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Talk About a Summer Beach Read – Final FDII and GILTI Regulations Released
On July 9, 2020, Treasury and the IRS issued a 295-page package providing final regulations relating to the Section 250
deduction for foreign-derived intangible income (FDII) and global intangible low-taxed income (GILTI). The package
contains rules for computing the deduction, particularly its FDII-related components, and applying the taxable income
limitation. These final regulations follow up on proposed regulations released in March 2019. While the final regulations
retain the basic approach and structure of the proposed regulations, there are some substantial departures.

Background
The tax on GILTI was intended to preserve the U.S. tax base in the wake of the Tax Cuts and Jobs Act’s move to a
participation exemption regime. But to keep U.S. corporations competitive, the law lowered the effective tax rate on
GILTI via the GILTI deduction. The FDII deduction, in turn, was meant to create parity for domestic corporations that
earn FDII directly, rather than through controlled foreign corporations (CFCs). Per the preamble to the final regulations,
Section 250 helps “neutralize” the role of tax considerations in the decision to locate intangibles and related income
in a domestic corporation or in a CFC.
Section 250 allows a deduction for up to 37.5% of FDII and 50% of GILTI (including the Section 78 gross-up attributable
to GILTI) for tax years beginning after December 31, 2017, and before January 1, 2026. The percentages drop to 21.875%
and 37.5%, respectively, for tax years beginning after 2025. If a corporation’s FDII and GILTI exceed its taxable income
for the year, the amount of FDII and GILTI are reduced proportionately for purposes of computing the Section 250
deduction. The deduction is generally available only to domestic C corporations, though not regulated investment
companies (RICs) or real estate investment trusts (REITs).

Substantial Departures and Items of Interest
While this may not be at the top of your list of summer beach reads, there are definitely some items of interest included
in the final regulations.

This advisory is published by Alston & Bird LLP to provide a summary of significant developments to our clients and friends. It is intended
to be informational and does not constitute legal advice regarding any specific situation. This material may also be considered attorney
advertising under court rules of certain jurisdictions.
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One of the most substantial departures from the proposed regulations relates to the documentation and substantiation
requirements for taxpayers to show that they are entitled to the FDII deduction. The proposed regulations provided
that to establish that a recipient is a foreign person, property is for a foreign use, or a recipient of a general service is
located outside the U.S., the taxpayer must obtain specific types of documentation. Numerous comments indicated
that the proposed documentation requirements were prohibitively burdensome. Among other things, comments
noted that customers are highly reluctant to provide some of the types of documents that the proposed regulations
described and also that the proposed regulations could require taxpayers to renegotiate contracts or make inquiries
of their customers that could interfere with the customer relationship.
As a result of these comments, the final regulations adopt a much more relaxed approach and remove the specific
documentation requirements to establish foreign person status, foreign use on sales of general property made
directly to end-users, and the location of general services provided to consumers. The final regulations also adopt
a more flexible approach regarding the types of substantiation required for foreign use regarding sales of general
property to non-end-users and sales of intangible property, and for determining whether services are performed for
business recipients located outside the U.S. While substantiation is required, taxpayers are no longer limited to only
certain documents. The final regulations also eliminate the specific reliability requirement included in the proposed
regulations—Treasury and the IRS understand that the reliability of documents or information can differ depending
on the circumstances. The final regulations continue to require that the substantiating documents be supported by
credible evidence.
Another departure from the proposed regulations is the removal of an example that applied an ordering rule that
relates to the interaction of Sections 250, 163(j) (business interest expense), and 172 (net operating losses). The preamble
to the final regulations explains that Treasury and the IRS determined that further study is required to determine the
appropriate rule for coordinating Sections 250(a)(2), 163(j), and 172 and other Code sections that limit the availability
of deductions based, directly or indirectly, on a taxpayer’s taxable income. Treasury and the IRS are considering a
separate guidance project to address this topic. Before further guidance is issued on how allowed deductions are taken
into account in determining the taxable income limitation in Section 250(a)(2), taxpayers may choose any reasonable
method that is applied consistently for all tax years beginning after December 31, 2020.
Some departures from the proposed regulations were made to reflect changes made in other regulations. For example,
in light of the December 2019 proposed regulations relating to foreign tax credits (2019 Proposed FTC Regulations),
the final regulations make changes to how certain expenses are apportioned. The preamble to the final regulations
states that Treasury and the IRS will consider the issues raised about the application of exclusive apportionment for
purposes of Section 250 as part of finalizing the 2019 Proposed FTC Regulations.
Of interest to taxpayers in the software industry, the final regulations clarify how a taxpayer establishes foreign use for
digital sales and a recipient’s foreign location for electronically supplied services and advertising. As several comments
noted, the proposed rules did not offer clarity on how foreign use is established on transferred copyright articles
delivered electronically rather than on a physical medium. The final regulations provide that the sale of copyrighted
articles is examined under general property rules rather than intangible property rules, regardless of how the
copyrighted articles are transferred. An example in the final regulations illustrates that digital content can be part of
an eligible sale if the end-user downloads or accesses it on a device outside the U.S. Additionally, the final regulations
provide two new subcategories of general services: electronically supplied services and advertising services. As in the
case of a digital content sale, an electronically supplied service qualifies for the FDII deduction if the recipient accesses
the service from a location outside the U.S. For purposes of Section 250, the final regulations assign the location of
the recipient of advertising services as the location where the advertisements are viewed.
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To the relief of some individuals who are CFC shareholders, the final regulations retain the provision in the proposed
regulations that allowed individuals making an election under Section 962 to be treated as a corporation to take into
account the deduction for GILTI under Section 250. Treasury and the IRS are considering issuing further guidance on
how to make a Section 962 election on an amended return. In the meantime, the preamble to the final regulations
states that, until any final guidance on this issue is published, individuals may make an otherwise valid election on an
amended return for 2018 and later, provided the interests of the government are not prejudiced by the delay.
To give taxpayers additional time to develop systems and procedures for complying with the final regulations, the
proposed applicability dates in the proposed regulations are modified. Generally, the final regulations are applicable
for taxable years beginning after December 31, 2020. However, taxpayers are able to rely on the proposed regulations,
in their entirety, for taxable years beginning before January 1, 2021.
For more information, please contact Edward Tanenbaum at 212.210.9425, Richard Slowinski at 202.239.3231, or
Stefanie Kavanagh at 202.239.3914.
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You can subscribe to future International Tax advisories and other Alston & Bird publications by completing our
publications subscription form.
In case you missed it, hear what our panel of tax attorneys had to say about the key tax provisions of the CARES Act and other
developments currently affecting foreign multinationals and high-net-worth individuals, including how taxpayers are reacting to the
new environment. Click for our Japan-focused discussion or click for our Europe-focused discussion.
Our tax team also joined our Intellectual Property Group for a webinar to discuss “Tax and Litigation Implications of Intellectual
Property Ownership & Licensing.”
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