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Notice 2009-7: 
IRS Designates “Partnership 
Blocker” to Subpart F Inclusions 
as a New Transaction of Interest

By Noel P. Brock and Joseph M. Calianno1

Noel Brock and Joseph Calianno discuss some of the issues 
raised by the Subpart F income partnership blocker transaction 
described in Notice 2009-7 and the IRS’s possible challenges to 
the position taken by Taxpayer, along with Taxpayer’s possible 

counterarguments to such challenges.

Introduction

On December 29, 2008, the Internal Revenue 
Service (IRS) issued Notice 2009-7 (the “Notice”),2 
which designated as a transaction of interest a 
“Subpart F income partnership blocker” structure. 
This structure has the purported benefi t of insulat-
ing certain U.S. taxpayers from a Code Sec. 951(a) 
income inclusion.3 

In the transaction outlined in the Notice, a U.S. 
taxpayer that owns controlled foreign corporations 
(CFCs)4 that, in turn, indirectly hold stock of a lower-
tier CFC through a domestic partnership, takes the 
position that Subpart F income of the lower-tier CFC 
does not result in an income inclusion for the U.S. 
taxpayer under Code Sec. 951(a). The IRS noted that, 
in a typical transaction covered by the Notice, a 
U.S. taxpayer (“Taxpayer”) wholly owns two CFCs, 

(“CFC1” and “CFC2”). CFC1 and CFC2 are partners in 
a domestic partnership (“USPartnership”). USPartner-
ship owns 100 percent of the stock of another CFC 
(“CFC3”). Some or all of the income of CFC3 is Sub-
part F income (as defi ned in Code Sec. 952). As part 
of the transaction, Taxpayer takes the position that the 
Subpart F income of CFC3 currently is included in the 
income of USPartnership (which is not subject to U.S. 
tax) and is not included in the income of Taxpayer.5 
The IRS also noted that variations of the transaction 
might include more than one person owning the stock 
of CFC1 and/or CFC2, USPartnership owning less than 
all of the stock of CFC3, a domestic trust being used 
instead of a domestic partnership in the structure, or 
the Code Sec. 951(a) inclusion amount resulting from 
an amount determined under Code Sec. 956.6

The result of the claimed tax treatment is that in-
come that otherwise would be taxable currently to 
Taxpayer as a result of CFC3’s Subpart F income is 
not taxable to Taxpayer because of the interposition 
of a domestic partnership in the structure. 

Interestingly, the IRS did not designate this trans-
action as a listed transaction nor did it specifi cally 
state that the transaction does not work. Instead, 
the IRS states that the transaction has the potential 



66

for tax avoidance or evasion. It goes on to state that 
it does not have enough information to determine 
whether the transaction should be identifi ed spe-
cifi cally as a tax avoidance transaction. As a result, 
the transaction and substantially similar transac-
tions are designated as transactions of interest for 
purposes of Reg. §1.6011-4(b)(6) and Code Secs. 
6111 and 6112 effective December 29, 2008.7 The 
IRS further states that, when it has gathered enough 
information to make an informed decision as to 
whether these transactions are a tax avoidance type 
of transaction, it may take one or more administra-
tive actions, including removing the transactions 
from the transactions of interest category of report-
able transactions in published guidance, designating 
the transactions as a listed transaction, or providing 
a new category of report-
able transactions. 

Until additional guid-
ance is published, the IRS, 
in appropriate situations, 
may attack Taxpayer’s 
position taken as part of 
these transactions under 
Subpart F, Subchapter K, 
other provisions of the 
Code or under judicial doctrines, such as sham 
transaction, substance-over-form, and economic 
substance.8 Unfortunately, the Notice does not shed 
much light on the specifi c analysis of such attacks. 
It merely mentions a nonexclusive list of potential 
ways it may attack the transaction. 

This article discusses some of the issues raised by 
the transaction described in the Notice and the IRS’s 
possible challenges to the position taken by Taxpayer, 
along with Taxpayer’s possible counterarguments to 
such challenges.

Before delving into that discussion, it is worth 
comparing the structure described in the Notice 
with two alternative structures to understand the 
IRS’s concerns with the structure in question. Sup-
pose USPartnership was removed from the structure 
such that CFC1 and CFC2 directly own CFC3 or, 
alternatively, USPartnership was replaced with a 
foreign partnership. In either of these alternative 
structures, Taxpayer generally would be required to 
include CFC3’s Subpart F income in income under 
Code Sec. 951(a).9 Thus, one can understand the 
IRS’s concern regarding this structure. Now we 
turn to the analysis of the transaction described 
in the Notice.

Analysis of Transaction

The starting point of the analysis would be Code Sec. 
951(a). That provision provides that:

If a foreign corporation is a controlled foreign cor-
poration for an uninterrupted period of 30 days 
or more during any taxable year, every person 
who is a United States shareholder (as defi ned 
in section 951(b)) of such corporation and who 
owns (within the meaning of section 958(a)) stock 
in such corporation on the last day, in such year, 
on which such corporation is a controlled foreign 
corporation shall include in his gross income, 
for his taxable year in which or with which such 
taxable year of the corporation ends—

(A) the sum of—

(i) his pro rata share 
(de termined under 
section 951(a)(2)) of 
the corporation’s sub-
part F income for such 
year,…10 

Thus, under Code Sec. 951(a), only a U.S. share-
holder (as defi ned in Code Sec. 951(b)) of a CFC that 
owns (as defi ned in Code Sec. 958(a)11) stock of a 
CFC must include its share of Subpart F income in 
gross income when the conditions above are satis-
fi ed and no exception applies. For this purpose, a 
U.S. shareholder is defi ned to mean, with respect to 
any foreign corporation, a U.S. person (as defi ned 
in Code Sec. 957(c)) who owns (within the meaning 
of Code Sec. 958(a)), or is considered as owning by 
applying the constructive ownership rules of Code 
Sec. 958(b), at least 10 percent of the total combined 
voting power of all classes of stock entitled to vote 
of such foreign corporation.12 

For purposes relevant to the transaction described 
above, a U.S. person generally is defi ned in Code 
Secs. 957(c) and 7701(a)(30) to include a domestic 
partnership and a domestic corporation.13 Code Sec. 
958(a) generally defi nes “stock owned” to mean stock 
owned directly and stock owned indirectly through 
certain foreign entities.14 Code Sec. 958(b) provides 
constructive ownership rules that apply for several 
purposes, including determining whether a U.S. 
person is a U.S. shareholder. These constructive own-
ership rules generally incorporate Code Sec. 318(a) 
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attribution rules with certain modifi cations. Under 
these rules, stock owned, directly or indirectly, by 
or for a partnership is considered as owned propor-
tionately by its partners, and if a partnership owns, 
directly or indirectly, more than 50 percent of the 
total combined voting power of all classes of stock 
entitled to vote of a corporation, it is considered as 
owning all of the stock entitled to vote. Further, if 10 
percent or more in value of the stock in a corpora-
tion is owned, directly or indirectly, by or for any 
person, such person is considered as owning the 
stock owned, directly or indirectly, by or for such 
corporation, in that proportion which the value of 
the stock which such person so owns bears to the 
value of all of the stock in such corporation. Also, if 
a corporation owns, directly or indirectly, more than 
50 percent of the total combined voting power of all 
classes of stock entitled to vote in a corporation, it is 
considered as owning all the stock entitled to vote. 
Additional constructive ownership rules apply under 
Code Sec. 958(b).15 Important to the analysis below, 
even though the rules of section 958(b) are used in 
determining who is a U.S. shareholder, only the rules 
of Code Sec. 958(a) are used in determining who has 
a Code Sec. 951(a) income inclusion. 

Applying the rules above, USPartnership would be 
treated as a U.S. person that is a U.S. shareholder of 
CFC3 that owns (as defi ned in Code Sec. 958(a)) 100 
percent of the stock of CFC3. Thus, under Code Sec. 
951(a), USPartnership generally would be required to 
include in income CFC3’s Subpart F income.16

The analysis next turns to Taxpayer. Although 
Taxpayer would be a U.S. person that would be con-
sidered a U.S. shareholder of CFC3 under the rules 
discussed above, it likely would assert that it does not 
own (as defi ned in Code Sec. 958(a)) stock of CFC3 
that would require an income inclusion under Code 
Sec. 951(a). Taxpayer does not directly own any stock 
of CFC3. With respect to indirect ownership under 
Code Sec. 958(a) through foreign entities, Taxpayer 
likely would rely on Reg. §1.958-1(b). Reg. §1.958-
1(b) interprets the indirect ownership rule of Code 
Sec. 958(a) and provides that attribution under this 
rule stops with the fi rst U.S. person in the chain of 
ownership running from the foreign entity.17 In this 
case, the fi rst U.S. person in the chain of ownership 
of CFC3 is USPartnership. Thus, applying this rule 
to this fact pattern, Taxpayer likely would assert that 
USPartnership serves as a “blocker” to it indirectly 
owning CFC3 through CFC1 and CFC2 and having 
a Code Sec. 951(a) income inclusion (i.e., attribu-

tion stops at the fi rst U.S. person, which would be 
USPartnership).18 It is worth noting that if one were 
to look past the fi rst U.S. person in the chain (e.g., 
a chain of U.S. persons each owning 100 percent 
of the other in the chain with the lowest-tier U.S. 
person owning the CFC) there could be a potential 
for multiple Subpart F inclusions with respect to the 
same item of Subpart F income—an inappropriate 
result. As discussed later in this article, the IRS may 
try to disregard USPartnership under the facts of the 
transaction described above such that the only U.S. 
shareholder that would have a Code Sec. 951(a) 
inclusion would be Taxpayer. 

The next step of the analysis would be to deter-
mine the treatment of the Subpart F income that is 
included in the income of USPartnership under Code 
Sec. 951(a). This requires a brief overview of Code 
Secs. 702 and 703. 

Although a partnership is not a tax-paying entity, 
Code Sec. 703(a) mandates that partnership taxable 
income be computed and, pursuant to other partner-
ship provisions, passed through to its partners. Code 
Sec. 703(a)(1) requires, however, that certain items of 
partnership income, gain, loss, deduction or credit 
contained in Code Sec. 702(a) be “separately stated” 
and not included in the computation of partnership 
taxable income.19 Code Sec. 702(a) also grants the 
Secretary of the Treasury the authority to provide 
for other items of income, gain, loss, deduction or 
credit to be separately stated. Code Sec. 702(b) and 
the regulations promulgated under Code Sec. 702 
provide that the character in the hands of the partner 
of any such separately stated item is determined as 
if such item were realized directly from the source 
which it is realized by the partnership or incurred in 
the same manner as incurred by the partnership.20 

The Treasury has acted pursuant to this grant of 
authority discussed above and enumerated ad-
ditional items of partnership income, gain, loss, 
deduction or credit that must be separately stated.21 
Additionally, a catch-all category in the Code Sec. 
702 regulations requires that each partner “take into 
account separately the partner’s distributive share of 
any partnership item which, if separately taken into 
account by any partner, would result in an income 
tax liability for that partner, or for any other person, 
different from that which would result if that partner 
did not take the item into account separately.”22 

The regulations contain three nonexclusive examples 
of items that must be separately stated under this catch-
all category of separately stated items. One requires 
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that all partners separately take into account any items 
of income that would be gross Subpart F income if 
separately taken into account by a CFC partner where 
the partnership has a partner that is a CFC.23 

The proper characterization under Subchapter K of 
CFC1 and CFC2’s distributive share of USPartnership’s 
Code Sec. 951(a) income inclusion of CFC3’s Subpart 
F income raises several interesting issues. 

Query whether the IRS may try to assert that the 
underlying Subpart F income of CFC3 that resulted 
in the Code Sec. 951(a) income inclusion retains its 
character as Subpart F income under the rules dis-
cussed above such that CFC1 and CFC2 are treated 
as having Subpart F income, and, as a result, Taxpayer 
has a Code Sec. 951(a) income inclusion. 

To give context to the 
separately stated rules of 
Code Sec. 702 as they re-
late to Subpart F income, 
these rules generally apply 
when income actually 
earned by a partnership 
with a CFC partner would 
result in Subpart F income if earned directly by the 
CFC partner. For instance, the regulations provide an 
example in which a CFC has Subpart F income as a 
result of being a partner in a foreign partnership that 
receives payments of interest from an unrelated per-
son that would be Subpart F foreign personal holding 
company income if received directly by the CFC.24

If the IRS were to assert the argument mentioned 
above, Taxpayer likely would argue that CFC1 and 
CFC2’s distributive share of USPartnership’s Code Sec. 
951(a) income inclusion is not a category of Subpart F 
income in the hands of a CFC1 and CFC2 (it is worth 
noting that a CFC would not have a Code Sec. 951(a) 
Subpart F income inclusion relating to another CFC’s 
Subpart F income). Taxpayer likely would assert that, 
applying the rules above, CFC1 and CFC2’s distribu-
tive share of such income is merely foreign source 
income that is not a category of Subpart F income. 
Further, Taxpayer may assert that, if the IRS wanted 
such income to retain its Subpart F income taint, the 
IRS could have written a rule specifi cally providing 
for such a result but it has not done so. 

Another possible line of attack that the IRS may 
try to pursue under the facts of this transaction is 
an aggregate theory of partnership taxation so that 
Taxpayer is treated as the U.S. shareholder that has a 
Code Sec. 951(a) income inclusion relating to CFC3’s 
Subpart F income. 

As a general matter, Subchapter K embodies a 
blending of two views as to the nature of partner-
ships. The fi rst is that a partnership is simply an 
aggregation of individuals, each of whom should be 
treated as the owner of a direct undivided interest in 
partnership assets and operations. This is sometimes 
referred to as the “aggregate” view of partnerships. 
The second view is that a partnership has a separate 
tax existence apart from its partners (i.e., that the 
partnership is a separate entity). Under this “entity” 
view of partnerships, no partner has a direct interest 
in partnership assets or operations, but only an inter-
est in the partnership entity. 

Congress indicated in the committee reports that, 
when a given provision of the tax law is otherwise si-

lent on the issue, one view 
of partnerships should not 
take precedence over the 
other. Instead, whether a 
partnership is treated as 
an entity separate from its 
partners or as an aggregate 
of its partners depends on 

which characterization is “more appropriate” for the 
particular Code section under consideration.25

Generally speaking, in the context of Subpart F, 
Congress sought to limit the deferral of U.S. taxation 
on certain income earned outside the United States 
by foreign corporations controlled by U.S. persons. 
Limited deferral was retained after the enactment of 
Subpart F to protect the competiveness of CFCs doing 
business overseas.26

The IRS may try to argue that if the entity ap-
proach to partnerships is applied in this context 
and Taxpayer is not required to include CFC3’s 
Subpart F income in income, there would be a 
contravention of the policies of Subpart F. (Al-
though USPartnership is required to include CFC3’s 
Subpart F income in its gross income, it is not a tax-
paying entity.) Thus, the IRS could try to argue that 
the aggregate view of partnership taxation should 
apply in this situation to ensure the policy behind 
Subpart F is not contravened by allowing the in-
tervention of a domestic partnership to prevent a 
Subpart F inclusion by Taxpayer and that, under 
the aggregate view of partnerships, USPartnership 
should be disregarded and CFC1 and CFC2 should 
be treated as directly owning the stock of CFC3. In 
such case, Taxpayer would be the U.S. shareholder 
that must include in income CFC3’s Subpart F in-
come under Code Sec. 951(a).27 
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It is worth noting that the IRS has taken an aggregate 
approach in other contexts (e.g., the application of 
Code Sec. 1248(a) to sales of CFCs by foreign part-
nerships) to “clarify” the treatment of a particular 
transaction when it believed the transaction was con-
trary to the application of a particular provision.28

If the IRS were to assert the aggregate view of part-
nerships, then Taxpayer could assert that Congress has 
taken an entity approach to partnership taxation by 
including a domestic partnership as a “U.S. person” 
that can be a U.S. shareholder of a CFC (and, thus, 
a domestic partnership can have an income inclu-
sion under Code Sec. 951(a)).29 Taxpayer also could 
argue that the treatment of the transaction is con-
templated under the rules of Subpart F. As discussed 
below, Taxpayer likely would cite to an example in 
the partnership anti-abuse regulations (Reg. §1.701-
2(f), Example 3) that takes an entity approach to 
domestic partnerships in the CFC context as support 
for its position. 

The IRS also may try to challenge the transaction set 
forth in the Notice under the partnership anti-abuse 
regulations. There are two separate tests under these 
regulations. The IRS can attack transactions under 
either or both tests. One of the tests (the “abuse of 
entity” test) limits perceived abuses of the entity 
concept of partnerships. The other test (the “intent of 
Subchapter K” test) addresses perceived abuses of the 
rules of the intent of Subchapter K. A brief discussion 
of each is provided below.

In the mid 1990s, the IRS attempted to formalize 
the law relating to the treatment of partnerships as 
aggregate or entities by issuing Reg. §1.701-2(e) 
(the “abuse of entity” test). This regulation allows 
the Commissioner to treat a partnership as an ag-
gregate of its partners to carry out the purposes of 
any statutory or regulatory provision, unless: (1) the 
provision prescribes the treatment of the partnership 
as an entity; and (2) that treatment and the ultimate 
tax results are clearly contemplated by that provi-
sion. The abuse of entity test under the partnership 
anti-abuse regulations is broader than the congres-
sional entity versus the aggregate approach discussed 
previously in at least two respects. First, it allows the 
IRS to impose aggregate treatment even if the Code 
or Regulations mandate entity treatment if the IRS 
believes the ultimate tax consequences resulting 
from entity treatment were not clearly contemplated. 
Second, it gives the entity versus the aggregate choice 
to the IRS without requiring that this choice be made 
consistently in applying a particular provision of the 

Code or Regulations to different transactions or to 
different taxpayers.

Although the exact parameters of the partnership 
anti-abuse regulations are not well-developed, the 
analysis under the abuse of entity test of the part-
nership anti-abuse regulations likely would be very 
similar to that set forth above under the historic entity 
versus aggregate view of partnerships analysis. If the 
IRS were to try to rely on this regulation to challenge 
the transaction, it likely would argue that respecting 
USPartnership as the U.S. shareholder that has the 
Code Sec. 951(a) income inclusion (entity theory) 
with Taxpayer avoiding such an inclusion would cir-
cumvent the policies of Subpart F. It may assert that 
such an approach was not contemplated by either 
the Subpart F regime or Subchapter K. 

Taxpayer likely would argue that entity treatment is 
specifi cally contemplated by the Code and regulations 
as it relates to the treatment of a domestic partnership 
under the Subpart F rules of the Code and treating 
USPartnership as the U.S. shareholder that has the 
Code Sec. 951(a) income inclusion is not contrary to 
the Subpart F or Subchapter K (instead, the result was 
clearly contemplated). Taxpayer likely would point to 
Reg. §1.701-2(f), Example 3 as possible support for its 
argument. That example provides the following:

Example 3. Prescribed entity treatment of part-
nership; determination of CFC status clearly 
contemplated. 

(i) X, a domestic corporation, and Y, a foreign 
corporation, intend to conduct a joint venture 
in foreign Country A. They form PRS, a bona 
fi de domestic general partnership in which X 
owns a 40% interest and Y owns a 60% interest. 
PRS is properly classifi ed as a partnership under 
Treas. Reg. §§301.7701-2 and 301.7701-3. PRS 
holds 100% of the voting stock of Z, a Country A 
entity that is classifi ed as an association taxable 
as a corporation for federal tax purposes under 
Treas. Reg. §301.7701-2. Z conducts its busi-
ness operations in Country A. By investing in Z 
through a domestic partnership, X seeks to obtain 
the benefi t of the look-through rules of section 
904(d)(3) and, as a result, maximize its ability to 
claim credits for its proper share of Country A 
taxes expected to be incurred by Z. 

(ii) Pursuant to sections 957(c) and 7701(a)(30), 
PRS is a United States person. Therefore, because 
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it owns 10% or more of the voting stock of Z, 
PRS satisfi es the defi nition of a U.S. shareholder 
under section 951(b). Under section 957(a), Z is 
a controlled foreign corporation (CFC) because 
more than 50% of the voting power or value of 
its stock is owned by PRS. Consequently, under 
section 904(d)(3), X qualifi es for look-through 
treatment in computing its credit for foreign taxes 
paid or accrued by Z. In contrast, if X and Y owned 
their interests in Z directly, Z would not be a CFC 
because only 40% of its stock would be owned by 
U.S. shareholders. X’s credit for foreign taxes paid 
or accrued by Z in that case would be subject to a 
separate foreign tax credit limitation for dividends 
from Z, a noncontrolled section 902 corporation. 
See section 904(d)(1)(E) and §1.904-4(g). 

(iii) Sections 957(c) and 7701(a)(30) prescribe 
the treatment of a domestic partnership as an 
entity for purposes of defi ning a U.S. share-
holder, and thus, for purposes of determining 
whether a foreign corporation is a CFC. The CFC 
rules prevent the deferral by U.S. shareholders 
of U.S. taxation of certain earnings of the CFC 
and reduce disparities that otherwise might oc-
cur between the amount of income subject to a 
particular foreign tax credit limitation when a 
taxpayer earns income abroad directly rather than 
indirectly through a CFC. The application of the 
look-through rules for foreign tax credit purposes 
is appropriately tied to CFC status. See sections 
904(d)(2)(E) and 904(d)(3). This analysis confi rms 
that Congress clearly contemplated that taxpay-
ers could use a bona fi de domestic partnership 
to subject themselves to the CFC regime, and the 
resulting application of the look-through rules of 
section 904(d)(3). Accordingly, under paragraph 
(e) of this section, the Commissioner cannot treat 
PRS as an aggregate of its partners for purposes of 
determining X’s foreign tax credit limitation. 

If the IRS pursues this line of attack, the IRS likely 
would try to differentiate the example by asserting 
that, even though entity treatment is contemplated 
in the above example, the use of the domestic part-
nership in the transaction described in the Notice 
and the purported tax results of such transaction are 
quite different from the example above. The IRS also 
could argue that the abuse of entity test allows the 
IRS to impose aggregate treatment despite the fact 
that the Code and Regulations contemplate entity 

treatment. Nevertheless, if this avenue is pursued, 
the IRS likely would have some hurdles given the 
general entity treatment of partnerships under sec-
tion 957(c) as refl ected in the clear language of the 
above example. 

Under the “intent of Subchapter K” test of the part-
nership anti-abuse regulations, the Commissioner can 
recast part, or all, of a transaction where a partner-
ship is used or availed with a principal purpose of 
reducing the partners’ federal tax liability in a man-
ner that is inconsistent with the intent of Subchapter 
K.30 Subchapter K is intended to permit taxpayers to 
conduct joint business through a fl exible economic 
arrangement without incurring an entity-level tax.31 
Implicit in this intent are the following requirements: 
(1) the partnership must be bona fi de and each part-
nership transaction or series of related transactions 
(individually or collectively, the transaction) must 
be entered into for a substantial business purpose; 
(2) the form of each partnership transaction must be 
respected under substance over form principles; and 
(3) except as otherwise provided in Reg. §1.701-2(a)
(3), the tax consequences under subchapter K to each 
partner of the partnership operations and of transac-
tions between the partners and the partnership must 
accurately refl ect the partners’ economic agreement 
and clearly refl ect the partner’s income (collectively, 
proper refl ection of income).32 

The provisions of Subchapter K and the regula-
tions thereunder must be applied in a manner that is 
consistent with the intent of Subchapter K as set forth 
in Reg. §1.701-2(a).33 Accordingly, if a partnership is 
formed or availed of in connection with a transaction 
a principal purpose of which is to reduce substantially 
the present value of the partners’ aggregate federal 
tax liability in a manner that is inconsistent with the 
intent of Subchapter K, the Commissioner can recast 
the transaction for federal tax purposes as appropri-
ate to achieve tax results that are consistent with the 
intent of Subchapter K in light of the applicable statu-
tory and regulatory provisions and the pertinent facts 
and circumstances. Thus, even though the transaction 
may fall within the literal words of a particular statu-
tory or regulatory provision, the Commissioner can 
determine, based on the particular facts and circum-
stances, that to achieve tax results that are consistent 
with the intent of Subchapter K: (1) the purported 
partnership should be disregarded in whole or in part, 
and the partnership’s assets and activities should be 
considered, in whole or in part, to be owned and con-
ducted, respectively, by one or more of its purported 
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partners; (2) one or more of the purported partners of 
the partnership should not be treated as a partner; (3) 
the methods of accounting used by the partnership 
or a partner should be adjusted to refl ect clearly the 
partnership’s or the partner’s income; (4) the partner-
ship’s items of income, gain, loss, deduction or credit 
should be reallocated; or (5) the claimed tax treatment 
should otherwise be adjusted or modifi ed. 

Whether a partnership was formed or availed of 
with a principal purpose to reduce substantially the 
present value of the partners’ aggregate federal tax 
liability in a manner inconsistent with the intent of 
Subchapter K is determined based on all of the facts 
and circumstances, including a comparison of the 
purported business purpose for a transaction and the 
claimed tax benefi ts resulting from the transaction.34 
Various factors may be indicative, but do not necessar-
ily establish, that a partnership was used in a manner 
inconsistent with the intent of subchapter K.35 

It is possible that the IRS may assert the intent of 
Subchapter K test of the anti-abuse regulations to try 
to disregard USPartnership to modify the claimed 
treatment of the transaction so that Taxpayer has the 
section 951(a) income inclusion.36 

As discussed above, the intent of Subchapter K 
test has as a prerequisite a partnership being used 
or availed with a principal purpose of reducing the 
partners’ federal tax liability in a manner inconsistent 
with Subchapter K. It is worth noting that, unlike cer-
tain other partnership regulations that look not only 
to the impact on the partner but also to other persons 
such as the owners of the partners (e.g., the catch-all 
category of the Code Sec. 702 regulations relating 

to separately stated items37), this regulation focuses 
solely on the partners’ federal tax liability without any 
specifi c reference to other persons whose federal tax 
liability may be reduced. In the transaction described 
in the Notice, it would seem that the person whose 
federal tax liability that is potentially reduced is Tax-
payer, who is not a partner in USPartnership. Thus, 
if the IRS were to try to assert this test to challenge 
the transaction, it would have to read the regulation 
in a broad manner. 

Taxpayer likely would make many of the arguments 
discussed above to refute such a challenge. In ad-
dition, Taxpayer may make an additional technical 
argument. That argument would be that the focus of 
the regulation is reducing the partners’ federal tax li-
ability, and Taxpayer is not a partner of USPartnership 
whose potential federal tax liability is reduced.38 

Finally, in addition to the possible arguments dis-
cussed above, the Notice makes clear that the IRS 
may challenge the transaction on other grounds, such 
as sham transaction, substance-over-form, economic 
substance as well as other provisions of the Code.39 
Many of the IRS’s possible grounds for challenge 
discussed in this article may be embodied in these 
additional grounds for challenge.

Conclusion
Taxpayers should stay alert for future guidance from 
the IRS on the transactions described in the Notice 
because, as evidenced in this article, there is a need 
for clarity with respect to the regulations regarding 
the interaction of Subpart F and Subchapter K.
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