HIGHLIGHTS
OF THIS ISSUE

These synopses are intended only as aids to the reader in
identifying the subject matter covered. They may not be
relied upon as authoritative interpretations.

INCOME TAX

Announcement 2020-10, page 385.

The competent authorities of the United States of America
and Switzerland hereby enter into the following arrangement
(“the Arrangement”) that references to North American Free
Trade Agreement in the Convention between the Swiss Fed-
eration and the United States of America for the Avoidance
of Double Taxation with Respect to Taxes on Income (the
“Convention”) shall be understood as references to the Unit-
ed States-Mexico-Canada Agreement (“USMCA”) upon entry
into force of the USMCA. The Arrangement is entered into un-
der paragraph 3 of Article 25 (Mutual Agreement Procedure)
of the Convention.

Announcement 2020-11, page 385.
This document contains corrections to TD 9900, published in
Internal Revenue Bulletin 2020-30 on Monday, July 20, 2020.

REG-127732-19, page 385.

This document contains proposed regulations under the sub-
part F income and global intangible low-taxed income provi-
sions of the Internal Revenue Code regarding the treatment
of certain income that is subject to a high rate of foreign tax.
This document also contains proposed regulations under the
information reporting provisions for foreign corporations to
facilitate the administration of certain rules in the proposed
regulations. The proposed regulations would affect United
States shareholders of controlled foreign corporations.

Rev. Proc. 2020-37, page 381.
This revenue procedure provides: (1) tables of limitations on
depreciation deductions for owners of passenger automo-
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biles first placed in service by the taxpayer during calendar
year 2020; and (2) a table of amounts that must be included
in income by lessees of passenger automobiles first leased
by the taxpayer during calendar year 2020. The tables de-
tailing these depreciation limitations and lessee inclusion
amounts reflect the automobile price inflation adjustments
required by section 280F(d)(7). For purposes of this reve-
nue procedure, the term “passenger automobiles” includes
trucks and vans.

T.D. 9901, page 266.

These final regulations provide guidance on the deduction
for Foreign-Derived Intangible Income and Global Intangible
Low-Taxed Income under section 250 of the Code, which was
added to the Internal Revenue Code (the “Code”) by the Tax
Cuts and Jobs Act, Pub. L. No. 155-97 (2017). The final reg-
ulations replace previously issued proposed regulations and
provide guidance on both the computation of the deductions
available under section 250 and the definition and determi-
nation of FDII. In addition, the final regulations provide rules,
pursuant to section 1502 of the Code, for the computation
of FDIl'in a consolidated group. Finally, these final regulations
contain amendments to regulations under sections 962,
6038 and 6038A of the Code.

T.D. 9902, page 349.

This document contains final regulations under the global in-
tangible low-taxed income and subpart F income provisions
of the Internal Revenue Code regarding the treatment of in-
come that is subject to a high rate of foreign tax. The final
regulations affect United States shareholders of foreign cor-
porations. This guidance relates to changes made to the ap-
plicable law by the Tax Cuts and Jobs Act, which was enacted
on December 22, 2017.



The IRS Mission

Provide America’s taxpayers top-quality service by helping
them understand and meet their tax responsibilities and en-
force the law with integrity and fairness to all.

Introduction

The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing of-
ficial rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, legislation, court decisions, and other items of
general interest. It is published weekly.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application
of the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the
Bulletin. All published rulings apply retroactively unless other-
wise indicated. Procedures relating solely to matters of inter-
nal management are not published; however, statements of
internal practices and procedures that affect the rights and
duties of taxpayers are published.

Revenue rulings represent the conclusions of the Service
on the application of the law to the pivotal facts stated in
the revenue ruling. In those based on positions taken in rul-
ings to taxpayers or technical advice to Service field offices,
identifying details and information of a confidential nature are
deleted to prevent unwarranted invasions of privacy and to
comply with statutory requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be
relied on, used, or cited as precedents by Service personnel in
the disposition of other cases. In applying published rulings and
procedures, the effect of subsequent legislation, regulations,
court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned

against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part 1.—1986 Code.
This part includes rulings and decisions based on provisions
of the Internal Revenue Code of 1986.

Part ll.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related ltems, and Subpart B,
Legislation and Related Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative
Rulings. Bank Secrecy Act Administrative Rulings are issued
by the Department of the Treasury's Office of the Assistant
Secretary (Enforcement).

Part IV.—ltems of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The last Bulletin for each month includes a cumulative index
for the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the last Bulletin of each semiannual period.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.
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Part |

26 CFR 1.250-0, 1.250-1, 1.250(a)-1, 1.250(b)-1
through 1.250(b)-6, 1.861-8, 1.962-1, 1.1502-
12, 1.1502-13, 1.1502-50, 1.6038-2, 1.6038-3,
1.60384-2

T.D. 9901

DEPARTMENT OF THE
TREASURY

Internal Revenue Service
26 CFR Part 1

Deduction for Foreign-
Derived Intangible Income
and Global Intangible Low-
Taxed Income

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Final regulations.

SUMMARY: This document contains
final regulations that provide guidance
regarding the deduction for foreign-de-
rived intangible income (FDII) and glob-
al intangible low-taxed income (GILTI).
This document also contains final reg-
ulations coordinating the deduction for
FDII and GILTI with other provisions in
the Internal Revenue Code. These regu-
lations generally affect domestic corpo-
rations and individuals who elect to be
subject to tax at corporate rates for pur-
poses of inclusions under subpart F and
GILTL

DATES: Effective Date: These regula-
tions are effective on September 14, 2020.

Applicability Dates: For dates of appli-
cability, see §§1.250-1(b), 1.962-1(d),
1.1502-50(g), 1.6038-2(m)(4), 1.6038-
3(1), and 1.6038A-2(g).

FOR FURTHER INFORMATION CON-
TACT: Concerning §§1.250-1 through
1.250(b)-6, 1.6038-2, 1.6038-3, and
1.6038A-2, Brad McCormack at (202)
317-6911 and Lorraine Rodriguez at (202)
317-6726; concerning §1.962-1, Edward
Tracy at (202) 317-6934; concerning
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§§1.1502-12, 1.1502-13 and 1.1502-50,
Michelle A. Monroy at (202) 317-5363
(not toll free numbers).

SUPPLEMENTARY INFORMATION:
Background

Section 250 was added to the Inter-
nal Revenue Code (“Code”) by the Tax
Cuts and Jobs Act, Public Law 115-97,
131 Stat. 2054, 2208 (2017) (the “Act”),
which was enacted on December 22,
2017. On March 6, 2019, the Department
of the Treasury (“Treasury Department”)
and the IRS published proposed regula-
tions (REG-104464-18) under sections
250, 962, 1502, 6038, and 6038A in the
Federal Register (84 FR 8188) (the
“proposed regulations”). Corrections to
the proposed regulations were published
on April 11, 2019, and April 12, 2019,
in the Federal Register (84 FR 14634
and 84 FR 14901, respectively). A pub-
lic hearing on the proposed regulations
was held on July 10, 2019. The Treasury
Department and the IRS also received
written comments with respect to the
proposed regulations.

All written comments received in re-
sponse to the proposed regulations are
available at https://www.regulations.
gov or upon request. Terms used but
not defined in this preamble have the
meaning provided in these final regu-
lations.

Summary of Comments and
Explanation of Revisions

1. Overview

The final regulations retain the basic
approach and structure of the proposed
regulations, with certain revisions. This
Summary of Comments and Explanation
of Revisions section discusses those revi-
sions as well as comments received in re-
sponse to the solicitation of comments in
the notice of proposed rulemaking. Com-
ments outside the scope of this rulemak-
ing are generally not addressed but may
be considered in connection with future
guidance projects.
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II. Comments on and Revisions to
Documentation Requirements and
Applicability Dates

A. Documentation requirements for
foreign persons, foreign use, and location
outside the United States

As described in parts VIL.B, C.1, and
D.1 and VIIL.B.1 and B.2.c of this Sum-
mary of Comments and Explanation of
Revisions section, the proposed regu-
lations provided that to establish that a
recipient is a foreign person, property
is for a foreign use (within the meaning
of proposed §1.250(b)-4(d) and (e)), or
a recipient of a general service is locat-
ed outside the United States (within the
meaning of proposed §1.250(b)-5(d)(2)),
the taxpayer must obtain specific types
of documentation described in proposed
§§1.250(b)-4(c)(2), (d)(3), and (e)(3) and
1.250(b)-5(d)(3) and (¢)(3). The proposed
regulations also provided a transition rule
whereby for taxable years beginning on or
before March 4, 2019, taxpayers could use
any reasonable documentation maintained
in the ordinary course of the taxpayer’s
business that establishes that a recipient
is a foreign person, property is for a for-
eign use, or a recipient of a general ser-
vice is located outside the United States,
as applicable, in lieu of the specific doc-
umentation described in the regulations,
provided that such documentation meets
certain reliability requirements described
in proposed §1.250(b)-3(d). See proposed
§1.250-1(b). The preamble requested
comments on this special transition rule.

Several comments recommended ei-
ther making this transition rule permanent
or extending it for a certain period after
the regulations are finalized. The com-
ments recommending that the transition
rule be made permanent indicated that the
documentation described in the proposed
regulations may be difficult, if not impos-
sible, to obtain in the ordinary course of
business. The comments noted that cus-
tomers are highly reluctant to provide
some of the types of documents that the
proposed regulations described. A com-
ment noted that the documentation rules
in the proposed regulations could require
taxpayers to renegotiate contracts or make
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inquiries of their customers that could
interfere with the customer relationship.
Several comments were concerned with
how the documentation rules and, in par-
ticular, the reliability requirements would
apply to business models with longer-term
contracts, especially those entered into
during the 2019 tax year.

The comments that requested extend-
ing the transition rule suggested that this
would allow adequate time for the IRS to
gain experience with the types of docu-
mentation taxpayers collect in the ordi-
nary course of business, and for taxpay-
ers to gain experience complying with
such rules by developing or improving
internal compliance systems. Alterna-
tively, some comments suggested that
the next issuance of regulations should
be in temporary form to allow addition-
al time to consider the reasonableness of
the documentation requirements before
final regulations are issued and to allow
taxpayers more time to identify distortive
results.

Other comments recommended chang-
es to the documentation rules if the final
regulations do not make the transition rule
permanent. Several comments suggested
that any list of suitable documents (for
either property sales or services) should
be non-exclusive and include more docu-
ments obtained in the ordinary course of
business. Some comments recommended
allowing the use of documentation meth-
ods similar to those for sales of fungible
mass property under proposed §1.250(b)-
4(d)(3)(iii) such as market research, statis-
tical sampling, economic modeling or oth-
er similar methods to show foreign person
status or foreign use.

The final regulations address these
comments in several ways. First, the fi-
nal regulations eliminate the requirement
in the proposed regulations to obtain
specific types of documents to establish
foreign person status, foreign use with re-
spect to sales of certain general property
that are made directly to end users, and
the location of general services provided
to consumers. The Treasury Department
and the IRS have determined that requir-
ing specific documentation with respect
to these requirements is difficult given
the variations in industry practices and is
not necessary to achieve the purpose of
the statute. Accordingly, the final regula-
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tions remove the specific documentation
requirements to establish foreign person
status and foreign use with respect to cer-
tain sales of general property and the lo-
cation of a consumer of a general service.
However, as explained in more detail in
part I1.D of this Summary of Comments
and Explanation of Revisions section,
as with any deduction, taxpayers claim-
ing a deduction under section 250 bear
the burden of demonstrating that they
are entitled to the deduction. Therefore,
the general requirement for taxpayers to
substantiate their deductions will apply
without any additional specific require-
ments as to the content of information or
documents.

Second, the final regulations adopt
a more flexible approach regarding the
types of substantiation required for for-
eign use with respect to sales of gener-
al property to non-end users, foreign
use with respect to sales of intangible
property, and with respect to determin-
ing whether services are performed for
business recipients located outside the
United States. Although the substantia-
tion requirements in the final regulations
are more specific as to the nature of the
information required, they are not lim-
ited to a narrow set of documents. The
requirements also do not contain the
specific reliability requirement set out
in the proposed regulations because the
reliability of documents or information
can differ depending on the circumstanc-
es. For example, documents created in
advance of a sales date (such as a long-
term sales contract) may be as reliable
as documents created at the time of the
sale, depending on the facts and circum-
stances. Further, the final regulations
continue to require that the substantiat-
ing documents be supported by credible
evidence. See part II1.C of this Summary
of Comments and Explanation of Revi-
sions section.

Finally, the applicability dates of
the regulations have been revised, and
taxpayers are permitted to rely on the
proposed regulations for taxable years
before the final regulations are applica-
ble, including relying on the transition
rules during the entirety of such period.
See part II.F and XII of this Summary of
Comments and Explanation of Revisions
section.
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B. Specific substantiation for certain
transactions

In lieu of the documentation require-
ments in the proposed regulations, with
respect to sales of general property to
recipients other than end users, sales of
intangible property, and general services
provided to business recipients, the final
regulations provide substantiation rules
that are more flexible with respect to the
types of corroborating evidence that may
be used. See §1.250(b)-3(f). For these
transactions, specific substantiation re-
quirements are needed to ensure that tax-
payers make sufficient efforts to deter-
mine whether the regulatory requirement
is met. Therefore, with respect to these
transactions, the final regulations describe
the type of information necessary to meet
the substantiation requirements. The
specific ways a taxpayer must substanti-
ate these elements are described in parts
VII.C.9, VII.D.2, and VIIL.B.2.d of this
Summary of Comments and Explanation
of Revisions section. The substantiation
requirements are modeled after substan-
tiation rules under section 170 (requiring
substantiation through receipts for certain
charitable deductions) and section 274(d)
(requiring substantiation by adequate re-
cords or a taxpayer statement with corrob-
orating evidence). The Treasury Depart-
ment and the IRS have determined that
requiring a taxpayer to specifically sub-
stantiate certain transactions — in partic-
ular transactions where the relevant facts
needed to satisfy the rules are generally
in the hands of a third party with a busi-
ness relationship with the taxpayer — is
necessary and appropriate for establishing
“to the satisfaction of the Secretary” that
property is sold for a foreign use or that
services are provided to persons locat-
ed outside the United States. See section
250(b)(4) and (b)(5)(C).

C. Timing to obtain, maintain, and
provide specific substantiation

In general, the substantiation rules re-
quire that the substantiating documents
with respect to certain transactions that
give rise to foreign-derived deduction eli-
gible income (a “FDDEI transaction”) be
in existence by the time the taxpayer files
its return (including extensions) with re-
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spect to the FDDEI transaction (the “FDII
filing date”). See §1.250(b)-3(f)(1). The
final regulations do not impose addition-
al requirements relating to when substan-
tiating documents must be in existence.
However, the timing of when substanti-
ating documents are created may affect
the credibility of the substantiating docu-
ments. For example, substantiating docu-
ments created at or near the time of the
transaction generally have a higher degree
of credibility as compared to substantiat-
ing documents created later in time. With
respect to long-term contracts, substanti-
ating documents created when the transac-
tion was entered into will be more credible
in later years if the taxpayer periodically
confirms that the terms of the long-term
contract are being adhered to.

The final regulations provide that sub-
stantiating documents must be provided to
the IRS upon request, generally within 30
days or some other period agreed upon by
the IRS and the taxpayer. See §1.250(b)-
3()(1). This is necessary to allow the sub-
stantiation requirements to serve their pur-
pose, including to allow the IRS to timely
examine the taxpayer’s qualification for
the FDII deduction.

D. Substantiation in all other cases

For the rules in the final regulations for
which there are no specific substantiation
requirements, taxpayers are already re-
quired under section 6001 to make returns,
render statements, and keep the necessary
records to show whether such person is li-
able for tax under the Code. Therefore, a
taxpayer claiming a deduction under sec-
tion 250 will still be required to substanti-
ate that it is entitled to the deduction even
if it is not subject to the specific substan-
tiation requirements contained in the final
regulations. See §1.6001-1(a); INDOPCO
v. Commissioner, 503 U.S. 79, 84 (1992)
(“an income tax deduction is a matter of
legislative grace and . . . the burden of
clearly showing the right to the claimed
deduction is on the taxpayer” (internal ci-
tations omitted)).

The Treasury Department and the IRS
expect that taxpayers may use a broader
range of evidence to substantiate a section
250 deduction under the new substan-
tiation requirements (and section 6001
where no specific substantiation require-
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ments are provided) than they would have
been able to use under the more specific
documentation requirements detailed in
the proposed regulations. Based on com-
ments received, in many cases a taxpayer
will be able to determine whether it meets
the requirements in the final regulations
using documents maintained in the ordi-
nary course of its business, as provided in
the transition rule. In some circumstanc-
es, however, it may be necessary for tax-
payers to gather additional information to
establish that a requirement is met. The
Treasury Department and the IRS are also
considering issuing additional administra-
tive guidance on acceptable documenta-
tion to substantiate the deduction.

E. Small business exception

The final regulations include an ex-
ception for small businesses similar to
the exceptions from the documentation
requirements for small businesses that are
in the proposed regulations. See proposed
§§1.250(b)-4(c)(2)(ii)(A) and (d)(3)(ii)
(A), and 1.250(b)-5(d)(3)(ii)(A) and (e)
(3)(i1))(A). The exception provides that
the substantiation requirements described
generally in part II.B of this Summary of
Comments and Explanation of Revisions
section do not apply if the taxpayer and
all related parties of the taxpayer, in the
aggregate, receive less than $25,000,000
in gross receipts during the prior taxable
year. See §1.250(b)-3(f)(2). In response to
comments that the final regulations should
allow for broader application of the small
business exception, the final regulations
modify the threshold amount to qualify
for that exception from $10,000,000 of
gross receipts received by the seller of
general property or renderer of services in
the prior taxable year (the standard used in
the proposed regulations) to $25,000,000
in gross receipts received by the taxpayer
and all related parties. As a result of this
exception, a small business will not need
to satisfy the specific substantiation re-
quirements in the regulations, although it
must continue to comply with the general
substantiation rules under section 6001.
For example, small businesses may be
able to substantiate that a sale of gener-
al property is for a foreign use by having
evidence of a foreign shipping address
and memorializing conversations with the
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recipients explaining where the property
will be resold, if sufficiently reliable, or
having a copy of an export bill of lading.

F. Transition rules

The final regulations modify the ap-
plicability dates of the regulations to
give taxpayers additional time to de-
velop systems for complying with the
regulations. Generally, the final regu-
lations are applicable for taxable years
beginning on or after January 1, 2021.
See §1.250-1(b). This applicability date
ensures that all taxpayers, regardless of
whether they are fiscal- or calendar-year
taxpayers, have at least three full taxable
years after the Act was enacted before
the final regulations become applica-
ble. However, for taxable years begin-
ning before January 1, 2021, taxpayers
may apply the final regulations or rely
on the proposed regulations, except that
taxpayers that choose to rely on the pro-
posed regulations may rely on the tran-
sition rule for documentation for all tax-
able years beginning before January 1,
2021 (rather than only for taxable years
beginning on or before March 4, 2019,
which was the limitation contained in
the proposed regulations).

1. Comments on and Revisions to
Proposed §1.250(a)-1 — Deduction for
Foreign-Derived Intangible Income and
Global Intangible Low-Taxed Income

Proposed §1.250(a)-1 provided general
rules to determine the amount of a taxpay-
er’s section 250 deduction and associated
definitions that apply for purposes of the
proposed regulations.

A. Pre-Act NOLs

Several Code sections, including sec-
tion 250, include limitations based on a
taxpayer’s taxable income or a percentage
of taxable income. The proposed regula-
tions provided an ordering rule for apply-
ing sections 163(j) and 172 in conjunction
with section 250 that provided that a tax-
payer’s taxable income for purposes of
applying the taxable income limitation of
section 250(a)(2) is determined after all
of the corporation’s other deductions are
taken into account, without distinguish-
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ing between pre-Act and post-Act net
operating losses (“NOLs”). See proposed
§1.250(a)-1(c)(4).

Several comments noted that the pro-
posed regulations did not explicitly ad-
dress the impact of pre-Act NOLs on the
deduction under section 250 and recom-
mended that pre-Act NOLs not be taken
into account for purposes of determining
the deduction limit under section 250(a)
(2). This would allow taxpayers to take a
deduction under section 250 for FDII in
lieu of utilizing available pre-Act NOLs.

Section 250(a)(2) limits the FDII de-
duction based on “taxable income,” which
is defined in section 63 to include gross
income minus deductions, including
NOL deductions under section 172. Sec-
tion 250(a)(2) contains no language that
would support ignoring pre-Act NOLs
for purposes of determining the amount
of taxable income for purposes of section
250(a)(2). Cf. section 965(n) (providing
an election to forgo usage of a portion of
pre-Act NOLs against a taxpayer’s inclu-
sion under section 965). Therefore, the
comment is not adopted.

B. Ordering rule

As discussed in the previous section,
the deduction under section 250 is subject
to a taxable income limitation under sec-
tion 250(a)(2). Proposed §1.250(a)-1(c)
(4) provided that the corporation’s taxable
income is determined with regard to all
items of income, deduction, or loss, except
for the deduction allowed under section
250. Example 2 in proposed §1.250(a)-
1(f)(2) applied the ordering rule with re-
spect to sections 163(j), 172, and 250.

Some comments recommended that the
regulations eliminate the ordering rule in
favor of an approach that used simultane-
ous equations to compute taxable income
for each Code provision that referred to
taxable income, whereas other comments
expressed concern with the complexity
of performing simultaneous equations.
One comment recommended that the reg-
ulations not consider section 163(j) and
172(b) carryforwards or carrybacks.

The Treasury Department and the
IRS have determined that further study
is required to determine the appropriate
rule for coordinating section 250(a)(2),
163(j), 172, and other Code provisions
(including, for example, sections 170(b)
(2), 246(b), 613A(d), and 1503(d)) that
limit the availability of deductions based,
directly or indirectly, upon a taxpayer’s
taxable income. Therefore, the final reg-
ulations remove Example 2 in proposed
§1.250(a)-1(f)(2) and reserve a paragraph
in §1.250(a)-1(c)(5)(ii) for coordinating
section 250(a)(2) with other provisions
calculated based on taxable income. The
Treasury Department and the IRS are con-
sidering a separate guidance project to
address the interaction of sections 163(j),
172, 250(a)(2), and other Code sections
that refer to taxable income; this guidance
may include an option to use simultane-
ous equations in lieu of an ordering rule.!
Comments are requested in this regard.

Before further guidance is issued re-
garding how allowed deductions are taken
into account in determining the taxable in-
come limitation in section 250(a)(2), tax-
payers may choose any reasonable meth-
od (which could include the ordering rule
described in the proposed regulations or
the use of simultaneous equations) if the
method is applied consistently for all tax-
able years beginning on or after January
1,2021.

C. Carryovers of excess FDII

Consistent with the statute, the pro-
posed regulations did not contain any
provision allowing the carryforward or
carryback of a tax year’s FDII deduc-
tion in excess of the taxpayer’s taxable
income limitation under section 250(b)
(2) and proposed §1.250(a)-1(b)(2). One
comment argued that a provision allowing
the carryforward or carryback should be
added because the taxable income limita-
tion frustrates the policy goal of the FDII
regime of reducing the tax incentive to
locate intellectual property outside the
United States. A different comment rec-
ommended that where the taxable income

limitation of the proposed regulations
applies to a given tax year, the final reg-
ulations should allow for the creation of a
FDII recapture account by which taxpay-
ers can carry forward previously unused
section 250 deductions to future tax years
when they have enough taxable income to
use these deductions. In contrast, anoth-
er comment recommended that, consis-
tent with the statute, the final regulations
should not allow for carrybacks or carry-
forwards in order to limit the potential for
abuse by taxpayers.

The section 250 deduction is an annual
calculation, and nothing in the statute or
legislative history contemplates the cre-
ation of carryforwards or carrybacks or
a recapture account. Cf. section 163(j)(2)
(providing for the carryforward of disal-
lowed business interest). As a result, the
final regulations do not adopt these rec-
ommendations.

D. Definition of GILTI

The final regulations under section 250
revise the definition of GILTI consistent
with the final regulations under section
951A (“section 951A final regulations”).
The term “GILTI” means, with respect to
a domestic corporation for a taxable year,
the corporation’s GILTT inclusion amount
under §1.951A-1(c) for the taxable year.
See §1.250(a)-1(c)(3).

IV. Comments on and Revisions to
Proposed §1.250(b)-1 — Computation of
Foreign-Derived Intangible Income

The proposed regulations provided
that a taxpayer’s FDII is the taxpayer’s
deemed intangible income (“DII””) multi-
plied by the corporation’s foreign-derived
ratio. See proposed §1.250(b)-1(b). A tax-
payer’s DII is the excess (if any) of the
corporation’s deduction eligible income
(“DET”) over its deemed tangible income
return (“DTIR”). See proposed §1.250(b)-
1(c)(3). A taxpayer’s DTIR is 10 percent
of the taxpayer’s qualified business as-
set investment (“QBAI”). See proposed
§1.250(b)-1(c)(4). The foreign-derived

! Any separate guidance would take into account the recent addition of section 172(a)(2)(B)(ii)(I) by the Coronavirus Aid, Relief, and Economic Security Act, Pub. L. No. 116-136, 134 Stat.
281 (2020). That provision provides in relevant part that, for taxable years beginning after December 31, 2020, the taxable income limitation for purposes of deducting net operating loss
carrybacks and carryovers is determined without regard to the deductions under sections 172, 199A, and 250.

Bulletin No. 2020-33

269

August 10, 2020



ratio is the taxpayer’s ratio of foreign-de-
rived deduction eligible income (“FD-
DETI”) to DEI. See proposed §1.250(b)-

1(c)(13).
A. Financial services income

Section 250(b)(3)(A)(1)(IIT) excludes
from DEI financial services income as
defined in section 904(d)(2)(D). One
comment requested a clarification that
income that falls outside of the definition
of section 904(d)(2)(D) should be eligible
for inclusion in DEI, such as leasing or
financing activities outside of the active
conduct of a banking, financing, or similar
business.

Section 250(b)(3)(A)(1)(IIT) excludes
only financial services income as defined
in section 904(d)(2)(D). Any leasing or
financing activities that are not described
in section 904(d)(2)(D) will not fall within
this exclusion. Therefore, no changes are
necessary.

Another comment suggested that the
proposed regulations do not provide
enough general guidance on non-active
financial services income from financial
instruments (such as derivatives and hedg-
es), and, in particular, how to character-
ize such income (or losses) as a FDDEI
transaction. Absent such guidance, the
comment asserts that taxpayers could take
inconsistent positions in characterizing a
derivative or hedge and characterizing the
underlying transaction as FDDEI transac-
tions. This comment recommended add-
ing a general rule that associates the in-
come, loss, and expenses of a derivative
or hedge with the underlying transaction.
Alternatively, the comment suggested that
the final regulations treat the derivative or
hedge transaction as a separate transaction
and test it for FDDEI under the rules re-
garding sales of intangible property.

Consistent with the proposed regula-
tions, the final regulations provide that, in
general, financial instruments are neither
general property nor intangible property,
and therefore their sales cannot give rise to
FDDEI. See §1.250(b)-3(b)(10) (exclud-
ing from the definition of general property
a security defined under section 475(c)(2))
and §1.250(b)-3(b)(11) (intangible prop-
erty has the meaning set forth in section

367(d)(4)). However, the final regulations
adopt the suggestion to provide a special
rule for hedges to associate the income or
loss from such hedges with the underlying
transaction. See §1.250(b)-4(f) and part
VILE of this Summary of Comments and
Explanation of Revisions section.

B. Definition of foreign branch income

Section 250(b)(3) excludes from DEI
foreign branch income as defined in sec-
tion 904(d)(2)(J), which provides that
foreign branch income is business prof-
its attributable to one or more qualified
business units. Proposed §1.250(b)-1(c)
(11) defined foreign branch income by
cross-reference to §1.904-4(f)(2), which
provides that gross income is attributable
to a foreign branch if the gross income is
reflected on the separate set of books and
records of the foreign branch. Proposed
§1.250(b)-1(c)(11), however, modified
this definition to also include any income
from the sale, directly or indirectly, of
any asset (other than stock) that produc-
es gross income attributable to a foreign
branch, including by reason of the sale of
a disregarded entity or partnership inter-
est.

Several comments requested that the
final regulations remove the modification
to the definition in proposed §1.904-4(f)
(2). Several comments noted that the defi-
nition, as proposed, would impermissibly
create a class of income that is neither DEI
nor foreign branch income for section 904
foreign tax credit purposes, and there-
fore, asserted that the definitions must be
aligned consistently. Another comment
argued that the proposed regulations un-
der section 904 already contain rules that
address the types of transactions that were
described in proposed §1.250(b)-1(c)(11).
Multiple comments also noted that section
250(b)(3)(A)(1)(VI) cross references to
section 904(d)(2)(J) without any modifi-
cation to that latter provision and argued
that modifying the definition in regula-
tions exceeded the Treasury Department
and IRS’s regulatory authority. One com-
ment argued that the expansion contra-
venes the Congressional purpose behind
FDII of encouraging the repatriation of in-
tangible property. Another comment noted

that if the definition with the modification
is applied retroactively, it could adversely
affect taxpayers that undertook transac-
tions to repatriate intellectual property be-
fore the proposed regulations were issued,
a problem that the comment asserted is ex-
acerbated by the differing effective dates
of the proposed foreign tax credit regula-
tions and the FDII proposed regulations.

If the final regulations were to retain
the expanded definition, one comment
requested that the definition also be used
for purposes of the foreign branch cate-
gory definition in §1.904-4(f). Another
comment requested that the final regula-
tions provide further clarification of the
treatment of the disregarded transactions,
particularly with respect to the disposi-
tion of a partnership interest, and provide
relevant examples of other types of trans-
actions that the expanded definition is in-
tended to capture. Moreover, the comment
requested that the definition of foreign
branch income should be modified such
that it would not include any adjustments
that would increase the gross income at-
tributable to the foreign branch as a result
of the transfer of intangible property from
the foreign branch to the foreign branch
owner.

The Treasury Department and the IRS
agree that there should be one consistent
definition of foreign branch income in
both §§1.250(b)-1(c)(11) and 1.904-4(f)
(2) to avoid the various results suggested
by comments. Accordingly, the final reg-
ulations define foreign branch income by
cross reference to §1.904-4(f)(2) and re-
move the modification to that definition in
the proposed regulations that would have
included as foreign branch income any in-
come from the sale, directly or indirectly,
of any asset (other than stock) that produc-
es gross income attributable to a foreign
branch, including by reason of the sale of
a disregarded entity or partnership inter-
est. See §1.250(b)-1(c)(11).2

C. Cost of goods sold allocation

The proposed regulations provided
that for purposes of determining the gross
income included in gross DEI and gross
FDDEI, cost of goods sold is attributed to
gross receipts with respect to gross DEI or

2Under §1.904-4(f)(2), a disposition of an interest in a disregarded entity could still result in foreign branch income. See §1.904-4(f)(4)(ii) Example 2.
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gross FDDEI under any reasonable meth-
od. See proposed §1.250(b)-1(d)(1). The
final regulations clarify that the method
chosen by the taxpayer must be consis-
tently applied.

For purposes of this rule, any cost of
goods sold associated with activities un-
dertaken in an earlier taxable year cannot
be segregated into component costs and
attributed disproportionately to amounts
excluded from gross FDDEI or to amounts
excluded from gross DEI, similar to the
rules in proposed §1.199-4(b)(2)(iii)(A).
The preamble to the proposed regulations
requested comments on whether there are
alternative approaches for dealing with
timing issues, and whether additional
rules should be provided for attributing
cost of goods sold in determining gross
DEI and gross FDDEL

One comment recommended that the
final regulations continue to allow cost
of goods sold to be allocated under any
reasonable method to provide flexibility
to different taxpayers. Another comment
agreed with the proposed regulations that
cost of goods sold should be allocated
between gross FDDEI and gross non-FD-
DEP regardless of whether any compo-
nent of the costs was associated with ac-
tivities undertaken in a prior tax year. That
comment, however, recommended that for
future periods taxpayers that recognized
revenue under section 451 for advance
payments should be permitted an election
to create an imputed cost of goods sold
deduction based upon the taxpayer’s gross
profit percentage for that particular prod-
uct or service. The comment argued this
election is needed because recognition of
an advance payment as income without
associated cost of goods sold might be re-
quired under section 451 based upon cer-
tain facts and circumstances and the elec-
tion would allow the taxpayer to avoid this
distortive impact.

Sections 451 and 461 provide the gen-
eral rules on the timing of income recog-
nition and taking a deduction into account,
respectively. Nothing in section 250 sug-
gests that Congress intended to change
the scope of generally applicable income
recognition rules. Therefore, the final reg-
ulations do not adopt the comment to per-

mit an election to create an imputed cost
of goods sold deduction in the context of
advance payments with respect to section
250.

D. Expense allocation
1. In General

In calculating DEI under section 250(b)
(3), a taxpayer must determine the deduc-
tions that are “properly allocable” to gross
DEI. Proposed §1.250(b)-1(d)(2)(i) fur-
ther provided that, for purposes of calcu-
lating FDDEI, a taxpayer must determine
the deductions that are “properly alloca-
ble” to gross FDDEI. Consistent with the
rules for determining the foreign tax credit
limitation under section 904 or qualified
production activities income under former
section 199, the proposed regulations pro-
vided that §§1.861-8 through 1.861-14T
and 1.861-17 apply for purposes of allo-
cating deductions to gross DEI and gross
FDDEI. Id. Several comments supported
using these general apportionment rules.

2. Research and Experimentation
Expenditures

Under §1.861-17(b), an exclusive ap-
portionment of research and experimenta-
tion (“R&E”) expenditures is made if ac-
tivities representing more than 50 percent
of the R&E expenditures were performed
in a particular geographic location, such
as the United States. After this initial ex-
clusive apportionment, the remainder of
the taxpayer’s R&E expenditures are ap-
portioned under either the sales or gross
income methods under §1.861-17(c) and
(d). Section 1.861-17(e) provides rules for
making a binding election to use either the
sales or gross income method.

a. Exclusive apportionment and direct
apportionment

The proposed regulations under sec-
tion 250 specified that the exclusive ap-
portionment rules in §1.861-17(b) did
not apply for purposes of apportioning
R&E expenses to gross DEI and gross
FDDEI. See proposed §1.250(b)-1(d)(2)

(1). Several comments requested that the
final regulations allow taxpayers to use
exclusive apportionment for purposes of
determining FDII. One comment noted
that the preamble to the proposed regula-
tions does not justify the proposed regu-
lations omitting the exclusive apportion-
ment method in the FDII context. Another
comment asserted that allowing exclusive
apportionment would mitigate a signifi-
cant disincentive for taxpayers to onshore
intangible property into the United States.
Other comments argued that allocating
R&E expenses to FDDEI may discourage
taxpayers from performing R&E activities
in the United States.

Several comments recommended al-
locating R&E expenditures based on an
optional books and records method that
could be used when there is a clear factual
relationship between the R&E expendi-
tures and a particular amount of income.
These comments noted that some tax-
payers are subject to regulatory oversight
with respect to their contract pricing and
costs, and therefore such taxpayers’ books
and records could be an accurate way of
showing the relationship between R&E
expenses and gross income.

Several comments also requested that
the final regulations adopt special rules
for expenses that are market-restricted or
market-required (for example, expenses
required only by the U.S. Food and Drug
Administration concerning the U.S. mar-
ket), including where the legally man-
dated rule in §1.861-17(a)(4) would not
apply. One comment noted that this rule
could apply in situations where U.S. law
limits the realization from certain research
activities to the market in which the re-
search is performed (such as export con-
trols) and therefore the R&E expenditures
would not be expected to generate gross
income outside the United States.

Several comments requested that if
none of these recommendations for al-
locating R&E expenses are adopted, the
final regulations should reserve on this
provision pending the broader ongoing
review of §1.861-17 by the Treasury De-
partment.

In light of the issuance of proposed
rules under §1.861-17 on December 17,

3The final regulations rename “gross non-FDDEI” as “gross RDEI” to clarify that the term includes only the residual of gross DEI that is not gross FDDEI, rather than all gross income
(including income that is not gross DEI) that is not gross FDDEIL. See §1.250(b)-1(c)(14).
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2019 (84 FR 69124) (the “2019 FTC pro-
posed regulations”), the final regulations
remove the provision stating that the ex-
clusive apportionment rules in §1.861-
17(b) do not apply for purposes of ap-
portioning R&E expenses to gross DEI
and gross FDDEI, and generally do not
provide special rules for applying §1.861-
17 for purposes of section 250. Proposed
§1.861-17 in the 2019 FTC proposed reg-
ulations provides that the exclusive appor-
tionment rule applies only to section 904
as the operative section, and also propos-
es eliminating the special rule for legal-
ly mandated R&E. As recommended by
comments to the proposed regulations un-
der section 250, the Treasury Department
and the IRS will consider the issues raised
regarding the application of exclusive ap-
portionment for purposes of section 250
as part of finalizing the 2019 FTC pro-
posed regulations.

b. Use of sales or gross income method

Several comments requested that the fi-
nal regulations include an election to allo-
cate R&E expenses under either the sales
or gross income method. Comments also
requested that taxpayers should be permit-
ted to make this election annually to give
taxpayers a longer period to assess the
various new regimes that rely on §1.861-
17 such as section 250, and pending the
finalization of the FDII regulations. An-
other comment suggested that the final
regulations should provide that the provi-
sions of §1.861-17(c)(3) (requiring sales
to third parties by controlled foreign affil-
iates to be included) should not apply as
it might artificially apportion more R&E
expense against FDDEI.

As described in the preamble to pro-
posed §1.861-17 in the 2019 FTC pro-
posed regulations, the Treasury Depart-
ment and the IRS are concerned that the
gross income method could in some cases
produce inappropriate results. See 84 FR
69124, 69129. As a result, the 2019 FTC
proposed regulations proposed to elimi-
nate the optional gross income method de-
scribed in §1.861-17(d) and require R&E
expenditures in excess of the amount ex-
clusively apportioned under §1.861-17(b)
to be apportioned based on gross receipts.
See proposed §1.861-17(d). Comments
addressing the applicability of the gross
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income method will be addressed as part
of finalizing the 2019 FTC proposed reg-
ulations.

Proposed §1.861-17(e)(3), published
December 7, 2018 (83 FR 63200), per-
mitted taxpayers a one-time exception to
what would otherwise be a five-year bind-
ing election period under §1.861-17(e)(1)
to use either the sales or the gross income
method, in light of the many changes to
the foreign tax credit rules made by the
Act. Under proposed §1.861-17(e)(3),
even if a taxpayer is subject to the bind-
ing election period, for the taxpayer’s first
taxable year beginning after December
31, 2017, the taxpayer may change its
apportionment method without obtaining
the Commissioner’s consent. Comments
to the proposed regulations under section
250 requested that this one-time excep-
tion be extended to at least a second tax
year beginning after December 31, 2017,
potentially at the election of the taxpay-
er, pending the Treasury Department’s
ongoing review of §1.861-17. The final
regulations under §1.861-17 issued on
December 17,2019, provide an additional
year for taxpayers to change their election
of the sales or gross income method. See
§1.861-17(e)(3).

3. Carryovers

Comments requested additional clari-
fication regarding whether taxpayers are
required to apportion expenses incurred
before the effective date of the proposed
regulations. Multiple comments specifi-
cally asked for a clarification that taxpay-
ers are not required to apportion NOLs
incurred before the effective date of the
proposed regulations or, in some cases,
before the effective date of the Act, rec-
ommending that a clarification could be
along the lines of §1.199-4(c)(2)(ii) (pro-
viding that a deduction under section 172
for a net operating loss is not allocated or
apportioned to domestic production gross
receipts or gross income attributable to
domestic production gross receipts).

The final regulations address this com-
ment by providing that the following
provisions (which limit certain deduc-
tions and provide for the carryover of the
amounts not currently allowed) do not
apply when allocating and apportioning
deductions to gross DEI or gross FDDEI
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of a taxpayer for a taxable year: sections
163(), 170(b)(2), 172, 246(b), and 250.
See §1.250(b)-1(d)(2)(ii). The Treasury
Department and the IRS considered a rule
that would require expenses incurred in
prior years, including in years before the
effective date of the proposed regulations,
to be allocated to gross DEI and gross
FDDEI, but determined that the benefit of
the theoretical precision of this approach
would be outweighed by the burden on
taxpayers and the IRS that would be as-
sociated with making retroactive deter-
minations. Further, the approach taken in
the final regulations is consistent with the
premise that the section 250 deduction is
calculated based on annual income and
expenses.

E. Foreign-derived ratio

The proposed regulations provided
rules for determining a taxpayer’s for-
eign-derived ratio, which is the ratio of
FDDEI to DEI. See proposed §1.250(b)-
1(c)(13). The preamble to the proposed
regulations observed that as a result of ex-
pense apportionment or attribution of cost
of goods sold to gross receipts, a taxpay-
er’s FDDEI could exceed its DEI, thereby
resulting in a foreign-derived ratio greater
than one. The preamble noted that this
result would be inconsistent with section
250(b)(4), which defines FDDEI as a sub-
set of DEI, as it would lead to having FDII
in excess of DII. Therefore, the proposed
regulations clarified that the foreign-de-
rived ratio cannot exceed one.

Several comments requested that the
final regulations allow the foreign-derived
ratio to exceed one. The comments assert-
ed that the foreign-derived ratio can in fact
exceed one under the statute where the
taxpayer has losses that cause its FDDEI
to exceed its DEI, and that there is no ev-
idence Congress intended to limit the for-
eign-derived ratio to no greater than one.
One of the comments asserted that FDDEI
and DEI are defined by the statute and that
the Treasury Department and the IRS do
not have the authority to define FDDEI
more narrowly than the statute does. An-
other comment argued that section 250(a)
(2) provides a separate taxable income
limitation that limits the FDII deduction
based on domestic losses. This comment
further asserted that the foreign-derived
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ratio rule of the proposed regulations re-
duces a taxpayer’s incentive for repatriat-
ing intangible property when the foreign
income from these intangibles cannot be
used to offset domestic losses for purposes
of applying section 250.

One comment further suggested that
the final regulations allow a taxpayer to
elect to determine its FDII deduction, in-
cluding the various elements of the deter-
mination such as DII, QBAI, and DTIR,
based on specific product lines or business
lines, as determined by the taxpayer. The
comment asserted that such an approach
would be analogous to other provisions
that calculate taxable income separately
for different subsets of income such as
former section 199, the foreign tax credit
limitation under section 904(d), separate
limitation loss recapture rules in sections
904(f) and (g), and §§1.994-1(c) and
1.994-2(b). The comment argued that such
an approach to determining FDII is more
consistent with the policy goal of reduc-
ing the tax incentive to locate intellectual
property outside the United States, which
the comment asserted would be frustrat-
ed if domestic losses reduce FDII-eligible
income.

The Treasury Department and the IRS
do not agree that limiting the foreign-de-
rived ratio to no greater than one is incon-
sistent with the plain meaning of section
250. Specifically, the approach recom-
mended by the comments would be in-
consistent with the statutory language of
section 250(b)(4), which defines FDDEI
as a subset of DEI, that is, “any deduction
eligible income of such taxpayer which is
derived in connection with” certain trans-
actions. Allowing the foreign-derived ra-
tio to exceed one could also lead to anom-
alous results. For example, a cliff effect
would arise whereby a taxpayer with sig-
nificant FDDEI but only $1 of DEI would
have a significant FDII deduction, where-
as if it has $0 or less of DEI, then no FDII
deduction would be allowed. This would
also create further anomalous results and
incentives with respect to section 163(j),
which is determined taking into account
the section 250 deduction.

In addition, nothing in section 250 pro-
vides for FDII to be calculated based on
specific product lines or business lines,
which would entail significant complexity
for taxpayers and administrative burdens
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for the IRS. Instead, the statute is clear
that the FDII deduction is calculated as
an aggregate of all FDDEI transactions.
Therefore, the final regulations do not
adopt this comment.

F. Partnership reporting requirements

The proposed regulations required
partnership information reporting in order
to administer section 250. See proposed
§§1.250(b)-1(e)(2) and 1.6038-3(g)(4).
One comment asserted that the partner-
ship information reporting requirements
of proposed §1.250(b)-1(e)(2) impose
unnecessary administrative burdens on a
partnership that reasonably believes it has
no (direct or indirect) domestic corporate
partners, even after the partnership has
performed reasonable due diligence as
to the identity of its partners and reason-
ably relied on information provided by the
partners. The comment requested that the
Treasury Department and IRS consider
some form of relief from this reporting;
the comment expressed the view that
this limited reporting requirement would
not prejudice the government’s interest
because the use of partnership items can
only reduce the partner’s tax liability. The
comment further requested the addition of
a reasonable cause exception (consistent
with the penalty defenses available for the
Form 8865 penalties).

The final regulations do not include a
more limited reporting requirement be-
cause the Treasury Department and IRS
are concerned that this might undermine
accurate reporting at the partner level. In
addition, the Treasury Department and
IRS disagree with the comment’s obser-
vation that reporting by the partnership of
items under section 250 could only reduce
a partner’s tax liability—for example, a
domestic corporate partner might reduce
its tax liability by failing to include part-
nership QBAI As to the comment’s re-
quest for a reasonable cause exception,
generally applicable penalty exceptions
already apply to the extent information
relevant to FDII is not reported on the
applicable form. See section 6698(a) for
filing Form 1065, section 6038(c)(4)(B)
for filing Form 8865, and section 6724(a)
for filing Schedule K-1 (Form 1065). For
example, under §301.6724-1(a)(2)(ii)
and (c)(6), a partnership may establish
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reasonable cause because a payee failed
to provide information necessary for the
partnership to comply (or because of in-
correct information provided by the payee
or any other person that the partnership
relied on in good faith). However, the fi-
nal regulations clarify the reporting rules
for tiered-partnership situations as well as
provide guidance on certain computation-
al aspects. See §1.250(b)-1(e)(2). Similar
additions are made to the reporting rules
with respect to controlled foreign partner-
ships. See §1.6038-3(g)(3).

V. Comments on and Revisions to
Proposed §1.250(b)-2 — Qualified
Business Asset Investment

A. In general

The proposed regulations provided
general rules for determining the QBAI of
a taxpayer for purposes of determining its
DTIR, including defining QBAI, tangible
property, and specified tangible property;
rules regarding dual-use property; rules
for determining adjusted basis; rules re-
garding short tax years; rules regarding
property owned through a partnership;
and an anti-avoidance rule. See proposed
§1.250(b)-2. Section 250(b)(2)(B) pro-
vides that QBAI, for purposes of section
250, is defined under section 951A(d),
and is determined by substituting “deduc-
tion eligible income” for “tested income”
and without regard to whether the cor-
poration is a controlled foreign corpora-
tion (“CFC”). While the rules provided
in §1.951A-3 for determining QBAI of a
CFC for purposes of section 951 A do not
apply in determining QBAI for purposes
of computing the deduction of a taxpayer
under section 250 for its FDII, the pro-
posed regulations under section 250 pro-
vided a similar, but not identical, determi-
nation of QBALI for purposes of FDII.

The section 951A final regulations
made certain revisions and clarifications
to the proposed regulations under that
section (“section 951A proposed regula-
tions”). See §1.951A-3. The preamble to
the section 951A final regulations noted
that, except as indicated with respect to
the election to use a depreciation method
other than the alternative depreciation sys-
tem (“ADS”) for determining the adjust-
ed basis in specified tangible property for
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assets placed in service before the enact-
ment of section 951A (see part V.B of this
Summary of Comments and Explanation
of Revisions section), modifications sim-
ilar to the revisions to proposed §1.951A-
3 will be made to proposed §1.250(b)-2.
These modifications generally clarify the
QBAI computation with respect to du-
al-use property (§1.250(b)-2(d)) and part-
nerships (§1.250(b)-2(g)). Accordingly,
the final regulations make conforming
changes to QBAI for purposes of FDII
similar to the changes made to proposed
§1.951A-3 in the section 951A final regu-
lations. See §1.250(b)-(2).

B. Determination of basis under ADS

The proposed regulations provided
that, for purposes of determining QBAI,
the adjusted basis in specified tangible
property is determined by using ADS un-
der section 168(g), and by allocating the
depreciation deduction with respect to
such property for the taxpayer’s taxable
year ratably to each day during the period
in the taxable year to which such depreci-
ation relates. See section 951A(d)(3)* and
proposed §1.250(b)-2(e)(1). ADS applies
to determine the adjusted basis in property
for purposes of determining QBAI regard-
less of whether the property was placed
in service before the enactment of section
250 or section 951A, or whether the basis
in the property is determined under anoth-
er depreciation method for other purposes
of the Code. See section 951A(d)(3) and
proposed §1.250(b)-2(e).

A comment recommended that the fi-
nal regulations for FDII should permit
taxpayers the opportunity to follow U.S.
GAAP for purposes of determining QBAI
where the difference between U.S. GAAP
and ADS is immaterial. The final regula-
tions do not adopt this recommendation.
Section 951A(d)(3) (and, by reference,
section 250(b)(2)(B)) is clear that the ad-
justed basis in specified tangible property
is determined using ADS under section
168(g). In addition, permitting taxpay-
ers to elect to follow U.S. GAAP in the
context of FDII will impose significant
administrative burdens on the IRS to de-

termine what would be immaterial and ac-
count for different depreciation methods
to compute QBAL

C. OBAI anti-avoidance rule

In order to prevent artificial decreases
to the DTIR amount, the proposed regu-
lations disregarded certain transfers of
specified tangible property by a domestic
corporation to a related party where the
corporation continues to use the property
in production of gross DEI. In particular,
proposed §1.250(b)-2(h)(1) disregarded a
transfer of specified tangible property by
the taxpayer to a related party if, within a
two-year period beginning one year before
the transfer, the taxpayer leases the same
or substantially similar property from a
related party and such transfer and lease
occur with a principal purpose of reducing
the taxpayer’s DTIR. In addition, a trans-
fer or leaseback transaction was treated as
per se undertaken for a principal purpose
of reducing the transferor’s DTIR if the
transfer and leaseback each occur within a
six-month span. See proposed §1.250(b)-
2(h)(3). Comments recommended that
the final regulations contain a transition
period for the QBAI anti-avoidance rule
in proposed §1.250(b)-2(h)(3) for trans-
actions entered into before the date that
the proposed regulations were issued. The
final regulations adopt this comment. See
§1.250(b)-2(h)(5).

Another comment recommended that a
taxpayer be able to rebut the presumption
that a transfer or leaseback transaction was
undertaken for a principal purpose of re-
ducing the transferor’s DTIR if the trans-
fer and leaseback each occurred within a
six-month span. The final regulations do
not adopt this recommendation because a
transfer and lease of the same or similar
property that occurs between related par-
ties within six months does not materially
change the economic risk of the parties
and is unlikely to be motivated by non-tax
reasons. In addition, permitting taxpay-
ers to rebut the presumption that such a
transaction was undertaken for a principal
purpose of reducing the transferor’s DTIR
creates significant administrative burdens.

VI1. Comments on and Revisions to
Proposed §1.250(b)-3 — FDDEI
Transactions

The proposed regulations provided that
FDDETI is the excess of gross FDDEI over
deductions properly allocable to gross
FDDEI. See proposed §1.250(b)-1(c)
(12). The proposed regulations defined
gross FDDEI as the portion of a corpora-
tion’s gross DEI that is derived from all
of its “FDDEI sales” and “FDDEI ser-
vices.” See proposed §1.250(b)-1(c)(15).
The proposed regulations defined “sale”
to include a lease, license, exchange, or
other disposition of property, including a
transfer of property resulting in gain or an
income inclusion under section 367. See
proposed §1.250(b)-3(b)(7).

A. Definition of “general property”
1. Treatment of Commodities

For purposes of determining what is
a FDDEI sale (and relatedly, whether a
sale is for a foreign use), the proposed
regulations distinguished between “gen-
eral property” and certain other types of
property. The proposed regulations ex-
cluded any commodity (as defined in sec-
tion 475(e)(2)(B) through (D)) from the
definition of general property. See pro-
posed §1.250(b)-3(b)(3). The proposed
regulations did not exclude from the defi-
nition of general property a commodity
described in section 475(e)(2)(A), and
therefore, the sale of such a commodity
may qualify as a FDDEI sale. A comment
raised a concern that the sale of a phys-
ical commodity effected through certain
derivative contracts (described in section
475(e)(2)(B) through (D)) might not be
treated as a sale of general property under
the proposed regulations. The comment
recommended clarifying that the sale of
a physical commodity in satisfaction of a
forward contract is not excluded from the
definition of general property.

The Treasury Department and the IRS
generally agree that a sale of a commodi-
ty such as an agricultural commodity or a
natural resource should be a sale of gener-

4 As enacted, section 951A(d) contains two paragraphs designated as paragraph (3). The section 951A(d)(3) discussed in this part V.B of the Summary of Comments and Explanation of
Revisions section relates to the determination of the adjusted basis in property for purposes of calculating QBAL
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al property whether it is sold pursuant to
a spot contract or sold pursuant to a for-
ward or option contract, other than a sec-
tion 1256 contract or similar contract that
is traded and cleared like a section 1256
contract. The sale of such a commodity
through a futures or option contract that is
a section 1256 contract or similar contract
is not treated as a sale of general proper-
ty because the interposition of a clearing
organization as the counterparty to such
contracts severs the connection between
the original selling and buying parties to
the contract such that no meaningful de-
termination can be made whether the sale
through such a contract is for a foreign
use. The definition of “general property”
in §1.250(b)-3(b)(10) is modified accord-
ingly. The final regulations also clarify
that financial instruments or similar assets
traded through futures or similar contracts
do not qualify as general property.

The Treasury Department and the IRS
are concerned, however, that a taxpayer
could manipulate its FDDEI by selective-
ly physically settling only its commodities
forward or option contracts in which it has
a gain. To prevent this manipulation, the
final regulations provide that the sale of a
commodity pursuant to a forward or op-
tion contract is treated as a sale of general
property only to the extent that a taxpayer
physically settled the contract pursuant to
a consistent practice adopted for business
purposes of determining whether to cash
or physically settle such contracts under
similar circumstances. See §1.250(b)-3(b)
(10).

The proposed regulations further pro-
vided that a sale of a security (as defined
in section 475(c)(2)) or a commodity (as
defined in section 475(e)(2)(B) through
(D)) is not a FDDEI sale. See proposed
§1.250(b)-4(f). This rule is no longer nec-
essary because the final regulations ex-
clude such property from the definition of
general property.

2. Treatment of Interests in Partnerships
The proposed regulations did not ad-

dress the conditions under which the sale
of a partnership interest that is not de-

scribed in section 475(c)(2) will satisfy
the foreign use requirement. One com-
ment suggested that when a taxpayer sells
a partnership interest, a look-through ap-
proach should apply such that the sale of
a partnership interest would be considered
a sale of the partner’s proportionate share
in the partnership’s assets. As such, the
sale of the partnership interest could be
considered a sale of general property and
would qualify as a FDDEI sale so long
as the other relevant requirements of the
regulations were met. The same comment
noted an alternative approach that would
preclude looking through to the underly-
ing assets and instead would require the
foreign purchaser to determine if the ac-
quisition of the partnership interest is for
a foreign use.

The Treasury Department and the IRS
have determined that, like an interest in a
corporation (which is a security under sec-
tion 475(c)(2)(A) and therefore not gen-
eral property under §1.250(b)-3(b)(10)),
interests in a partnership are not the type
of property that can be subject to “any
use, consumption, or disposition” outside
the United States. Furthermore, a look-
through approach would be inconsistent
with the fact that title to the partnership’s
property does not change upon the sale of
an interest in a partnership and also would
be difficult to administer given that the
underlying property that would be tested
for foreign use is not actually being trans-
ferred. Accordingly, the final regulations
provide that an interest in a partnership, as
well as an interest in a trust or estate, is not
general property. See §1.250(b)-3(b)(10).

3. Exclusion of Intangible Property

Under the proposed regulations, the
rules applicable to the determination of
whether a sale of property is for a for-
eign use depends on whether the property
sold is “general property” or “intangible
property.” See proposed §1.250(b)-4(d)
and (e). The proposed regulations defined
general property as property other than
intangible property, a security (as defined
in section 475(c)(2)), or a commodity (as
defined in section 475(e)(2)(B) through

3See proposed §1.861-18(a) (84 FR 40317) (adding section 250 to the list of provisions to which §1.861-18 applies).
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(D)). See proposed §1.250(b)-3(b)(3).
The proposed regulations defined intan-
gible property by cross-reference to sec-
tion 367(d)(4). See proposed §1.250(b)-
3(b)(4).

Two examples in the proposed regula-
tions suggested that a limited use license
of a copyrighted article is analyzed under
the rules for sales of intangible property.
See proposed §1.250(b)-4(e)(4)(ii)(D) and
(E) (Example 4 and 5). One comment rec-
ommended that if the distinction between
sales of tangible and intangible property
is maintained, then the final regulations
should provide that software transactions
involving the sale or lease of copyrighted
articles are governed by the general prop-
erty rules and not the intangible property
rules.

The final regulations make several
changes in response to this comment. Con-
sistent with the request in the comment,
the definition of “intangible property” for
purposes of section 250 is clarified to not
include a copyrighted article as defined in
§1.861-18(c)(3). See §1.250(b)-3(b)(11).
However, the rules for determining for-
eign use that apply to general property are
not suitable for sales of digital content, in-
cluding copyrighted articles, that are trans-
ferred electronically, because those rules
focus on the physical transfer of property
to end users. Therefore, the final regula-
tions provide an additional rule for sales
of general property that primarily contain
digital content. See §1.250(b)-4(d)(1)(ii)
(D). Under the final regulations, “digital
content” is defined as a computer program
or any other content in digital format. See
§1.250(b)-3(b)(1). The determination of
how a transfer of a copyrighted article is
characterized (for example, as a sale or a
service) for purposes of applying the final
regulations is based on general U.S. tax
principles, taking into account the regula-
tions issued under section 861.°

Notwithstanding the final regulations’
treatment of sales of copyrighted articles
for purposes of determining foreign use,
no inference is intended with respect to
the treatment of sales of copyrighted ar-
ticles under other sections of the Code.
For example, the fact that a sale of a copy-
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righted article (or other property) is treat-
ed as a FDDEI sale does not necessarily
mean that the income from the sale is for-
eign source under section 861.

B. Foreign military sales and services

The proposed regulations provided that
for purposes of section 250 a sale of prop-
erty or a provision of service to the U.S.
government that is governed by the Arms
Export Control Act of 1976, as amended
(22 U.S.C. 2751 et. seq.), is treated as a
sale of property or provision of a service
to a foreign government, and therefore
may qualify as a FDDEI transaction if
the other requirements under proposed
§§1.250(b)-3 through 1.250(b)-6 are sat-
isfied. See proposed §1.250(b)-3(c). The
proposed regulations requested comments
on identifying readily available documen-
tation sufficient to demonstrate that a par-
ticular sale or service was made pursuant
to the Arms Export Control Act.

Several comments requested removal
of the requirement in proposed §1.250(b)-
3(c) that the resale or on-service to a for-
eign government or agency or instrumen-
tality thereof must be “on commercial
terms.” The comments asserted that this
requirement was ambiguous and observed
that the taxpayer would not necessarily
have access to the contract between the
U.S. government and the foreign counter-
party and therefore could not necessarily
evaluate the commerciality of such con-
tract. The comments also objected to the
requirement that the contract between the
taxpayer and the U.S. government specifi-
cally refer to the resale or on-service to the
foreign government, stating that the con-
tract may not always specify this informa-
tion but that the resale or on-service could
be evidenced by the taxpayer’s generally
available records.

In response to the preamble’s request
for comments on suitable documentation
to demonstrate that a foreign military sale
qualifies under this special rule, several
comments noted that no one particular
document will suffice to demonstrate that
a given sale or service qualifies. Neverthe-
less, comments stated that ordinary course
documentation should suffice to show that
the sale or service qualifies. If the final
regulations were to retain a list of partic-
ular documents required to demonstrate
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that a particular sale or service was made
pursuant to the Arms Export Control Act,
the comments suggested various types of
documents that might be available but
also stated that any list of these documents
should be non-exclusive since any one
document may not exist for a particular
sale or service, and, in any event, the De-
partment of Defense and the State Depart-
ment modify their forms frequently. One
comment asked for transitional relief for
any pre-existing contracts, if the final reg-
ulations were to provide an exclusive list
of required documentation. Another com-
ment requested a presumption of foreign
use in the context of foreign military sales
based on the high likelihood that defense
articles would satisfy foreign use — sales
made pursuant to the Arms Export Control
Act are limited to foreign strategic part-
ners who intend to use articles in a certain
manner, such as, self-defense and internal
security — and the low likelihood that a
foreign person could use a defense article
within the United States.

In general, the final regulations adopt
the comments. Section 1.250(b)-3(c) does
not include a requirement that the foreign
military sale or service be “on commer-
cial terms” or that the contract specifi-
cally refer to the resale or on-service to
the foreign government. Instead, if a sale
of property or a provision of a service is
made pursuant to the Arms Export Con-
trol Act, then the sale of property or pro-
vision of a service is treated as a FDDEI
sale or FDDEI service without needing to
apply the general rules in §1.250(b)-4 or
§1.250(b)-5. See §1.250(b)-3(c). The final
regulations also do not require any par-
ticular documentation to substantiate that
a transaction qualifies under the rule in
§1.250(b)-3(c). Taxpayers will continue to
be required to substantiate under section
6001 that any foreign military sale or ser-
vice qualifies for a section 250 deduction.

C. Reliability of documentation and
reason to know standard

The proposed regulations provided
that to establish that a recipient is a for-
eign person, property is for a foreign
use, or a recipient of a general service
is located outside the United States, the
taxpayer must obtain specific types of
documentation described in proposed
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§§1.250(b)-4(c)(2), (d)(3), and (e)(3) and
1.250(b)-5(d)(3) and (e)(3). The proposed
regulations also provided that the seller or
renderer must not know or have reason to
know that the documentation is incorrect
or unreliable. Proposed §1.250(b)-3(d)(1).
One comment requested that the final reg-
ulations provide more guidance and rele-
vant examples regarding the scope of this
rule, in particular what knowledge should
be imputed across a large organization and
how the standard should apply when rel-
evant information is legally protected by
data privacy laws.

As described in part II of this Sum-
mary of Comments and Explanation of
Revisions section, the final regulations
replace the documentation requirements
with substantiation rules that are more
flexible with respect to the types of cor-
roborating evidence that may be used. The
knowledge or reason to know standard is
retained in §§1.250(b)-3(f)(3) (treatment
of certain loss transactions), 1.250(b)-
4(c)(1) (foreign person requirement), (d)
(1)(1i1)(C) (general property incorporated
into a product as a component) and (d)
(2)(11)(C)(2) (sale of intangible property
consisting of a manufacturing method
or process to a foreign unrelated party),
and 1.250(b)-5(d)(1) (general services
provided to consumers). In response to
comments, the final regulations provide
additional detail regarding the applica-
tion of the reason to know standard in
these sections. The final regulations gen-
erally provide that a taxpayer has reason
to know that a transaction fails to satisfy
a substantive requirement if the informa-
tion that the taxpayer receives as part of
the sales process contains information
that indicates that the substantive re-
quirement is not met and, after making
reasonable efforts, the taxpayer cannot
establish that the substantive requirement
is met. See §§1.250(b)-3(f)(3), 1.250(b)-
4()(1), (@(DC) and (d(2)i)(C)
(2), and §1.250(b)-5(d)(1).

D. Sales or services to a partnership

For purposes of determining a taxpay-
er’s FDII attributable to sales of property
or services to a partnership, the proposed
regulations adopted an entity approach
to partnerships. See proposed §1.250(b)-
3(g)(1). One comment suggested that if a
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seller of a good has a greater than 10 per-
cent ownership interest in the recipient
domestic partnership, the final regula-
tions should also permit aggregate treat-
ment of the partnership for this limited
purpose. The comment observed that the
proposed regulations do not permit sales
to a domestic partnership to qualify as a
FDDEI sale because a domestic partner-
ship is not a foreign person under pro-
posed §1.250(b)-3(b)(2). According to
the comment, in certain industries, cus-
tomers request “teaming arrangements”
that require bidders to form a single do-
mestic bidding entity that will govern the
relationship between the members of the
team, but most of the work is performed
by the partners, under subcontract from
the partnership. The comment recom-
mended that the practice of joint bidding
should not disqualify the activity for
FDII purposes.

With respect to a taxpayer’s sales of
property to a partnership, one comment
suggested that the final regulations con-
sider alternatives to a pure entity ap-
proach. The comment outlined two oth-
er approaches to determine if a sale to
a partnership qualifies as a FDDEI sale
based on whether the partnership is pre-
dominantly engaged in foreign business
or a pure aggregate approach to treat the
partnership as a foreign person to the
extent of its ownership by direct or in-
direct foreign partners. With respect to a
partnership engaged in multiple lines of
business, each business could be viewed
as a separate person for FDII purposes.
While the comment did not support an
aggregate approach or advocate a specif-
ic approach, the comment noted that the
Treasury Department and the IRS should
balance legislative intent, administrative
burden, and precision.

The final regulations do not adopt these
comments. The statute is clear that in the
case of sales of property, the sale must be
to a person that is not a United States per-
son, and a domestic partnership is a United
States person. See part VIL.B of this Sum-
mary of Comments and Explanation of
Revisions section. In addition, requiring
taxpayers to trace the ownership, poten-
tially through multiple tiers, of third-party
partnership recipients presents significant
administrative hurdles. If, alternatively,
this regime were elective, it would create
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the potential for abuse or uneven results
for similarly situated taxpayers.

E. Treatment of certain loss transactions

The proposed regulations provided
that if a seller or renderer knows or has
reason to know that property is sold to a
foreign person for a foreign use or a gen-
eral service is provided to a person located
outside the United States, but the seller or
renderer does not satisfy the documenta-
tion requirements applicable to such sale
or service, the sale of property or provi-
sion of a service is nonetheless deemed a
FDDEI transaction if treating the sale or
service as a FDDEI transaction would re-
duce a taxpayer’s FDDEI. See proposed
§1.250(b)-3(f). One comment requested
a clarification that taking the FDII deduc-
tion should be considered an elective ac-
tion and that this rule does not impact such
an election.

As described in part IT of this Summa-
ry of Comments and Explanation of Re-
visions section, in response to comments,
the final regulations adopt a more flexible
approach to the FDII-specific documen-
tation rules and instead provide specific
substantiation requirements for certain
elements of the regulations. Accordingly,
the rule with respect to loss transactions is
revised so that it only applies to transac-
tions for which there is a specific substan-
tiation requirement. See §1.250(b)-3()(3)
(i). However, the fact that §1.250(b)-3(f)
(3) has been narrowed in the final regu-
lations does not mean that the allowed
FDII deduction can be determined on a
transaction-by-transaction basis. As pro-
vided in the final regulations, FDII is de-
termined on a single aggregate basis, not
on a transaction-by-transaction basis. See
§1.250(b)-1.

The final regulations also clarify that
for purposes of the loss transaction rule,
whether a taxpayer has reason to know
that a sale of property is to a foreign person
for a foreign use, or that a general service
is provided to a business recipient located
outside the United States, depends on the
information received as part of the sales
process. If the information received as
part of the sales process contains informa-
tion that indicates that a sale is to a foreign
person for a foreign use or that a general
service is to a business recipient located

277

outside the United States, the requisite
reason to know is present unless the tax-
payer can prove otherwise. See §1.250(b)-
3(H)(3)(ii). With respect to sales, the final
regulations provide a non-exhaustive list
of information that indicates that a recip-
ient is a foreign person or that the sale is
for a foreign use, such as a foreign address
or phone number. While not all sales to a
foreign person are for a foreign use (nor
are all sales for a foreign use made to for-
eign persons), the final regulations use
the same indicia for both requirements
because a foreign person is more like-
ly to make a purchase for a foreign use
compared to a U.S. person. With respect
to general services, information that indi-
cates that a recipient is a business recip-
ient include indicia of a business status,
such as “LLC” or “Company,” or similar
indicia under applicable law, in its name.
Information that indicates that a business
recipient is located outside the United
States includes, but is not limited to, a for-
eign phone number, billing address, and
evidence that the business was formed
or is managed outside the United States.
These rules can also apply in the case of
sales made by related parties where the
foreign related party is treated as the seller
and the unrelated party transaction is be-
ing analyzed. See §1.250(b)-6(c)(2).

The final regulations do not include a
rule specifying that a taxpayer may choose
not to claim a FDII deduction. Whether
an allowable deduction must be claimed
is governed by general tax principles and
rules on whether such deduction can be
elective is beyond the scope of these reg-
ulations.

F. Predominant character rule

The proposed regulations provided
that if a transaction includes both a sale
component and a service component,
the transaction is classified according to
the overall predominant character of the
transaction for purposes of determining
whether the transaction is subject to the
FDDEI sales rules of proposed §1.250(b)-
4 or the FDDEI services rules of proposed
§1.250(b)-5. See proposed §1.250(b)-3(e).
A comment expressed support for the pre-
dominant character rule for transactions
that contain both sale and service compo-
nents in general but also suggested that the
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final regulations allow taxpayers to elect
to follow U.S. GAAP accounting, which
may in certain circumstances require the
disaggregation of the sale and service
components of a single transaction.

For purposes of simplicity and to
avoid the need for complex apportion-
ment rules, §1.250(b)-3(d) provides a
rule to determine the predominant char-
acter of the transaction when a transac-
tion has multiple elements, such as a sale
of general property and a service or sale
of general property and sale of intangi-
ble property. The Treasury Department
and the IRS have determined that an
elective rule that allows for disaggrega-
tion would create significant complexity
for taxpayers and be difficult for the IRS
to administer, and could lead to whip-
saw for the IRS as taxpayers elect to
disaggregate when it increases the FDII
deduction but not otherwise. According-
ly, the final regulations do not adopt the
comment to include an election to fol-
low U.S. GAAP to disaggregate a single
transaction.

VII. Comments on and Revisions to
Proposed §1.250(b)-4 — FDDEI Sales

Section 250(b)(4)(A) provides that FD-
DEI includes income from property the
taxpayer sells to any person who is not a
U.S. person and that the taxpayer estab-
lishes to the satisfaction of the Secretary
is for a foreign use. Accordingly, the pro-
posed regulations defined a FDDEI sale as
a sale of property to a foreign person for a
foreign use. See proposed §1.250(b)-4(b).

A. End user requirement

The proposed regulations provided that
a sale of intangible property is for a for-
eign use to the extent the intangible prop-
erty generates revenue from exploitation
outside the United States, which is gener-
ally determined based on the location of
end users purchasing products for which
the intangible property was used in devel-
opment, manufacture, sale, or distribution.
See proposed §1.250(b)-4(e)(2)(i).

Several comments requested that the fi-
nal regulations clarify the definition of an
“end user.” One comment recommended
that an “end user” be defined as any con-
sumer or business recipient that purchases
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a finished good for its own use or con-
sumption (not for resale or further man-
ufacture, assembly, or other processing).
Another recommended that the finished
good manufacturer or original equipment
manufacturer, rather than the ultimate cus-
tomer of the manufacturer, be treated as
the end user.

The final regulations generally adopt
the comment that the end user should be
the consumer that purchases the property
for its own consumption. See §1.250(b)-
3(b)(2). Further, as discussed in part
VIL.C.1 of this Summary of Comments
and Explanation of Revisions section, the
concept of an end user is also incorporat-
ed into the rules for determining whether
a sale of general property, in addition to
intangible property, is for a foreign use.
See §1.250-4(d). In this way, to the extent
possible, the final regulations harmonize
the rules for sales of general property and
intangible property.

Section 1.250(b)-3(b)(2) defines the
“end user” as the person that ultimately
uses the property, and that a person who
acquires property for resale or otherwise
as an intermediary is not an end user. The
definition of end user is modified for in-
tangible property used in connection with
the sale of general property, provision of
services, sale of a manufacturing method
or process intangible property, and for
research and development as provided in
§1.250(b)-4(d)(2)(ii).

The final regulations do not adopt the
comments that in all cases a finished goods
manufacturer may be an end user. How-
ever, as described in part VII.C.7 of this
Summary of Comments and Explanation
of Revisions section, the final regulations
continue to provide that sales of general
property for manufacturing, assembly, or
other processing outside the United States
are sales for a foreign use. See §1.250(b)-
4(d)(1)(iii). In addition, as described in
part VIL.D.4 of this Summary of Com-
ments and Explanation of Revisions sec-
tion, an unrelated manufacturer (such as
an original equipment manufacturer) that
uses intangible property that consists of
a manufacturing method or process, as
provided in §1.250(b)-4(d)(2)(ii)(C), is
treated as the end user if it has purchased
(or licensed) the manufacturing method or
process intangible property from an unre-
lated party.
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B. Foreign person

The proposed regulations provided that
a recipient is treated as a foreign person
only if the seller obtains documentation
of the recipient’s foreign status and does
not know or have reason to know that the
recipient is not a foreign person. See pro-
posed §1.250(b)-4(c)(1). The proposed
regulations provided several types of per-
missible documentation for this purpose,
such as a written statement by the recip-
ient indicating that the recipient is a for-
eign person. See proposed §1.250(b)-4(c)
).

As explained in part II of this Summa-
ry of Comments and Explanation of Re-
visions section, in response to comments,
the final regulations remove the specific
documentation requirements with respect
to certain requirements, including the for-
eign person requirement, and further iden-
tify the substantive standards by which
taxpayers must meet the requirements of
the FDII regime. To address situations
in which taxpayers may not be able to
determine whether the recipient is a for-
eign person within the meaning of section
7701(a)(1), the final regulations provide
that the sale of property is presumed made
to a recipient that is a foreign person if
the sale is as described in one of four cat-
egories: (1) foreign retail sales; (2) sales
of general property that are delivered to
an address outside the United States; (3)
in the case of general property that is not
sold in a foreign retail sale or delivered
overseas, the billing address of the recip-
ient is outside the United States; or (4) in
the case of sales of intangible property, the
billing address of the recipient is outside
the United States. See §1.250(b)-4(c)(2)
(1) through (iv). The presumption does not
apply if the seller knows or has reason to
know that the sale is to a recipient other
than a foreign person. See §1.250(b)-4(c)
(1). The final regulations also specify that
a seller has reason to know that a sale is
to a recipient other than a foreign person
if the information received as part of the
sales process contains information that in-
dicates that the recipient is not a foreign
person and the seller fails to obtain evi-
dence establishing that the recipient is in
fact a foreign person. See §1.250(b)-4(c)
(1). Information that indicates that a recip-
ient is not a foreign person includes, but is
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not limited to, a United States phone num-
ber, billing address, shipping address, or
place of residence; and, with respect to an
entity, evidence that the entity is incorpo-
rated, formed, or managed in the United
States. Id.

One comment requested that the final
regulations include exceptions similar to
the foreign military sales rule in the pro-
posed regulations for other sales or licens-
es of property through an intermediate do-
mestic person. The comment asserted that,
for various business reasons including his-
toric relationships with unrelated parties
and efficiencies from entering into global
deals to sell property to unrelated parties,
certain U.S. manufacturers sell products
to another U.S. entity, even though that
intermediary never actually takes posses-
sion, and the product is immediately re-
sold to a foreign person and used outside
the United States. In the licensing context,
a U.S. taxpayer may enter a global licens-
ing deal with another U.S. entity whereby
this intermediary is granted the authority
to sub-license the intangible property to
its foreign affiliates. While in both cases
the transactions could potentially be re-
structured so that the taxpayer enters into
the transactions with a foreign person that
is related to the U.S. intermediary, the
comment suggested that unrelated coun-
terparties could demand compensation
for any restructuring. The comment also
noted that the title to section 250(b)(5)(B)
references rules for “[p]roperty or services
provided to domestic intermediaries,”
suggesting that Congress contemplated
situations where sales to a U.S. intermedi-
ary could be treated as a sale to a non-U.S.
person, although the rule itself does not
reference domestic intermediaries.

As explained in the preamble to the
proposed regulations, section 250(b)
(4)(A)(i) requires that a sale of proper-
ty (which includes licenses of intangible
property) be made to a person who is not
a United States person. This requirement
ensures that only the domestic corpora-
tion that makes the final sale to a foreign
person can claim a section 250 deduction
for a FDDEI sale (rather than allowing
the benefit to multiple unrelated domestic
corporations that all participate in a sale).
Furthermore, the Treasury Department
and the IRS do not agree that the heading
to section 250(b)(5)(B) implies an excep-
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tion to the requirement in section 250(b)
(4)(A)(i) that the sale be to a foreign per-
son. The rule in section 250(b)(5)(B)(i)
refers only to other “persons” and is not
limited to domestic persons. In contrast,
the Treasury Department and the IRS have
determined that it is necessary and appro-
priate to provide a special rule for military
sales in recognition that sales pursuant to
the Arms Export Control Act are required
to be made to the U.S. government, but
are in effect sales to a foreign government.
Therefore, the comment is not adopted.

C. Foreign use of general property

1. Determination of Foreign Use in
General

The proposed regulations provided that
the sale of general property is for a for-
eign use if either the property is not sub-
ject to domestic use within three years of
delivery of the property or the property is
subject to manufacture, assembly, or other
processing outside the United States be-
fore any domestic use of the property. See
proposed §1.250(b)-4(d)(2)(i). Domestic
use was defined in the proposed regula-
tions as the use, consumption, or disposi-
tion of property within the United States,
including manufacture, assembly, or other
processing within the United States. See
proposed §1.250(b)-4(d)(2)(ii). In order
to establish that general property is for a
foreign use, the seller must generally ob-
tain certain documentation with respect
to the sale, such as proof of shipment of
the property to a foreign address, and the
seller cannot know or have reason to know
that the property is not for a foreign use.
See proposed §1.250(b)-4(d)(1) and (3).

Several comments noted that the defi-
nition of foreign use combined with the
narrow documentation requirements make
it difficult for taxpayers to satisfy the for-
eign use requirement. Several comments
interpreted the proposed regulations as
requiring taxpayers to determine whether
general property that was sold would ac-
tually be subject to a domestic use within
three years of the date of delivery. Other
comments similarly expressed confusion
regarding the obligation imposed on tax-
payers to determine whether there was a
reason to know that property would be
subject to a domestic use. One comment
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requested that the Treasury Department
and the IRS treat certain types of sales,
such as foreign retail sales at a physical
store even where the consumer might ulti-
mately use the property within the United
States, as sales for foreign use.

As explained in part II of this Summa-
ry of Comments and Explanation of Revi-
sions section, in response to comments on
documentation, the final regulations take
a more flexible approach to documenta-
tion and provide specific substantiation
requirements for certain transactions (de-
scribed in part VII.C.9 of this Summary of
Comments and Explanation of Revisions
section).

In addition, with respect to the require-
ment of “foreign use” for sales of general
property, the final regulations clarify the
meaning of that term to provide that it gen-
erally means the sale (or eventual sale) of
the property to end users outside the Unit-
ed States or the sale of the property to a
person that subjects the property to manu-
facture, assembly, or other processing out-
side the United States. See §1.250(b)-4(d)
(1)(ii) and (iii). Consistent with the recom-
mendations from comments, the Treasury
Department and the IRS have determined
that a more flexible definition of foreign
use of general property that accounts for
the possibility of some limited domestic
use is more reasonable for taxpayers to
apply and for the IRS to administer. Ac-
cordingly, the final regulations eliminate
the requirement that the taxpayer have
no “reason to know” of some domestic
use for sales of general property. As de-
scribed in part VII.C.2 through 8 of this
Summary of Comments and Explanation
of Revisions section, the final regulations
generally provide that the sale of general
property is for a foreign use if the seller
determines that such sale is to an end user
described in one of five categories. See

§1.250(b)-4(d)(1)(i1)(A)-(F).

2. Delivery of Property Outside the
United States

The first category of sales that are for a
foreign use is sales to a recipient that are
delivered by a freight forwarder or carri-
er to an end user if the end user receives
delivery of the general property outside
the United States. See §1.250(b)-4(d)(1)
(i1)(A). The Treasury Department and the
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IRS have determined that, in general, if
an end user receives delivery of general
property outside the United States, the
general property will be “for a foreign
use” as contemplated by section 250(b)
(4)(A)(i1) and additional detail regarding
the actual use of the property is unneces-
sary. However, it would be inappropriate
to treat these sales as FDDEI sales if the
seller and buyer arrange for general prop-
erty to be delivered to a location outside
the United States only to be redelivered
for use or consumption into the United
States with a principal purpose of caus-
ing what would otherwise not be a FD-
DEI sale to be treated as a FDDEI sale.
Therefore, §1.250-4(b)(1)(i1)(A) pro-
vides an anti-abuse rule to address these
concerns.

3. Location of Property Outside the
United States

The second category of sales that are for
a foreign use is sales of general property to
an end user where the property is already
located outside the United States, and in-
cludes foreign retail sales. See §1.250(b)-
4(d)(1)(ii)(B). In general, sales of general
property from a foreign retail sale will be
used outside the United States. While it
may be possible that some end users will
purchase property in a foreign retail store
and use it solely within the United States,
the Treasury Department and the IRS have
determined that requiring a determination
of the actual use of these sales would be
unnecessarily burdensome.

4. Resale of Property Outside the United
States

The third category of sales for a foreign
use is sales to a recipient such as a distrib-
utor or retailer that will resell the general
property, if the seller determines that the
general property will ultimately be sold to
end users outside the United States. See
§1.250(b)-4(d)(1)(11)(C). This category is
intended to apply to sales to distributors
and retailers, but may also apply to other
sales to foreign persons for resale. In addi-
tion, the final regulations provide that for
purposes of this rule, the seller must sub-
stantiate the portion of sales to end users
outside the United States under the rules
described in parts II and VII.C.9 of this
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Summary of Comments and Explanation
of Revisions section.

The proposed regulations contained
alternative documentation requirements
for a sale of multiple items of general
property that because of their fungible na-
ture are difficult to specifically trace to a
location of use (fungible mass). See pro-
posed §1.250(b)-4(d)(3)(iii). Under the
proposed regulations, a seller establishes
foreign use of a fungible mass through
market research, including statistical sam-
pling, economic modeling and other simi-
lar methods. Id. The proposed regulations
also provided that if a seller establishes
that 90 percent or more of a fungible mass
is for a foreign use, the entire fungible
mass is treated as for a foreign use and if
the seller cannot establish that 10 percent
or more of the sale of a fungible mass is
for a foreign use, then no part of the fungi-
ble mass is treated as for a foreign use. Id.

One comment stated that the fungi-
ble mass rules created overly stringent
documentation requirements that were
unnecessary, impractical, and unreliable
because a U.S. seller would need to per-
form market research in order to meet the
90 percent threshold to qualify for foreign
use. Conversely, the comment noted that
a U.S. seller that could not meet the 10
percent threshold through market research
could see their deduction eliminated in its
entirety. The comment suggested instead a
rebuttable presumption that fungible mass
property sold outside the United States is
for a foreign use unless a taxpayer knows
or has reason to know that a material
amount will be used within the United
States.

In response to the comment, the final
regulations eliminate the 10 percent and
90 percent thresholds and apply a pro-
portionate rule. See §1.250(b)-4(d)(1)(ii)
(C). Under this rule, in the case of a sale
of a fungible mass of general property, if
a portion of the property sold is not for
a foreign use, the seller may rely on the
proportion of the recipient’s resales of
fungible mass to end users outside the
United States to determine its proportion
of ultimate sales to end users outside the
United States. Id. In addition, the Treasury
Department and the IRS have determined
that prescribing specific methods such as
market research, statistical sampling, eco-
nomic modeling, and other similar meth-
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ods to determine foreign use from the sale
of a fungible mass of general property (or
a sale of any general property) is unnec-
essary given the more flexible approach
to documentation. It should be noted that
market research or information from pub-
lic data, such as general internet searches
of secondary sources, is generally not a
source of reliable information. In contrast,
statistical sampling, economic modeling,
or market research based on the taxpayer’s
own data will be more reliable.

5. Electronic Transfer of Digital Content
Outside the United States

The fourth category of sales for a for-
eign use is for sales of digital content that
are transferred electronically. Sales of dig-
ital content transferred in a physical medi-
um are for a foreign use if described in one
of the first three categories. The final reg-
ulations provide that digital content that is
transferred electronically is for a foreign
use if it is sold to a recipient that is an end
user that downloads, installs, receives, or
accesses the digital content on the end us-
er’s device outside the United States. See
§1.250(b)-4(d)(1)(11)(D). However, if this
information is unavailable, such as where
the device’s Internet Protocol address (“IP
address”) is not available or does not serve
as a reliable proxy for the end user’s loca-
tion (for example, using a business head-
quarters’ IP address when it has em