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 I.R.C. Section 1446(f): Background

 Determining effectively connected income under the
Code

 Calculating the amount realized on the disposition of a
partnership interest

 Remedial actions and tactics for non-U.S. partners

 Impact on existing partnership structures
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Background

 Section 1446 governs withholding upon a foreign partner’s share of partnership (whether domestic or foreign)
income effectively connected (“ECI”) with the conduct of a U.S. trade or business (“USTB”)

 Such partnership (“ECI Partnership”) required to withhold and remit U.S. federal income tax on income allocable to a foreign
partner, regardless of whether such allocable share is distributed

 Withholding required at the highest marginal federal income tax rate applicable to the foreign partner

 Partners permitted to provide IRS Form 8804-C to ECI Partnership setting forth deductions and credits to which the partner is
entitled to mitigate withholding; IRS Form 8804-C filed with the IRS by the ECI Partnership

 ECI Partnership determines the status of a partner by reference to IRS Form W-9 or an applicable IRS Form W-8

 Best practice: Collect IRS forms at time of admission to partnership

 Ensure IRS forms are properly completed, duly executed and currently effective

 Include language in partnership agreement that partners are required to provide updated information and documentation upon
request or if partner’s circumstances change

 FATCA
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 Rev. Rul. 91-32: Sale of interest in ECI Partnership by foreign partner was subject to U.S. federal income tax

 Grecian Magnesite Mining, Industrial & Shipping Co. v. Comm’r, 149 T.C. 3 (2017)

 Gain from the sale of an interest in an LLC (taxed as a partnership) (i) engaged in a USTB and (ii) having a fixed
place of business in the U.S. was not “attributable to” the fixed place of business

 Court applied “entity” approach rather than “aggregate” approach

 Court rejected IRS argument that U.S. office was “material” to the realized gain merely because the activities of
the office added value to the taxpayer’s interest in the LLC

 Sections 1446(f) (and 864(c)(8)) were added to the Code by the Tax Cuts and Jobs Act of 2017

 Final 1446(f) Regulations adopted on November 30, 2020
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DETERMINING ECI
UNDER THE CODE
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What is Effectively Connected Income?

 Section 864(c)(8) generally provides that gain or loss derived by a foreign person on the sale or
exchange of an interest in an ECI Partnership is treated as ECI (or effectively connected loss) and,
therefore, subject to U.S. federal income tax

 Code: The term “trade or business” includes the performance of personal services but excludes certain
types of trading in securities and commodities (principally for one’s own account)

 Beyond those specific instances, no general guidance as to when the activities of a foreign person in
the U.S. would amount to a USTB

 Judicially created standards (e.g., activities must be “continuous, considerable and regular”)

 Low threshold to meet USTB standard compared to standard for “permanent establishment” under
an applicable treaty
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What is Effectively Connected Income?

 Certain types of income treated as ECI pursuant to the Code, including:

 Certain types of FDAP income, certain property sales, sale of ECI Partnership interests, sales of real
property interests (i.e., FIRPTA)

 Other Code provisions permit election to treat income as ECI (e.g., Sec. 871(d))

 Tests for determining ECI:

 Asset Use Test: Income, gain, loss derived from assets used or held in the conduct of a trade or
business

 Business Activities Test: Activities of trade or business is a material factor in the realization of
income, gain or loss
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What is Effectively Connected Income?

 Foreign source income generally not treated as ECI

 Some foreign source income may be ECI if foreign taxpayer maintains an office or fixed place of business in the U.S.
to which foreign source income is attributable, including (generally):

 Rents and royalties for the use of certain intangibles derived in the active conduct of a USTB;

 Dividends, interest, or amounts received for the provision of guarantees of indebtedness and is derived in the
active conduct of a U.S. banking, financing, or similar business;

 Dividends or interest, or gain and losses on the sale or exchange of stocks and securities, and the foreign
corporation’s principal business is trading in stocks and securities for its own account; and

 Income from the sale or exchange of inventory, unless the property is sold or exchanged for use, consumption or
disposition outside the U.S. and an office or other fixed place of business of the taxpayer in a foreign country
participates materially in such sale
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CALCULATING ECI & 
WITHHOLDING 
REQUIREMENTS
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AMOUNT REALIZED

Section 1446(f) provides that if any portion of the gain on any disposition of an interest in a
partnership would be treated as ECI under Section 864(c)(8), the Transferee is required to
deduct, withhold and remit tax equal to 10 percent of the “amount realized” on the
disposition

“Amount Realized” = Cash paid (or to be paid), plus FMV of other property transferred
(or to be transferred), plus amount of any liabilities to which the partnership interest is
subject or assumed by Transferee, plus reduction in share of ECI Partnership’s liabilities

• Governed by Secs. 1001 and 752 of the Code

“Amount Realized” for partnership distributions = sum of amount of cash distributed (or to be
distributed), FMV of property distributed (or to be distributed), and reduction in Transferor’s
share of ECI Partnership liabilities
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AMOUNT  REALIZED: SHARE OF LIABILITIES

 Alternate procedure for determining share of liabilities

 Transferee may rely on statement from Transferor that provides the amount of Transferor’s share
of partnership liabilities reported on its most recent Schedule K-1

• Transferor cannot be a “controlling partner” (i.e., generally owning, directly or indirectly, 50% or
more of capital, profits, deductions or losses of the partnership in the 12-month period before
the “determination date”)

• Actual share of liabilities differs from statement: Not treated as incorrect if transferor certifies
no actual knowledge of events after receipt of K-1 and before transfer date that would cause
more than 25% difference between statement and K-1

• Reliance on statement not permitted if last day of partnership tax year for which the K-1 was
provided is more than 22 months before the transfer date
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AMOUNT REALIZED: SHARE OF LIABILITIES (Con’t)

 Transferee may also rely on statement from partnership with respect to liabilities

• Substantially similar certification process to Transferor

• Partnership that is the Transferee may rely on its books and records for determining share of partnership liabilities

• With respect to reliance on books and records, and within 30 days of the transfer, partnership must identify in its
books and records (i) the date on which the transfer occurred, (ii) the information on which the partnership relied
(iii) and the provisions of the final regulations supporting an exception from, or adjustment to, the partnership’s
obligation to withhold

 The withholding amount equals the “amount realized” determined without regard to the decrease in Transferor’s share
of partnership liabilities if:

• The amount otherwise required to be withheld under the general rules of the Sec. 1446(f) Regs. would exceed the
“amount realized” and determined without regard to the decrease in Transferor’s share of partnership liabilities; or

• Transferee is unable to determine the “amount realized” because it does not have actual knowledge of Transferor’s
share of partnership liabilities (and has not received or cannot rely on a certification from Transferor)
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AMOUNT REALIZED: FOREIGN PARTNERSHIPS

 Procedures for foreign partnership as Transferor determining “Amount Realized”

 Transferee may rely on a certification from Transferor providing the “Modified Amount Realized,” and
Transferee may rely on such certification as the “Amount Realized”

• Certification is made by providing IRS Form W-8IMY, with IRS Form W-9, applicable IRS Form W-8, and a
withholding statement

 “Modified Amount Realized” = Amount Realized multiplied by “Aggregate Percentage”

 “Aggregate Percentage” = Percentage of gain (if any) derived from the transfer that would be allocated to
“Presumed Taxable Foreign Person”

 “Presumed Taxable Foreign Person” is any direct or indirect partner of Transferor that has not provided either a
certification of non-foreign status that meets the requirements of the Sec. 1446 Regulations or a certification of
treaty benefits that states that Transferor is not subject to tax on any gain from the transfer pursuant to an
income tax treaty
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EXCEPTIONS TO WITHHOLDING

 Transferor delivers affidavit to Transferee stating Transferor’s U.S. TIN and that Transferor is not a foreign person (IRS Form W-9
permitted in lieu of an affidavit)

 Transferor delivers a certification to Transferee that disposition will not result in realized gain (including ordinary income from “hot
assets” under Sec. 751) as of the “determination date” (e.g., date of the transfer, date no more than 60 days prior to the transfer, or (i)
first day of partnership’s taxable year in which transfer occurs (determined under Sec. 706) or (ii) date of the most recent revaluation
event, but before the transfer date, under Sec. 704 Regs.)

 Partnership delivers a certification to Transferee that gain on sale will be de minimis

 Transferor delivers a certification to Transferee that it has de minimis ECI in 3 prior tax years

 Transferor delivers a certification to Transferee that nonrecognition provision under the Code applies

 Transferor delivers a certification to Transferee that Transferee eligible for treaty benefits

 Where ECI Partnership is Transferee as a result of a distribution, it may rely on its books and records (30-day rule for ECI Partnership
to document transfer)

 Proposed: Certain transfers of ECI Partnership interests subject to the Opportunity Zone rules / gain deferral

 Exceptions inapplicable if Transferee has actual knowledge or has received notice that Transferor’s certification is false, or
Transferee fails to file a copy of certification or statement with the IRS if required by applicable regulations
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SECONDARY WITHHOLDING RULES

 If Transferee fails to withhold any amounts under Sec. 1446(f) in respect of a transferred partnership interest, ECI
Partnership must withhold from any distributions with respect to the transferred interest

 If required to withhold on partnership distributions made in respect of a transferred interest, ECI Partnership must withhold
beginning on the later of:

 30 days after the transfer date; or

 15 days after the date on which ECI Partnership acquires actual knowledge that the transfer has occurred

 ECI Partnership treated as satisfying its obligations under the secondary withholding rules (and may stop withholding on
partnership distributions with respect to a transferred interest) on the earlier of:

 The date on which ECI Partnership completes withholding and paying the amount required to be withheld (i.e., 10% on
each distribution, reduced by any amounts withheld by Transferee) plus interest; or

 The date on which ECI Partnership receives and may rely on a certification from Transferee (without regard to whether
the certification is received by the required time)

 Notice 2021-51: Applicability date pushed to January 1, 2023
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PUBLICLY TRADED PARTNERSHIPS

 Special withholding rules are applicable to PTPs

 Notice 2021-51: Applicability date of the Final Regulations pushed to to January 1, 2023 for
withholding on the following:

 Transfers of interest in PTPs

 Distributions made with respect to transfers of interest in PTPs

 Withholding obligation with respect to transfers of PTP interests is shifted from Transferee to
“brokers”
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PUBLICLY TRADED PARTNERSHIPS (Con’t)

 Broker not required to withhold if it receives:

 Transferor’s certification of nonforeign status;

 Transferor’s right to benefits under an applicable income tax treaty;

 And properly relies upon a “qualified notice” posted by the PTP that:

• (A) if the PTP sold all its assets at FMV, either (i) the amount of gain that would have been ECI would be less
than 10 percent of the total net gain or (ii) no gain would be ECI; or

• (B) the PTP was not engaged in a USTB at any time during the tax year of the PTP through the PTP
“designated date” (i.e., any date for a deemed sale determination that is designated by the PTP in a qualified
notice, provided that the PTP designated date occurs on or after the date that is 92 days before the date on
which the PTP posted the qualified notice naming the PTP designated date)

 NOTE: For purposes of Sec. 1446(f), a PTP is not treated as a corporation as it is under Sec. 7704
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FAILING TO WITHHOLD

 Liability for Failing to Withhold

 Any person required to withhold and remit tax under Sec. 1446(f), but fails to do so, is
liable for the tax, plus interest, penalties or additions to tax

 ECI Partnership failing to withhold and pay tax under the Secondary Withholding Rules
is generally liable for tax it failed to withhold and remit, plus interest, penalties and
additions to tax

 Agents of Transferee, Transferor or ECI Partnership may be liable for the tax in certain
circumstances

 NOTE: Foreign partner not relieved of obligation to file a U.S. income tax return even if all
required withholding performed under Sec. 1446(f)
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REMEDIAL ACTIONS 
AND TACTICS FOR NON-
U.S. PARTNERS PAYING 
TAX ON PARTNERSHIP 
SALE GAIN
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Remedial Actions and Tactics for Non-U.S. Partners

 Use of blocker entities

 Incorporate the ECI Partnership

 Trust and estate planning

 Settle U.S. non-grantor trust (i.e., U.S. taxpayer)

 Gift ECI Partnership interests

 Contribute interest into existing U.S. (corporate) structure with ECI

 Ensure contribution may be accomplished on a tax-neutral basis

 Avoid mixing with structure earning Foreign Source Income / Exempt Income (e.g., portfolio
interest)
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IMPACT ON EXISTING 
PARTNERSHIP 
STRUCTURES
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Impact on Existing Partnership Structures

 Amend and restate partnership or limited liability company agreement

 New partner(s) / member(s)

 Consider past failures to withhold

 Distributions

 Transfers between related parties (Sec. 267(b) or Sec. 707(b))

 Indemnity obligations owed to other partners / members

 Tax, penalties and interest
23
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PARTNERSHIP / LLC AGREEMENT LANGUAGE

 Consider whether existing agreement has transfer restrictions that take Sec. 1446(f) into account

 E.g., “A Member making a Permitted Transfer shall either (i) deliver to the Company an affidavit of non-foreign
status with respect to such Member that satisfies the requirements of Section 1446(f)(2) of the Code or other
documentation acceptable to the Manager establishing an exemption from withholding pursuant to Section
1446(f) of the Code or (ii) ensure that, contemporaneously with the Permitted Transfer, the transferee of such
Membership Interest properly withholds and remits to the IRS the amount of Tax required to be withheld upon
the Permitted Transfer by Section 1446(f) of the Code (and promptly provide evidence to the Company,
acceptable to the Manager, of such withholding and remittance). In connection with any such Permitted
Transfer, the transferor Member and transferee of such Membership Interest shall agree to jointly and severally
indemnify and hold harmless the Company, the Manager, the Members and directors, officers, employees,
agents or representatives of the Company against any Loss (including any Taxes and any related expenses)
arising out of any failure to comply with the provisions of this paragraph.”

 Consider also including “survival” language that permits partnership / LLC to seek payments from former partners /
members
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Ryan focuses his practice on international tax matters, with an emphasis on providing tax-efficient restructuring

solutions for high-net-worth international families and their closely held businesses. In addition to advising US-

based families on income, gift, and estate tax matters, he assists non-US families with tax matters relating to pre-
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Ryan has extensive experience advising on US anti-deferral legislation (i.e., Subpart F and GILTI) applicable to
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* We gratefully acknowledge the assistance of Sama Kaseer with preparing this presentation. 
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makes no warranties, representations, or claims of any kind concerning the content herein. McDermott and the contributing presenters or authors expressly 
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