
regulations do not cause harsh and unintended consequences, including for example a disallowance of business
losses for which taxpayers do not seek a double deduction.

Interaction with the intercompany transaction regulations

The DCL regulations provide that, in the case of an affiliated dual resident corporation or an affiliated domestic
owner acting through a separate unit (a Section 1503(d) member), the computation of income or DCL takes into
account rules under Section 1502 regarding the computation of consolidated taxable income. The proposed
regulations would amend Reg. 1.1502-13 to clarify the treatment of items that are subject to both the DCL rules and
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the intercompany transaction regulations. Specifically, the proposed regulations clarify that a Section 1503(d)
member has special status under Reg. 1.1502-13(c)(5) for purposes of applying the DCL rules.

The proposed regulations would also apply the intercompany transaction rules before the DCL rules, causing the
DCL rules to apply to an item only to the extent that the item is otherwise taken into account in income or loss.

As a result, to the extent a member takes into account income or loss arising from an intercompany transaction,
that item is taken into account for purposes of the DCL rules. Furthermore, under this ordering rule, if a Section
1503(d) member’s intercompany (or corresponding) loss otherwise would be taken into account in the current year,
and the DCL rules apply to limit the use of that loss (causing the loss to not be currently deductible), the
intercompany transaction regulations would not redetermine that loss as not subject to the limitation under Section
1503(d). Therefore, a Section 1503(d) member’s intercompany (or corresponding) loss could be limited (and
therefore not currently deductible) under the DCL rules, even though such an outcome is inconsistent with single
entity treatment. The proposed regulations make clear that the intercompany (or corresponding) item of a
counterparty to an intercompany transaction with a Section 1503(d) member continues to be subject to the
matching rule in Reg. 1.1502-13(c) and such rule is applied as if the Section 1503(d) member were not a Section
1503(d) member — i.e., not subject to the DCL rules. The following example illustrates the preceding sentence.

S and B are members of a consolidated group. B owns Foreign Branch, a separate unit under the DCL rules. S
lends $100 to Foreign Branch, with $10 of interest due in Year 1. B/Foreign Branch has a $10 DCL that is limited
under the domestic use limitation rule in Year 1. Under the proposed regulations, S, the counterparty to the
intercompany transaction with B, is required to take into account the $10 of intercompany interest income
notwithstanding that B’s $10 of interest deduction is deferred under the DCL rules.

Observation: Taxpayers have been taking varying positions on whether intercompany (or corresponding) items of
a Section 1503(d) member factor into determining the amount of such member's DCL. The proposed regulations
provide a single approach to determining such amounts included in the computation. The clarification provided in
the proposed regulations provides certainty to an area that has been fraught with debate amongst tax practitioners.

Computing income or dual consolidated loss

The proposed regulations generally provide that items arising from the ownership of stock — such as gain
recognized on the sale or exchange of stock, dividends (including by reason of Section 1248), inclusions under
Section 951(a) or 951A(a), as well as related deductions (including under Section 245A(a) or 250(a)(1)(B)) — are
not taken into account for purposes of computing income or a DCL. A narrow exception remains for dividends (or
other inclusions) arising from a separate unit or dual resident corporation’s ownership of portfolio stock of a
corporation (domestic or foreign), which generally is defined as stock representing less than 10% of the value of the
corporation and determined using attribution rules under Section 318.

The proposed regulations also clarify the items of a domestic owner that are attributed to a hybrid entity separate
unit because they are reflected on its books and records. Although the books and records are adjusted to conform
to US tax principles before the items are taken into account for DCL purposes, the proposed regulations clarify that
these adjustments do not permit the attribution to a hybrid entity separate unit, or an interest in a transparent entity,
of any item that has not been and will not be reflected on the books and records of the hybrid entity or transparent
entity. For example, the proposed regulations clarify that no adjustments based on Section 482 or transfer pricing
principles can be made to give effect to disregarded payments.

Observation: The removal of income arising from stock from the computation of a DCL is a major change. In the
preamble, Treasury and the IRS acknowledge that ignoring all items with respect to stock, even stock of a tax
resident of the same jurisdiction as the separate unit, is overly restrictive, as it eliminates from the calculation of a
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DCL certain income that was subject to tax in that jurisdiction that is properly considered dual inclusion income.
This result, justified by administrability concerns, appears open to revision in final regulations.

Anti-avoidance rule

The proposed regulations include a broad anti-avoidance rule that generally is intended to address transactions or
arrangements entered into with a view to avoiding the purposes of the DCL rules or the newly proposed DPL rules.

Applicability dates
Provision

Interaction of the DCL rules with the intercompany
transaction regulations

Applicability Date ‘

Tax years for which the original Federal income
tax return is due (without extensions) after the
date that final regulations are published in the
Federal Register; the proposed rule may be
applied to an earlier open tax year if certain
requirements are met

Rules clarifying a specified foreign tax resident that is a
disregarded entity can be related to a domestic
consenting corporation

Applies to determinations relating to tax years
ending on or after August 6, 2024

Attribution of items arising from ownership of stock

Tax years ending on or after August 6, 2024

Adjustments to conform to US tax principles

Tax years ending on or after August 6, 2024

Application of DCL rules without regard to QDMTTs or
Top-up Taxes

Applies to losses incurred in tax years
beginning before August 6, 2024

Foreign use exception for qualification for the
Transitional CbCR Safe Harbour*

Tax years beginning on or after August 6, 2024

Separate units arising from a QDMTT or IIR*

Tax years beginning on or after August 6, 2024

Anti-avoidance rule

Tax years ending on or after August 6, 2024

Minimum taxes and taxes based on financial accounting
principles

Tax years ending on or after August 6, 2024

* An anti-abuse rule could cause the foreign use exception regarding the Transitional CbCR Safe Harbour and the
new rules for separate units arising under a QDMTT or an IIR to apply to earlier tax years.

Observation: Other than the relief provided by targeted exceptions that have a delayed effective date (mainly
related to Pillar Two tax regimes), the remainder of the provisions in the proposed regulations are proposed to be
effective on a retroactive basis for calendar year 2024 and fiscal years ending on or after August 6, 2024.

Disregarded payment losses

Overview

The proposed regulations would require consenting domestic corporations to include in gross income any
disregarded payment loss (DPL) that gives rise to a foreign use during a certification period. A DPL is the
aggregate amount of foreign law deductions allowed to a disregarded payment entity during a foreign taxable year
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for disregarded payments of royalties and interest (plus certain other items, such as notional interest deductions
and imputed interest deductions), less the aggregate amount of foreign law income recognized by the entity during
that year from such kinds of payments. A disregarded payment entity is generally a disregarded entity, dual
resident corporation, or foreign branch. A foreign use of a DPL is determined in the same manner as a foreign use
of a DCL is determined. The certification period extends 60 months beyond the end of the foreign taxable year in
which the DPL arises. Special rules apply to combine certain disregarded payment entities (e.g., entities tax
resident in the same country) and to take into account a cumulative register of disregarded payment income.

Observation: Although the preamble describes the DPL rules as addressing deduction/non-inclusion (D/NI)
outcomes arising from disregarded payments, there is no D/NI requirement for the rules to apply. For example, a
DPL could arise from a disregarded payment between foreign entities that is subject to foreign tax at the recipient
level or from disregarded payments by disregarded entities the regarded income of which is subject to US tax.

The DPL rules are proposed to be implemented through revisions to the entity classification rules under Section
7701 and the DCL rules under Section 1503(d), in a manner that is consistent with the 'domestic consenting
corporation' approach under Reg. 301.7701-3(c)(3) and 1.1503(d)-1(c) that was used to subject domestic reverse
hybrids to the DCL rules. Under this approach, when certain eligible entities (specified eligible entities) are
classified as disregarded entities, a domestic corporation that acquires, or on the effective date of the election
directly or indirectly owns, interests in such a specified eligible entity consents to be subject to the DPL rules. The
proposed regulations also include a deemed consent rule pursuant to which, beginning on the date that is twelve
months after the date that the DPL rules are applicable, a domestic corporation that directly or indirectly owns an
interest in a specified eligible entity is deemed to consent to be subject to the rules.

Interaction with dual consolidated loss rules

The proposed regulations do not integrate the DPL and DCL rules. Treasury Department and the IRS assert they
will continue to study the treatment of disregarded items for purposes of the DCL rules, including whether it may be
appropriate to take into account items of disregarded income, gain, deduction or loss in other cases.

Applicability dates

The DPL rules would apply upon the taxpayer’s consent. A domestic corporation would be treated as consenting to
the application of the DPL rules when it forms, acquires, or files an entity classification election for a specified
eligible entity on or after August 6, 2024, regardless of when the election is effective. The proposed regulations
would deem a domestic corporation that owns a specified eligible entity as having consented to the application of
the DPL rules as of August 6, 2025, unless an election is made to classify such entity as an association.

Observation: The DPL rules are a striking new anti-hybrid regime, promulgated through deemed consent under
the entity classification rules, rather than express statutory authorization. If finalized, they would produce an
extraordinary result of deemed income recognition with no corresponding deduction or increase to basis. Taxpayers
should continue analyzing the proposed consent mechanics, as they would treat a taxpayer that forms, acquires,
makes an election with respect to, or even simply continues to own any disregarded entity as consenting to include
income under the DPL rules with respect to all of the taxpayer’s disregarded entities and foreign branches. In this
regard, the provisions seem overly harsh and do not allow for the transition of existing structures despite a delayed
effective date for deemed consent, which is proposed to apply to pre-effective date specified eligible entities.
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Tax Insight: (December 11, 2023)

Tax Policy Alert:
(December 20, 2023)

For a deeper discussion of how these proposed regulations might affect your business, please contact:

David Sotos Elizabeth Nelson Micah Gibson
(202) 701-3236 (202) 460-8329 (412) 559-2800
Wade Sutton Aaron Junge Pat Brown
(202) 657-7461 (202) 739-1053 (203) 550-5783
Olivia Orobona Julie Allen

(202) 549-5127 (703) 965-9353
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