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Introduction
Two fundamental changes included in the 2007 dual 
consolidated loss regulations1 (the “2007 Regula-
tions”) are the separate unit combination rule2 and 
the new defi nition of foreign use.3 The 2007 Regula-
tions include numerous provisions describing and 
applying each of these rules.4 However, the regula-
tions provide limited guidance as to how the two 
provisions interact. 

In recognition of this uncertainty, and in response 
to questions raised by taxpayers and their advisors, 
the IRS published a Legal Advice Memorandum 
(the “AM”)5 addressing how two exceptions to 
foreign use apply to the disposition of an interest 
in a hybrid partnership that is part of a combined 
separate unit. The AM provides extremely helpful 
guidance and represents an important fi rst step 
in coordinating the foreign use and separate unit 
combination rules. However, as always, further 
questions remain. 

The Combination Rule 
Combining same-country separate units can be 
benefi cial. For example, if a taxpayer’s combined 
separate unit has positive net income that separate 
unit will not have a DCL, notwithstanding that 
certain component parts of the combined separate 
unit incurred a net loss for the year. On the other 
hand the combination rule can also be detrimental, 
for example, by expanding the scope and impact 
of the DCL triggering events. In either case, the 
combination rule has a signifi cant role in DCL 
planning and compliance. 



6 ©2008 CCH. All Rights Reserved

Dual Consolidated Losses

Combination Under the 
1992 Regulations 

Under the 1992 fi nal regulations6 (the “1992 Regu-
lations”), same-country separate units are treated 
as a single combined separate unit only if all of the 
following conditions are satisfi ed7: (1) the separate 
units are foreign branch separate units8; (2) the foreign 
branches are owned by a single domestic corpora-
tion; and (3) the losses of each branch are made 
available to offset the income of the other branch or 
branches under foreign law. Thus, the 1992 Regu-
lations do not combine separate units that are not 
foreign branches, do not combine foreign branches 
owned by multiple members of a consolidated group9 
and do not combine foreign branches whose losses 
do not offset the income of each other.10 

Combination Under the 
2007 Regulations
The 2007 Regulations substantially expand the 
scope of the combination rule, removing all three 
requirements of the 1992 Regulations. As a result, 
except in the case of separate units of certain foreign 
insurance companies,11 if a domestic owner, or two 
or more domestic owners that are members of the 
same consolidated group, have two or more separate 
units (individual separate units), then all individual 
separate units that are located (in the case of a foreign 
branch separate unit) or subject to an income tax on 
either their worldwide income or on a residence basis 
(in the case of an interest in a hybrid entity separate 
unit) in the same foreign country are combined and 
considered one separate unit.12 

The combination rules of both the 1992 and the 
2007 Regulations are “mandatory.” In other words, 
if the regulatory requirements are met, a domestic 
owner (or consolidated group with multiple domestic 
owners) cannot choose whether or not to combine the 
individual separate units. However, unlike the 2007 
Regulations, the 1992 Regulations included an “easy 
out”: a consolidated group could avoid the combina-
tion rule by having its same-country branch activities 
conducted by different members of the consolidated 
group. In contrast, the 2007 Regulations do not contain 
this exception and, as a result, indeed require combina-
tion of all same-country separate units carried on by a 
consolidated group—branches as well as interests in 
hybrid entities.

Finally, in order to make clear the effect of the 
combination rule under the 2007 Regulations, 

Reg. §1.1503(d)-1(b)(4)(ii) provides that, except as 
specifi cally provided,13 “any individual separate 
unit composing a combined separate unit loses its 
character as an individual separate unit.” Accord-
ingly, a domestic owner or consolidated group 
must generally apply the provisions of the 2007 
Regulations treating the combined separate unit 
as a single separate unit. For example, a domestic 
owner must look to the total fair market value of 
the combined separate unit’s assets (rather than 
the fair market value of each individual separate 
unit composing the combined separate unit) in 
measuring whether a transfer of assets results in a 
presumptive triggering event.14

The following example illustrates the 2007 Regula-
tions’ separate unit combination rule: 

Example 1.15 USP, a domestic corporation and 
parent of a consolidated group, owns DE1, a 
disregarded entity subject to an income tax on 
its worldwide income in Country Y. DE1 in turn, 
owns DE2, another disregarded entity subject 
to an income tax on its worldwide income in 
Country X. DE2 carries on activities in Country X 
that rise to the level of a foreign branch (“Branch 
A”). In addition, USP owns DRC, a Country X 
dual resident corporation and a member of the 
P consolidated group. DRC carries on business 
operations in Country X that constitute a foreign 
branch (“Branch B”). USP also owns a 50-percent 
interest in PRS, an entity treated as a partnership 
for both U.S. and Country X tax purposes. An 
unrelated foreign person owns the remaining 
50-percent interest in PRS. PRS carries on activi-
ties in Country X that rise to the level of a foreign 
branch (“Branch C”). Finally, USP and USS, a 
wholly owned domestic subsidiary of USP, each 
own 50 percent of HP, an entity subject to Coun-
try X income tax on its worldwide income. HP is 
treated as a partnership for U.S. federal income 
tax purposes. (See Diagram 1.)

Under the 2007 Regulations, the USP group has 
a combined Country X separate unit comprised of 
the following component parts: USP’s interest in 
DE2, Branch A, Branch B, USP’s interest in Branch 
C, and both USP’s and USS’s interests in HP. This 
is the case regardless of whether the losses of each 
individual separate unit are made available to 
offset the income of the other individual separate 
units under Country X tax law.16 
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Foreign Use
The defi nition of foreign use is the lynchpin of both 
the 1992 and 2007 Regulations. The presence of a 
foreign use determines whether a DCL can be used 
to offset the income of a domestic affi liate or if the 
domestic use limitation applies. In addition, a foreign 
use of a previously certifi ed DCL triggers the DCL 
recapture and interest charge rules. 

As a result, one of the most signifi cant changes in-
cluded in the 2007 Regulations is its revised defi nition 
of foreign use. In particular, while the 1992 Regula-
tions looked to whether the DCL was made available 
“to offset the income of any other person under the 
income tax laws of a foreign country,”17 the 2007 
Regulations apply a two-step inquiry that considers 
both foreign and U.S. income tax law and principles 
to determine whether a foreign use has occurred.18

The Basic Rule
Under Reg. §1.1503(d)-3(a)(1), a foreign use is 
generally deemed to occur when “any portion of a 
deduction or loss taken into account in computing 
the dual consolidated loss is made available under 
the income tax laws of a foreign country to offset or 
reduce, directly or indirectly,19 any item that is recog-
nized as income or gain under such laws and that is, 
or would be, considered under U.S. tax principles to 
be an item of: (i) A foreign corporation as defi ned in 
section 7701(a)(3) and (a)(5); or (ii) A direct or indirect 

owner of an interest in a hybrid 
entity, provided such interest is 
not a separate unit.” 

Thus, a foreign use occurs if 
two conditions are met. First, an 
item of loss or deduction taken 
into account in computing the 
DCL must be made available, un-
der foreign law, to offset income 
(either directly or indirectly). 
This prong focuses solely on the 
foreign law treatment of the item 
of loss or deduction included in 
the DCL. In cases where avail-
ability exists under foreign law, 
the second prong asks under U.S. 
tax principles whether the loss is 
made available to offset income 
that is not subject to U.S. tax. In 
other words, a foreign use is pres-
ent if the loss is made available to 
offset income other than income 

of a domestic corporation (or a separate unit of a 
domestic corporation).

The Treasury and the IRS fi rst articulated the revised 
defi nition of foreign use in the proposed DCL regula-
tions, issued in 2005.20 The preamble to the proposed 
regulations explains the government’s thinking: 

The IRS and Treasury understand that issues arise in-
volving the application of the use rule contained in 
the current [1992] regulations. For example, issues 
may arise where items of income, gain, deduction 
and loss are treated as being generated or incurred 
by different persons under U.S. and foreign law. 
Similarly, issues may arise due to the different 
defi nitions of a person under U.S. and foreign law. 
These issues have become more prevalent since 
the adoption of the entity classifi cation regulations 
under §§301.7701-1 through 301.7701-3.

The IRS and Treasury also understand that tax-
payers have taken positions under the current 
regulations regarding the use of a dual consoli-
dated loss that are inconsistent with the policies 
underlying section 1503(d). On the other hand, 
the IRS and Treasury believe that, under the cur-
rent regulations, a use can be deemed to occur in 
certain cases where there may be little likelihood 
of the type of double-dip that section 1503(d) was 
intended to prevent. 

Diagram 1
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For the reasons discussed above, the proposed 
regulations modify the defi nition of use and 
provide a rule based on foreign use. These modi-
fi cations are intended to minimize the potential 
over- and under-application of the dual consoli-
dated loss rules that can occur under the current 
regulations. Under the proposed regulations, the 
foreign use defi nition is intended to minimize 
the opportunity for a double-dip. However, the 
new defi nition is also intended to minimize the 
situations in which a foreign use will occur in 
cases where there may be little likelihood of a 
double-dip.21 

The following example illustrates the 2007 Regula-
tions’ defi nition of foreign use:

Example 2.22 USP, a domestic corporation and 
parent of a consolidated group, owns DRE1, a 
disregarded entity subject to tax on its world-
wide income in Country X. S, a wholly owned 
subsidiary of USP and a member of the USP con-
solidated group, owns DRE2, a disregarded entity 
that is also subject to tax on its worldwide income 
in Country X. DRE1 owns 99 percent and DRE2 
owns one percent of RH1, a Country X partner-
ship that elected to be treated as a corporation 

for U.S. tax purposes. RH1 conducts a trade or 
business in Country X. In year 1, DRE1 incurs 
interest expense on a third-party loan, creating 
a DCL attributable to USP’s interest in DRE1. In 
addition, and also in year 1, DRE1 takes into ac-
count its distributive share of RH1 income (if any) 
for Country X tax purposes. (See Diagram 2.)

Applying Reg. §1.1503(d)-3(a)(1), an item of loss 
or deduction composing USP’s DCL attributable 
to its interest in DRE1 is made available to offset 
income under the laws of Country X because RH1 
is treated as a fl ow-through entity for Country X 
tax purposes.23 In addition, RH1 is treated as a 
foreign corporation under U.S. tax principles. Ac-
cordingly, both prongs of the foreign use test are 
met, a foreign use has occurred and, as a result, 
USP cannot make a domestic use election with 
respect to DRE1’s DCL.

Exceptions to Foreign Use: 
Partnerships, Grantor Trusts and 
Other Separate Units 

As noted above, the 2007 Regulations’ defi nition 
of foreign use casts a very broad net. Accordingly, 
if applied without exception, the revised defi nition 
could result in a foreign use in circumstances far 
beyond the policies of Code Sec. 1503(d), including 
standard cross-border joint ventures. Recognizing this 
potential, the IRS and the Treasury included in the 
2007 Regulations a number of exceptions intended 
to refi ne and focus the foreign use provisions.24 

In addition to these specifi c exceptions, the IRS 
and the Treasury included a “catch all provision” 
intended to facilitate further development of the for-
eign use defi nition. Pursuant to Reg. §1.1503(d)-3(c)
(9) “[t]he Commissioner may provide, by guidance 
published in the Internal Revenue Bulletin, that 
certain events or transactions do or do not result in 
a foreign use.”25 Under this provision the IRS and 
the Treasury can supplement the 2007 Regulations 
without formal amendment. Although the preamble 
to the regulations requested comments regarding ad-
ditional foreign use exceptions that might be added 
pursuant to this authority,26 to date the IRS and the 
Treasury have not issued any such guidance.

Interests in Partnerships and Grantor Trusts: The 
“(c)(4) Exception.” With respect to joint ventures, 
Reg. §1.1503(d)-3(c)(4) provides an exception appli-

Dual Consolidated Losses

Diagram 2
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cable to a DCL attributable to a separate unit that is an 
interest in a hybrid entity partnership or hybrid entity 
grantor trust or to a separate unit that is owned indi-
rectly through a partnership or grantor trust (the “(c)(4) 
exception”).27 Under the (c)(4) exception, “a foreign 
use will not be considered to occur if the foreign use 
is solely as the result of another person’s ownership 
of an interest in the partnership or grantor trust, as 
applicable, and the allocation or carry forward of 
an item of deduction or loss composing such dual 
consolidated loss as a result of such ownership.” 

The (c)(4) exception does not, however, apply if 
the domestic owner’s interest in the partnership or 
grantor trust is reduced by more than a de minimis 
amount at any time following the year when the DCL 
is incurred. (This rule is referred to as the “(c)(4) limi-
tation”).28 For this purpose, 
a more than de minimis 
reduction occurs if af-
ter the year in which the 
DCL was incurred either 
(1) the domestic owner’s 
interest is reduced, within 
any 12-month period, by 
10 percent or more, as 
determined by reference 
to the domestic owner’s 
interest at the beginning 
of the 12-month period; 
or (2) the domestic owner’s 
interest is reduced by 30 percent or more, in total, 
as determined by reference to the domestic owner’s 
interest at the end of the tax year in which the DCL 
was incurred.29 

In applying the (c)(4) limitation, a reduction of a 
domestic owner’s interest can arise from a sale or 
exchange, but also by any other means, including 
another person’s contribution or, presumably, an 
amendment to the partnership agreement.30 The regu-
lations also describe how to measure a “reduction.” In 
the case of an interest in a hybrid entity partnership or 
a separate unit that is carried on or owned through a 
partnership, a reduction is measured by reference to 
the owner’s interest in the profi ts or the capital in the 
separate unit.31 In the case of an interest in a hybrid 
entity grantor trust or a separate unit that is carried 
on or owned through a grantor trust, a reduction is 
measured by reference to the domestic owner’s share 
of the separate unit’s assets and liabilities.32

The following examples33 illustrate the (c)(4) 
exception:

Example 3. USP, a domestic corporation, owns 
80 percent of HPS, a Country X entity treated as 
a partnership for U.S. tax and subject to Country 
X tax on its worldwide income. F, an unrelated 
foreign corporation, owns the remaining 20 per-
cent of HPS. In year 1, HPS incurs a loss of $100, 
$80 of which is attributable to USP’s interest in 
HPS (a hybrid entity separate unit). The $80 loss 
constitutes a DCL and USP makes a domestic use 
election with respect to the loss. In year 2, HPS 
generates $50 of income, $40 of which is attribut-
able to USP’s interest in HPS. Under Country X 
income tax laws, the $100 of year 1 loss incurred 
by HPS is carried forward and offsets the $50 of 
income generated by HPS in year 2. 

In year 2, the $80 DCL 
attributable to USP’s 
separate unit is “made 
available” to offset 
HPS’s year 2 income, 
by reason of the carry 
forward of $100 loss 
under Country X law. 
In addition, $10 of such 
income is, under U.S. 
federal income tax prin-
ciples, attributable to F’s 
interest in HPS, which is 
an interest in a hybrid 

entity that is not a separate unit. As a result, under 
the general foreign use defi nition, the year 1 DCL 
would be treated as having been made available 
for a foreign use and USP would be required to 
recapture its year 1 DCL. However, pursuant to 
the (c)(4) exception, no foreign use of the year 
1 DCL is treated as having occurred because 
in year 2 there has been no reduction in USP’s 
interest in HPS.

Example 4. Same facts as Example 3, except that 
USP also owns FS, a Country X entity that is a con-
trolled foreign corporation for U.S. tax purposes. 
In year 2, FS and HPS elect to fi le a consolidated 
return under Country X law. In this case, the (c)
(4) exception does not apply because the foreign 
use arises as a result of the FS-HPS loss sharing. 
That is, the (c)(4) exception would only apply if 
the foreign use arose as a result of FS’s ownership 
in HPS and the allocation or carry forward of a 
loss as a result of that ownership. 

In applying the (c)(4) limitation, 
a reduction of a domestic owner’s 

interest can arise from a 
sale or exchange, but also by 
any other means, including 

another person’s contribution or, 
presumably, an amendment to the 

partnership agreement.
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Example 5. Same facts as Example 3, except that, 
at the end of year 2, F contributes cash to HPS 
in exchange for additional equity of HPS. As a 
result of the contribution, F’s interest in HPS in-
creases from 20 percent to 30 percent, and USP’s 
interest in HPS decreases from 80 percent to 70 
percent. In this case, the (c)(4) limitation prevents 
the (c)(4) exception from applying because USP’s 
interest in HPS is reduced by greater than 10 
percent (12.5 percent, 10/80) within a 12-month 
period. With the (c)(4) 
exception turned off, 
the general foreign use 
defi nition applies and, 
as a result, a portion of 
USP’s DCL is considered 
made available to offset 
F’s income in year 2.

Reg. §1.1503(d)-3(c)
(4)(ii), in an attempt to 
coordinate the (c)(4) ex-
ception with the separate 
unit combination rule, 
provides that the (c)(4) exception only applies to that 
portion of the DCL of a combined separate unit that 
is attributable to an individual separate unit that is 
eligible for the (c)(4) exception.34 In other words, Reg. 
§1.1503(d)-3(c)(4)(ii) clarifi es that the (c)(4) exception 
cannot in any way “shelter” a combined separate unit 
from other incidents of foreign use. However, this 
provision does not address other complexities raised 
by the interaction of the foreign use exceptions and 
the combination rule. 

Interests in Other Separate Units: The (c)(5) Excep-
tion. In addition to the (c)(4) exception addressing 
interests in partnerships and grantor trusts, the 2007 
Regulations include a separate exception addressing 
situations in which a foreign use might arise as a result 
of a transfer or shifting of a domestic owner’s interest 
in a separate unit. Pursuant to Reg. §1.1503(d)-3(c)
(5), “no foreign use shall be considered to occur 
with respect to a dual consolidated loss as a result 
of an item of deduction or loss composing such dual 
consolidated loss being made available solely as a 
result of a reduction in the domestic owner’s interest 
in the separate unit.” 

The (c)(5) exception is similar to the (c)(4) excep-
tion in two important ways. First, the two provisions 
share the broad defi nition of “disposition” (discussed 
above). In addition, the exceptions also share the 

defi nition of a de minimis reduction. Accordingly, 
the (c)(5) exception will not apply if either (1) the 
domestic owner’s interest is reduced, within any 
12-month period, by 10 percent or more, as deter-
mined by reference to the domestic owner’s interest 
at the beginning of the 12-month period; or (2) the 
domestic owner’s interest is reduced by 30 percent 
or more, in total, as determined by reference to the 
domestic owner’s interest at the end of the taxable 
year in which the DCL was incurred.35 

Interestingly, the (c)
(5) exception was not 
included in the 2005 Pro-
posed Regulations, but 
was added as part of the 
2007 Regulations.36 Nei-
ther does the preamble 
to the 2007 Regulations 
discuss the (c)(5) excep-
tion in detail. Finally, apart 
from the very narrow rule 
of Reg. §1.1503(d)-3(c)(4)
(ii), there is no discussion 
or coordination of the 

interaction between the (c)(4) exception, the (c)(5) 
exception and the separate unit combination rule. 

Legal Advice Memorandum 
2008-007
Legal Advice Memorandum 2008-007 picks up 
where the regulations leave off and provides guidance 
on the coordination of the (c)(4) and (c)(5) excep-
tions and the separate unit combination rule. Issued 
in response to comments from taxpayers and their 
advisors, the AM represents an important fi rst step in 
rationalizing and coordinating these complex rules. 
The AM provides its analysis by setting forth three 
factual scenarios, and then discussing and describing 
how the foreign use exceptions and combination rule 
apply and interact in each case.

Facts
USP is a domestic corporation and parent of a con-
solidated group. USP owns 100 percent of USS, a 
domestic corporation and member of the USP group. 
USP also owns 100 percent of DEx, a Country X hy-
brid entity. DEx carries on activities in Country X that 
rise to the level of a foreign branch. In addition, USS 
owns 50 percent of HPSx, a Country X hybrid entity 
that is treated as a partnership for U.S. tax purposes. 

Dual Consolidated Losses

One such other area in which 
guidance would be welcomed 

and which is closely related to the 
issues discussed in the AM is how 
the de minimis rules apply in the 
case of a transfer of an interest in 
a disregarded entity or a foreign 

branch separate unit.
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The remaining 50 percent of HPSx is owned by FPy, 
an unrelated Country Y corporation. HPSx carries 
on activities in Country X that rise to the level of a 
foreign branch. (See Diagram 3.)

Under the 2007 Final Regulations, USP’s interest 
in DEx, DEx’s activities, USS’s interest in HPSx and 
USS’s interest in the activities carried on by HPSx are 
treated as a single combined separate unit.37 In year 1, 
the combined separate unit incurred a DCL and USP 
made a domestic use election.38 HPSx also incurred a 
loss for Country X purposes in year 1, which carried 
forward into year 2. But for the (c)(4) exception, there 
would be a foreign use of the year 1 DCL in year 2 
as a result of the carry forward.39 

Scenario 1
At the end of year 2, USS sells half of its 50-percent 
interest in HPSx to FBy, a Country Y corporation. As a 
result of the sale, USS’s percentage interest in HPSx is 
reduced by 50 percent (that is, from 50 percent to 25 
percent). However, USP’s and USS’s total percentage 
interest in the combined separate unit is reduced by 
less than 10 percent. (See Diagram 4.)

Scenario 2
At the end of year 2, USS sells its entire interest in 
HPSx to FBy, a Country Y corporation. As a result of 
the sale, USS’s percentage interest in HPSx is reduced 
by 100 percent (that is, from 50 percent to zero). In 
addition, USP’s and USS’s percentage interest in the 
combined separate unit is reduced by 10 percent or 
more. (See Diagram 4.)

Scenario 3

At the end of year 2, USS and FPy decide to terminate 
HPSx. As a result, HPSx distributes its property to USS 
and FPy in liquidation. From a U.S. tax perspective, 
the distribution is in respect of USS’s and FPy’s re-
spective partnership interests. After the liquidation, 
the HPSx assets distributed to USS continue as an 
individual separate unit that is part of the combined 
separate unit. (See Diagram 5.)

Diagram 3 Diagram 4

Diagram 5
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Discussion 
The AM addresses an apparent inconsistency be-
tween the (c)(4) and (c)(5) exceptions. On the one 
hand, the (c)(4) limitation, by its terms, restricts 
the (c)(4) exception to cases where there is less 
than a de minimis reduction in “the partnership 
or grantor trust.” By referencing these individual 
separate units, the (c)(4) limitation appears to 
operate regardless of whether such individual 
separate unit is part of a combined separate unit. 
On the other hand, the (c)(5) exception applies 
the de minimis exception to a domestic owner’s 
interest “in the separate unit.” Applying the rule 
that generally regards the combined separate unit 
as “the separate unit,”40 the (c)(5) exception ap-
plies the de minimis rules on a combined separate 
unit basis. 

Scenario 1 frames and highlights the appar-
ent inconsistency between the (c)(4) and (c)(5) 
exceptions. USS’s sale of half of its 50-percent 
interest in HPSx reduces its interest in the hybrid 
partnership by 50 percent, an amount in excess of 
the limit set by the (c)(4) limitation, but reduces 
its interest in the combined separate unit by less 
than 10 percent, a reduction that could still en-
title it to the (c)(5) exception. Acknowledging the 
need to reconcile these two rules, the AM admits 
the lack of clear guidance: “there is no rule that 
explicitly provides how the (c)(4) limitation ap-
plies to a separate unit held only in part by reason 
of a partnership interest, such as the Combined 
Separate Unit held by USP and USS.” 

The AM then goes on to reach an eminently 
sensible result. As it states: “the (c)(4) limitation 
should be applied based on a reduction in the 
percentage interest in the partnership interest, 
but only to the extent that the reduction in the 
partnership interest has the effect of more than a 
de minimis reduction in the entire separate unit 
(which would include other individual separate 
units composing a combined separate unit that 
are not held by reason of the partnership inter-
est).” As the AM notes, there is no policy reason 
to apply the (c)(5) exception based on the entire 
combined separate unit, but the (c)(4) limita-
tion based on individual separate units. Having 
adopted the (c)(5) exception as the appropriate 
measure of a de minimis reduction in the sepa-
rate unit, that measure should be consistently 
applied. Accordingly, the AM provides that the 
(c)(4) limitation does not apply in Scenario 1 and 

thus the (c)(4) exception prevents any foreign use 
from occurring. 

In contrast, the disposition in Scenario 2 does 
result in a reduction of 10 percent or more of the 
combined separate unit. In this case the (c)(4) limi-
tation and the (c)(5) exception consistently provide 
that the de minimis limit is exceeded. Accordingly, 
the AM provides that a foreign use has occurred 
in Scenario 2.

Finally, Scenario 3 addresses the liquidation of 
HPSx. As a result of the liquidating distribution, 
there is a 100-percent reduction in USS’s inter-
est in HPSx. However, the liquidation did not 
change USP’s and USS’s percentage interest in 
the combined separate unit (recall that after the 
liquidation the HPSx assets distributed to USS 
continue as an individual separate unit that is 
part of the combined separate unit). Accordingly, 
with no reduction in the combined separate unit, 
the (c)(4) limitation clearly does not apply, and 
the (c)(4) exception prevents the occurrence of a 
foreign use. 

Conclusion
The AM provides helpful and much needed guid-
ance for taxpayers applying the (c)(4) exception in 
the context of a combined separate unit. In light 
of its signifi cance, the IRS and the Treasury should 
consider publishing the AM’s analysis and conclu-
sions in the Internal Revenue Bulletin, pursuant to 
the authority granted in Reg. §1.1503(d)-3(c)(9). In 
addition to more formally memorializing the AM, an 
Internal Revenue Bulletin publication could serve as 
a fi rst step in an ongoing dialogue with taxpayers and 
their representatives clarifying and refi ning additional 
points under the 2007 Regulations. 

One area in which guidance would be wel-
comed, closely related to the issues discussed in 
the AM, is how the de minimis rules apply in the 
case of a transfer of an interest in a disregarded en-
tity or a foreign branch separate unit. In particular, 
although the 2007 Regulations provide specific 
rules for measuring whether there has been a more 
than de minimis reduction in the interest of a 
partnership or grantor trust, the regulations do not 
provide guidance on how to measure the amount 
of a foreign branch or hybrid entity separate unit 
that is a disregarded entity that is transferred for 
purposes of the de minimis exception. Moreover, 
the regulations do not provide clear guidance as 

Dual Consolidated Losses
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to how to apply the de minimis exception to com-
bined separate units that include different types of 
individual separate units. For example, Scenario 
1 of the AM states that USP’s and USS’s total per-
centage interest in the combined separate unit is 
reduced by less than 10 percent as a result of USS’s 
sale of half of its interest in HPSx. However, the 
AM does not provide a basis for this conclusion, 
and it is unclear how USP’s interest in DEx and 
USS’s interest in HPSx are properly compared for 

the purpose of determining the group’s overall 
reduction in its combined separate unit. 

Reg. §1.1503(d)-3(c)(9) provides an excellent 
opportunity to address these and other issues 
that will arise as practitioners and the govern-
ment gain experience with the 2007 Regulations. 
Hopefully, the IRS and the Treasury will continue 
the momentum set by the AM and use this regula-
tory authority to formalize the AM’s conclusions 
and to provide further useful guidance.
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