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This article responds to the notice of proposed 
rulemaking under sections 861 and 904 (REG-
105495-19) published in the Federal Register 
December 17, 2019 (the proposed regulations). 
The proposed regulations would not allocate U.S. 
shareholder deductions for research and 
development or experimentation (R&D or R&E) 
expenditures under section 174 (R&D deductions) 
to a gross income inclusion under section 951 
(subpart F inclusion) or section 951A (global 
intangible low-taxed income)1 from a controlled 
foreign corporation for foreign tax credit 
limitation purposes.2

The proposed regulations’ elimination of 
subpart F inclusions and GILTI from direct 
allocation of R&D expenditures is a radical 
change that is inconsistent with the structure of 
the statute, four decades of consistent regulatory 
interpretations of section 862 (unchanged by the 
Tax Cuts and Jobs Act), and all prior legislative 
interventions in the method for allocating of R&D. 
The proposed regulations’ preamble justifications 
lack adequate foundation in fact, law, or relevant 
legislative history, and do not provide a reasoned 
basis for the interpretation. Even if the proposed 
regulations’ interpretation could be sustained as a 
matter of administrative law, which we 
respectfully submit it cannot, the allocation rule is 
unsound as a matter of tax policy. The non-
allocation of R&D to subpart F inclusions and 
GILTI is misguided and should not be adopted.

I. Executive Summary
This article provides a background 

description of the important role played by the 
allocation of deductions to foreign-source income 
in applying the FTC limitation. That background 
provides context for comments developed 
subsequently in this article (Section II).

The proposed regulations’ non-allocation of 
R&D to subpart F inclusions and GILTI is a radical 

change from prior interpretations of section 
862(b) as applied to section 904 FTC limitations 
applicable to subpart F income. That 
interpretation is inconsistent with the statutory 
structure of those code sections and the history of 
interaction between the regulations allocating 
R&D expense and prior temporary legislative 
action in section 864(g) (no longer in effect) 
regarding those regulations. The regulatory 
change in long-standing (regulatory) 
interpretation is unsupported by any indication of 
legislative intent in the TCJA (Section III).

The justifications in the preamble to the 
proposed regulations for not allocating R&D 
deductions to subpart F inclusions or GILTI do 
not hold up to scrutiny. They are based on two 
premises: (i) that “successful R&E expenditures 
ultimately result in the creation of intangible 
property that will be used to generate income” 
sufficient to cover the costs of successful and 
unsuccessful R&D, and (ii) that when that 
intangible property is licensed or acquired from a 
U.S. affiliate by a CFC, the U.S. affiliate’s related 
R&D expense is always fully reimbursed through 
arm’s-length compensation or gain imposed 
under section 482 principles without reference to 
foreign subsidiary earnings included under 
subpart F and GILTI. Taken together, those 
assertions are demonstrably wrong.

The first premise disregards unsuccessful 
R&D that does not ultimately result in the 
creation of intangible property. In those cases, 
there is no intangible property to be compensated 
under section 482.

Assuming that intangible property ultimately 
is created as a result of the R&D and rights to its 
use being transferred to a CFC, the first premise 
also disregards business strategies that do not 
seek legal protection for intellectual property or 
that grant open access to it so that it does not earn 
a separate return.

Section 482 does not ensure that the R&D is 
adequately compensated. It is a discretionary 
enforcement tool for transactions involving 
persons under common control and not a rule of 
accounting prescribing a charge for income from 
a particular asset or class of assets. Moreover, the 
clear reflection of income objective of that section 
does not distinguish between income 
classifications, including whether income is gross 

1
The regulatory proposal also would not allocate R&D to dividends 

and section 1293 income.
2
Section 957. As amended by the Tax Cuts and Jobs Act, a CFC is a 

foreign corporation that is more than 50 percent owned, by vote or value, 
directly, indirectly through a foreign entity, or under constructive 
ownership rules by a U.S. shareholder. A U.S. shareholder is a U.S. 
person that owns at least 10 percent by vote or value of the stock of the 
foreign corporation. Sections 957, 958, and 951(b). This article discusses 
only a U.S. shareholder that is a domestic corporation.
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intangible income, and may be satisfied through 
offset by income completely unrelated to 
intangibles. Under section 482, even when a 
charge is required, there is a range of acceptable 
prices, a permissible charge need not capture the 
full amount of income benefitted by the R&D, and 
there most often is uncertainty and variability 
regarding what constitutes a permissible charge.

Section 367(d) suffers from many of the same 
defects as section 482; moreover, it covers a much 
more limited range of cases than section 482.

Section 862 requires allocation and 
apportionment of deductions to related CFC 
earnings to achieve a clear reflection of foreign-
source taxable income without regard to whether 
an expense is charged out under section 482 
(Section IV).

The proposed treatment of R&D deductions 
will require the U.S. treasury to subsidize 
additional foreign taxes paid by a U.S. 
multinational taxpayer to non-U.S. jurisdictions. 
There is no evidence that was Congress’s intent 
with the TCJA, and it is not justified as a cost-
effective subsidy for domestic R&D (Section V).

The proposed exclusion of subpart F 
inclusions and GILTI from allocation should not 
be adopted. Instead, R&D deductions should be 
allocated across all categories of income in 
groupings of three-digit Standard Industrial 
Classification (SIC) product categories. The 
remaining proposed changes to allocation and 
apportionment of R&D in prop. reg. section 1.861-
17 should be retained (Section VI).

II. Background on the FTC Limitation

A. Post-TCJA FTC Limitation Rules

The TCJA adopted a hybrid system of 
exemption and current taxation, at a reduced rate 
for certain operating income for taxing a domestic 
corporation on a CFC’s earnings.3 This section 
describes the importance of allocating deductions 

to the operation of the FTC limitation generally 
and as applied to the separate FTC limitation 
categories for subpart F inclusions4 and GILTI.5

The purpose of the section 904 limitation on 
the FTC is to prevent foreign taxes from being 
allowed as a credit against U.S. tax on U.S.-source 
taxable income.6 The FTC limitation for a category 
is determined by multiplying the U.S. taxpayer’s 
total U.S. taxes (before reduction by the FTC) by a 
fraction.7 The numerator is foreign-source taxable 
income in the relevant category and the 
denominator is the taxpayer’s worldwide taxable 
income.8

The FTC limitation is applied separately to 
categories of foreign-source income, including 
passive category income, GILTI (that is not 
passive category income), and general category 
income (including subpart F income that is not 
passive category income).9 The numerator and 
denominator of the FTC limitation fraction each 
are taxable income (not gross income) amounts 

3
For a description of the rules applicable to subpart F inclusions, 

GILTI inclusions, and dividends eligible for the section 245A foreign 
dividends received deduction (FDRD) after the TCJA, see Stephen E. 
Shay, “A GILTI High-Tax Exclusion Election Would Erode the U.S. Tax 
Base,” Tax Notes Federal, Nov. 18, 2019, p. 1129, at 1131-1135. That article 
also describes the TCJA’s policy failure in allowing deductions for 
expenses allocable to income eligible for the FDRD and the GILTI section 
250 deduction. Id. at 1137-1138.

4
Subpart F income is currently included in the U.S. shareholder’s 

income under section 951(a)(1)(A). The U.S. tax on subpart F income 
may be reduced by allowable FTCs, which are subject to separate FTC 
limitations for foreign taxes attributable to income in the passive and 
general categories. Sections 901, 904(d), 951, and 960. A 10 percent 
domestic corporate shareholder is eligible for an indirect FTC for 
corporate-level foreign income tax paid by the CFC for a subpart F 
income inclusion and GILTI.

5
GILTI is determined at the U.S. shareholder level and is included 

currently in a U.S. shareholder’s income. It is measured as the 
shareholder’s share of all its CFCs’ tested income (which excludes 
subpart F income) reduced by all its CFCs’ tested loss, but is only the 
amount of the net CFC tested income that exceeds a 10 percent return on 
its share of its tested income CFCs’ qualified business asset investment. 
A GILTI section 250 deduction equal to 50 percent of the GILTI inclusion 
is allowed as a deduction to U.S. shareholders that are domestic 
corporations or are individuals who properly make a section 962 
election. (All section 250 deduction and tax rates used in this article are 
for tax years beginning before January 1, 2026.)

6
Another interpretation is that the purpose of the limitation is to 

constrain U.S. treasury losses to foreign governments raising tax rates at 
the expense of the U.S. treasury. Both are correct.

7
For a description of the role of expense allocation in the FTC 

limitation, see H. David Rosenbloom, “The U.S. Foreign Tax Credit 
Limitation: How It Works, Why It Matters,” Tax Notes Int’l, Mar. 9, 2020, 
p. 1069.

8
Section 904(a) and (d).

9
See section 904(d)(1). Foreign taxes on income in a category may be 

blended with other foreign taxes on other income in the same category 
and thereby used to reduce U.S. tax on foreign income in the same 
category. That is referred to as “cross-crediting” and is restricted to 
income within a category. There also is a separate limitation for income 
in a foreign branch limitation category. See section 904(d)(1)(B). Under 
the proposed regulation, R&D is allocated to foreign branch category 
income.
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and therefore must be reduced by deductions 
properly allocable to each income category.10 
Allocating deductions away from foreign-source 
income in a category increases the numerator (but 
not the denominator) and therefore increases the 
limitation for the category.

To calculate the limitation, the fraction is 
multiplied by the total pre-FTC U.S. tax that 
would be owed under U.S. law on worldwide 
taxable income (from all sources). The 
denominator is total U.S. taxable income under 
U.S. tax law. The determination of income source 
and the allocation of deductions to arrive at 
foreign-source taxable income in the numerator 
also relies on U.S. tax law for definition. The 
code’s FTC regime looks to foreign law only to 
ascertain which person is paying the foreign tax, 
and for the amount of the “income, war profits, 
and excess profits taxes paid or accrued,” to the 
foreign government that is potentially 
creditable.11

Excess foreign taxes in the general limitation 
category may be carried back one year and carried 
over 10 years.12 Excess foreign taxes in the GILTI 
limitation are not allowed to carry back or over to 
other years and are lost as credits.13 The absence of 
carryovers of credits in the GILTI limitation 
category (after the statutory 20 percent haircut on 
creditable taxes attributable to GILTI)14 is the 
source of much taxpayer angst over excess credits 
in that category. That outcome surely was 
intended by Congress (and almost equally as 
surely, although less directly relevant for 
statutory analysis, was factored into the revenue 
estimate provided to Congress). There is no 
indication in the GILTI legislative history that 

Congress expected a radical revision to the rules 
for allocating R&D expense to FTC limitation 
categories.15

B. Allocating Deductions for the FTC Numerator

The FTC limitation (for each relevant 
category) restricts the allowance of the credit for 
foreign taxes to the amount of U.S. tax on the 
foreign-source taxable income in that category as 
measured under U.S. tax principles. If R&D 
expenses are underallocated (or not allocated) to 
foreign income for determining the foreign-
source taxable income in the numerator of the 
FTC limitation fraction, then the numerator will 
be inflated and a larger share of total U.S. tax will 
be treated as paid on that category of income than 
should be the case. That would allow more 
foreign taxes to be credited, so U.S. tax is reduced 
by a credit for the foreign tax. Underallocation of 
R&D to foreign income in a category 
inappropriately subsidizes a taxpayer’s foreign 
taxes.16

Section 862(b), unchanged by the TCJA, 
defines taxable income from sources outside the 
United States:

From the items of gross income specified 
in subsection (a) there shall be deducted 
the expenses, losses, and other deductions 
properly apportioned or allocated thereto, 
and a ratable part of any expenses, losses, 
or other deductions which cannot 
definitely be allocated to some item or 
class of gross income. The remainder, if 
any, shall be treated in full as taxable 
income from sources without the United 
States.

The numerator of the FTC limitation fraction 
accordingly requires reduction of foreign-source 
gross income by allocable deductions, including 

10
Section 904(b)(4) excludes the foreign-source portion of a dividend 

from the numerator and denominator of the FTC limitation fraction.
11

See section 901(b)(1). See also United States v. Goodyear Tire & Rubber 
Co., 493 U.S. 132, 145 (1989) (“Tax provisions should generally be read to 
incorporate domestic tax concepts absent a clear congressional 
expression that foreign concepts control.”). See generally Rosenbloom, 
“The U.S. Foreign Tax Credit Limitation,” supra note 7.

12
Section 904(c). Because of the high-tax kick-out rule of section 

904(d)(2)(B)(iii)(II), the passive income category generally will not have 
excess foreign taxes.

13
See section 904(c), (d)(1).

14
Section 960(d)(1).

15
In the preamble to the notice of proposed rulemaking on allocation 

of deductions, the IRS rejected taxpayer arguments that U.S. 
shareholder-level expenses should not be allocated to GILTI for FTC 
limitation purposes on the grounds that the effective rate on GILTI 
should not exceed 13.125 percent. That preamble acknowledged that 
Congress “did not modify the existing rules under section 904 or 
sections 861 through 865 to provide for special treatment of expenses 
allocable to the section 951A category.” 83 F.R. 63201 (Dec. 7, 2018).

16
See Rosenbloom, “The Foreign Tax Credit Limitation,” supra note 7, 

at 1575 (“Thus, if no deductions reduce the numerator, the . . . additional 
foreign tax credit limitation represents tax collected by the foreign 
country instead of the United States.”).
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any deductions of the U.S. shareholder “properly 
apportioned or allocated thereto, and a ratable 
part of any expenses, losses, or other deductions 
which cannot definitely be allocated to some item 
or class of gross income.” There is no question 
that subpart F income and GILTI inclusions are 
foreign-source gross income. The only question 
addressed in this article is whether R&D is 
“properly apportioned or allocated” to subpart F 
inclusions or GILTI for the FTC limitation.

C. R&D and the Expense Allocation Regs
Regulations provide special rules for 

allocation of R&D expenses deductible under 
section 174.17 Amounts deductible under section 
174 generally include costs incurred (in the 
experimental or laboratory sense) in the 
development or improvement of a product, 
including costs intended to discover information 
that would eliminate uncertainty concerning a 
product’s development or improvement.

Uncertainty is considered to exist when 
information available is insufficient to ascertain 
the capability or method for developing, 
improving, and appropriately designing the 
product.18 After the elimination of uncertainty 
regarding the development or improvement of a 
product, costs incurred are not deductible under 
section 174 (and are subject to capitalization).19 
R&D expenses deductible under section 174, 
however, are not subject to capitalization under 
section 263 or 263A.

R&D expense incurred when there is 
uncertainty regarding whether there will be a 
successful outcome from the research leads to the 
long-standing approach of the regulations to 
allocate R&D to broad categories of income:

The methods of allocation and 
apportionment of [R&D] set forth in this 
section recognize that [R&D] is an 
inherently speculative activity, that 
findings may contribute unexpected 
benefits, and that the gross income 
derived from successful [R&D] must bear 

the cost of unsuccessful [R&D]. 
Expenditures for [R&D] that a taxpayer 
deducts under section 174 ordinarily shall 
be considered deductions that are 
definitely related to all income reasonably 
connected with the relevant broad 
product category (or categories) of the 
taxpayer and therefore allocable to all 
items of gross income as a class (including 
income from sales, royalties, and 
dividends) related to such product 
category (or categories).20

Since expense allocation regulations were first 
adopted in 1977, U.S. shareholder R&D has been 
allocated to income from a CFC for determining 
the numerator of the FTC limitation fraction. The 
first sentence of the above-quoted regulation 
explains why: because of the nature of R&D.

The R&D expenditure in question (i) requires 
uncertainty when the R&D is performed, making 
it difficult to associate the expenditure with 
specific income in the year incurred; (ii) includes 
both unsuccessful and successful R&D; and (iii) 
when successful, may contribute to unexpected 
categories of income. In those circumstances, it is 
impossible to identify with meaningful 
confidence income that benefits from the R&D — 
that is, the income to which the R&D should be 
allocated. For those reasons, the regulations have 
appropriately required allocation of R&D 
deductions to broad categories of income and 
apportionment of the deductions among all 
income, domestic and foreign, including sales, 
royalties, and dividends, in that category. The use 
of sales as a basis for apportionment always has 
included a CFC’s sales on a look-through basis.21

D. The Proposed Regs’ R&D Allocation Rule

Contrary to four decades of regulatory 
interpretation of the same statutory language, the 
proposed regulations would not allocate any 
shareholder-level R&D deductions to subpart F 

17
Reg. section 1.861-17.

18
Reg. section 1.174-2(a)(1).

19
Reg. section 1.174-2(a)(2).

20
Reg. section 1.861-17(a)(1).

21
The proposed regulations would continue to include the CFC’s 

sales in the sales apportionment fraction even while excluding allocation 
of R&D to subpart F inclusions and GILTI from the CFC. Prop. reg. 
section 1.861-17(d)(4). The preamble does not explain how that 
reconciles with the non-allocation rule. It suggests that the non-
allocation rule was a late addition to the proposed regulations and that 
its ramifications have not been fully considered.

©
 2020 Tax Analysts. All rights reserved. Tax Analysts does not claim

 copyright in any public dom
ain or third party content.

For more Tax Notes® Federal content, please visit www.taxnotes.com. 

 
 
 

 



VIEWPOINT

2086  TAX NOTES FEDERAL, JUNE 22, 2020

inclusions and GILTI for determining foreign-
source taxable income in the numerator of the 
FTC limitation fraction.22 For the reasons set out in 
this article, that is not a reasoned interpretation of 
the statute.

The proposed regulations accomplish that 
non-allocation of R&D deductions to a relevant 
category of foreign income by limiting R&D 
expense allocation to gross intangible income, 
which is “all gross income earned by a taxpayer 
that is attributable (in whole or in part) to 
intangible property.” Gross intangible income:

includes gross income from sales or leases 
of products or services derived (in whole 
or in part) from intangible property, 
income from sales of intangible property, 
income from platform contribution 
transactions described in Regulation 
section 1.482-7(b)(1)(ii), royalty income 
from the licensing of intangible property, 
and amounts taken into account under 
section 367(d) by reason of a transfer of 
intangible property. Gross intangible 
income also includes a distributive share 
of any amounts described in the previous 
sentence, but does not include dividends 
or any amounts included in income under 
sections 951, 951A, or 1293.”23

Intangible property is defined broadly in 
section 367(d)(4), as amended by the TCJA, to 
mean any patent, invention, formula, process, 
design, pattern, or know-how; copyright, literary, 
musical, or artistic composition; trademark, trade 
name, or brand name; franchise, license, or 
contract; method, program, system, procedure, 
campaign, survey, study, forecast, estimate, 
customer list, or technical data; goodwill, going 
concern value, or workforce in place; or other item 
whose value or potential value is not attributable 
to tangible property or the services of any 
individual.

Those categories include more than just the 
patents, copyrights, and trade secrets usually 
associated with section 174 R&D deductions. That 
broader definition extending to particularly 
amorphous intangible property (including 
goodwill, going concern value, and other items 
defined as having value not attributable to 
tangible property or the services of any 
individual) would exacerbate the previously 
discussed difficulty of linking R&D expenditures 
in the year incurred to a particular intangible 
asset.

Relying on comments that successful R&D 
expenditures “ultimately result in the creation of 
intangible property that will be used to generate 
income,” the preamble states that Treasury and 
the IRS agree and propose modifying the 
regulations to reflect that:

R&E expenditures that are deductible 
under section 174 generally give rise to 
intangible property, and . . . under the 
rules in sections 367(d) and 482, the person 
incurring such R&E expenditures must be 
compensated properly when such 
intangible property gives rise to income.

The preamble goes on to state that:

Gross intangible income . . . does not 
include dividends or any amounts 
included under section 951, 951A, or 1293. 
See proposed section 1.861-17(b)(2). As a 
result, when applying section 1.861-17 to 
section 904 as the operative section, 
because a U.S. taxpayer’s gross intangible 
income, as defined in the proposed 
regulations, does not include income 
assigned to the section 951A category, 
none of its R&E expenditures are allocated 
or apportioned to the section 951A 
category.

By using the definitional device of “gross 
intangible income” to exclude “any amounts 
included under section 951, 951A, or 1293,” the 
proposed regulations allow U.S. multinationals’ 
R&D deductions that otherwise would reduce 
foreign-source taxable income in those categories 
to instead be shifted to other income for 
calculating the FTC limitation. As a consequence 
of non-allocation to subpart F inclusions and 
GILTI, foreign-source net income will be higher in 

22
U.S. shareholder deductions other than R&D are allocated to GILTI 

and subpart F income to determine the appropriate FTC limitations. 
Sections 904(a), (d)(1), and 862(b). See preamble at 69124-69126 
(regarding deductions for stewardship and damages awards).

23
Prop. reg. section 1.861-17(b)(2). Section 904(b)(4) makes the R&D 

allocation issue moot for CFC dividends to a corporate U.S. shareholder, 
so this article addresses only allocation of R&D to subpart F inclusions 
and GILTI.

©
 2020 Tax Analysts. All rights reserved. Tax Analysts does not claim

 copyright in any public dom
ain or third party content.

For more Tax Notes® Federal content, please visit www.taxnotes.com. 

 
 
 

 



VIEWPOINT

TAX NOTES FEDERAL, JUNE 22, 2020  2087

at least one category for which the FTC limitation 
often reduces allowable FTCs, so more of those 
credits will be allowed. That effectively refunds 
the foreign tax to the taxpayer, thereby lowering 
the tax cost of foreign investment. The United 
States will sacrifice its tax revenue to subsidize the 
corporate tax collections of other jurisdictions and 
thus encourage foreign over U.S. investment.

III. The Unprecedented Interpretation

A. Meaning of the Text

The numerator of the FTC limitation fraction 
in section 904 is taxable income from non-U.S. 
sources. Section 862(b) defines the term to mean 
foreign-source gross income reduced by “the 
expenses, losses, and other deductions properly 
apportioned or allocated thereto, and a ratable 
part of any expenses, losses, or other deductions 
which cannot definitely be allocated to some item 
or class of gross income.”

R&D deductions have been allocated to 
foreign income, including subpart F inclusions, 
since 1977, except during a legislatively mandated 
moratorium in 1981 that was extended until 
1986.24 When Congress legislated temporary R&D 
allocation rules in 1989, it prescribed allocation of 
R&D to foreign-source income.25 Those rules 
ceased to have effect after several years, yielding 
to the regulatory regime promulgated in 1996.26

The long-standing approach of the 
regulations applying section 862(b) to R&D has 
been to recognize that “research and 
experimentation is an inherently speculative 
activity, that findings may contribute unexpected 
benefits, and that the gross income derived from 

successful research and experimentation must 
bear the cost of unsuccessful research and 
experimentation” and that R&D deductions 
“ordinarily shall be considered deductions that 
are definitely related to all income reasonably 
connected with the relevant broad product 
category (or categories) of the taxpayer and 
therefore allocable to all items of gross income as 
a class (including income from sales, royalties, 
and dividends) related to such product category 
(or categories).”27

The proposed regulations would change the 
R&D expense allocation rule to exclude any 
possible allocation to CFC income received by a 
U.S. shareholder as a subpart F inclusion or GILTI. 
That exclusion is unsupported by the language of 
the statute or its history. The preamble does not 
point to any indication of congressional intent in 
the legislative history of the TCJA to alter long-
standing R&D deduction allocation rules that for 
decades have included allocation to income from 
CFC earnings repatriated as dividends and 
subpart F inclusions.

There is no statutory category of gross 
intangible income as defined and used in the 
proposed regulations,28 but it is clear that such a 
definition of “gross intangible income” changes 
the calculation of foreign-source taxable income. 
There is no statutory support for altering the 
application of section 862(b) to no longer allocate 
R&D deductions to foreign-source income from 
CFC earnings.

B. Legislative Intent

The preamble does not cite (and we are 
unaware of) any legislative history that would 
justify the proposed regulations’ approach to the 
allocation of R&D to subpart F inclusions and 
GILTI. Despite that, the proposed regulations 
deny the allocation of R&D to subpart F 
inclusions, even though there was no change to 
the statute affecting subpart F in relation to the 
FTC that would serve as the justification for such 

24
The two-year moratorium on allocation of R&D expense to foreign 

income in the Economic Recovery Tax Act of 1981 was motivated by 
concern that increased taxes resulting from the 1977 regulations harmed 
U.S.-based R&D activity. The provision was accompanied by a 
requirement that the Treasury study the allocation’s effect on U.S. R&D 
and on the availability of the FTC. See Treasury, “The Impact of the 
Section 861-8 Regulation on U.S. Research and Development” (June 14, 
1983).

25
Section 864(f) was enacted in 1989 and amended in 1990, 1991, and 

1993 (and later renumbered 864(g)). It suspended the application of reg. 
section 1.861-8(e)(3) and provided statutory rules to govern the 
allocation and apportionment of deductions for qualified R&D 
expenditures to domestic- and foreign-source gross income under 
sections 861(b), 862(b), and 863(b).

26
For the history of R&D expense allocation by regulation since 1977, 

see generally Seth Goldstein, James Gannon, Irwin Halpern, and Janet 
Elsbernd, “The Allocation and Apportionment of Deductions,” BNA 
Portfolio 6640 (2015).

27
Reg. section 1.861-17(a)(1).

28
The closest statutory analogue is a section 367(d)(1) recast of a one-

time gain from a transfer of intangible property rights in a section 351 or 
361 exchange into a contingent payment sale over the life of the 
intangible property transferred. As discussed in Section IV of this article, 
infra, that analogue does not provide justification for the proposed 
regulations’ interpretation.
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a dramatic change. Not only is there nothing in 
the statute that anticipates that kind of change in 
R&D allocation, but the TCJA’s corporate rate 
reduction increases the likelihood of excess 
credits for foreign taxes of U.S. companies, and as 
a result increases the concern that the United 
States will lose revenue if R&D deductions are 
underallocated to foreign-source income and 
companies are allowed additional FTCs.29

The only statutorily authorized moratorium 
on allocation of R&D expense to foreign-source 
income was adopted legislatively in the Economic 
Recovery Tax Act of 1981. That action was 
temporary to allow — and indeed, require — 
Treasury to study the issues. Once the full 
moratorium ended, temporary legislative 
adjustments to substantive R&D allocation rules 
clearly showed an intent to allocate R&D 
deductions to foreign-source income without 
carveouts of the nature and breadth in the 
proposed regulations.30

The 1995 final R&D allocation regulations 
(T.D. 8646) have since been in place with only 
modest changes, while there have been repeated 
legislative changes to the international tax rules of 
the code. While legislative reenactment 
sometimes has dubious relevance,31 here Congress 
focused on R&D allocation over a decade in 
different administrations before the 1995 
regulations but since then has not returned to that 
issue. If Congress had sought to shift R&D 
deductions away from subpart F inclusions and 
GILTI and erode the U.S. tax base as the proposed 
regulations would do, it would be reasonable to 
expect a statutory change to effect that kind of 
shift.32

In a different context involving a domestic 
international sales corporation and under a pre-
Mayo interpretative standard, the U.S. Supreme 
Court in 2003 upheld the application of the 
predecessor to the current R&D allocation 
regulation to determine DISC combined taxable 
income.33 That is not to conclude that Treasury 
and the IRS could not change their prior 
interpretation of R&D allocation. But it is to 
suggest that an enhanced level of care should be 
taken in doing so when the regulations’ broad 
allocation theory satisfied prior Supreme Court 
scrutiny, there has been prior legislative attention 
to the very rule in question, and multiple 
legislative changes to the operative rules of the 
FTC limitation (including in the TCJA) resulted in 
no legislative change to the R&D expense 
allocation rules.

An amicus brief to the U.S. Supreme Court 
recently filed on behalf of 33 U.S. multinationals, 
which seeks to overturn another regulation, 
states:

To operate efficiently in the global 
economy, amici and other multinational 
businesses must have uniform and 
predictable rules to govern the tax 
treatment of their cross-border 
intercompany transactions. This Court 
and others have long recognized that tax 
certainty is a bedrock of effective and 
efficient business planning. For this 
reason, the consistent and predictable 
application of tax law is of vital 
importance.

As this Court has explained, “Courts 
properly have been reluctant to depart 
from an interpretation of tax law which 
has been generally accepted when the 
departure could have potentially far-
reaching consequences.” Similarly, the 
Second Circuit explained that the object of 
dealing with tax statutes “must be, above 
that of all other acts, to maintain them and 
to expound them in a manner which will 

29
The TCJA also amends section 174 to amortize over five years R&D 

performed in tax years beginning after 2021 (15 years for foreign-
performed R&D). Nothing in that provision suggests that R&D should 
not be allocated to subpart F inclusions or GILTI.

30
Section 864(g), originally adopted as section 864(f) in 1989, was 

briefly in effect. There is no current legislative rule for how to allocate 
and apportion R&D expense to determine foreign-source taxable income 
beyond the rule of section 862(b).

31
Commissioner v. Glenshaw Glass Co., 348 U.S. 426, 431 (1955) 

(reenactment doctrine is “unreliable indicium at best”).
32

The TCJA’s statutory disregard under section 904(b)(4) of U.S. 
shareholder expenses otherwise allocable to the net deemed tangible 
income return of a CFC for the FTC calculation further suggests that 
Congress knew how to direct that R&D not be allocated to subpart F 
inclusions and GILTI if it wanted to do so.

33
Boeing Co. v. United States, 537 U.S. 437, 457 (2003) (“That Congress 

did not legislatively override 26 CFR section 1.861-8(e)(3) (1979) in 
enacting the [foreign sales corporation] provisions in 1984 serves as 
persuasive evidence that Congress regarded that regulation as a correct 
implementation of its intent.”).
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be consistent, and which will enable the 
subjects of this country to know what 
exactly is the amount of charge and 
burden which they are to sustain.” The 
risk of harm caused by departure from 
accepted interpretation is particularly 
important where — as here — the tax law 
in question is far-reaching and has 
ramifications for the tax treatment of 
intercompany and cross-border 
transactions worth many billions of 
dollars.34

That statement is more appropriately applied 
to the proposed regulations than to the stock 
option regulation that is the subject of the Altera 
decision at issue in the brief.35

In response to congressional requests, 
Treasury in 1983 and 1995 performed economic 
analyses of R&D allocation issues; neither 
recommended zero allocation of R&D deductions 
to foreign dividends and subpart F income. There 
is no indication in the preamble that any empirical 
analysis of the effect of the allocation rule issue 
has been undertaken by economists in Treasury’s 
Office of Tax Analysis as has been the case 
previously.36 There also is no analysis of the 
revenue loss from the proposal or how it would 

affect the congressional expectations of revenue 
from the affected TCJA international provisions.37

Other than to benefit the increased number of 
taxpayers that may have excess FTCs by reason of 
the reduced effective rates of U.S. corporate tax 
generally and on GILTI in particular, the only 
justification for the change in approach, which 
strains the apparent intent of section 862(b), is 
found in the preamble justifications.

IV. The Exclusion Rationales Are Not Credible

A. The Proposed Regs’ Rationales
The proposed regulations provide their first 

factual premise in the regulatory text: “[T]he 
method set forth in this section recognizes that 
successful R&E expenditures ultimately result in 
the creation of intangible property that will be 
used to generate income.”

The preamble explains that, based solely on 
comments, the exclusion of CFC income from 
R&D allocation relies on a second factual premise:

To the extent a GILTI inclusion is 
attributable to a CFC’s income derived 
from intangible property developed by 
the worldwide group, the comments 
stated that the intangible property must 
have either been developed by the CFC or 
a CFC affiliate (in which case the R&E 
expenditures were not borne by the U.S. 
taxpayer), or licensed or acquired by the 
CFC from a U.S. affiliate, which would 
require that the U.S. affiliate take into 
account an arm’s length royalty, gain on 
transfer, or a deemed income amount 
under section 367(d) to which its R&E 
expenditures should be allocated.

In other words, the second premise is that 
intangible property held by a U.S. taxpayer 
cannot be used by, or its rights transferred to, a 
CFC in which that taxpayer is a U.S. shareholder 
without the use or transfer being compensated by 

34
Brief of Amici Curiae Cisco Systems Inc., Apple Inc., Applied 

Materials, Danaher Corp., Dell Technologies Inc., Dolby Laboratories 
Inc., Electronic Arts Inc., Emerson Electric Co., Facebook Inc., Fireeye 
Inc., General Mills Inc., Google LLC, GoPro Inc., Hewlett Packard 
Enterprise Co., International Paper Co., Johnson Controls Inc., Maxim 
Integrated, NetApp Inc., NortonLifeLock Inc., PepsiCo Inc., Pfizer Inc., 
Qualcomm Inc., S&P Global Inc., SurveyMonkey, and Xilinx Inc. On 
Petition for Writ of Certiorari to the U.S. Court of Appeals for the Ninth 
Circuit in Altera Corp. v. Commissioner at 4-5 (Aug. 1, 2019) (footnotes 
omitted). When the brief was filed, those corporations’ market 
capitalization was said to exceed $4.6 trillion. Id. at 1.

35
We are unaware of the opposition of any of those companies to the 

proposed regulations’ non-allocation of R&D to subpart F inclusions and 
GILTI; however, that may be attributed to an immaterial or favorable 
effect of the proposed rule on their tax liability. In contrast, their 
collective tax liability is materially (adversely) affected by the Ninth 
Circuit’s decision in Altera. Four of this article’s authors have participated 
as amici in briefs supporting the government’s brief in Altera.

36
Preamble at 69141 (“The Treasury Department and the IRS have not 

undertaken quantitative estimates of the economic effects of these 
regulations. . . . In the absence of such quantitative estimates, the 
Treasury Department and the IRS have undertaken a qualitative analysis 
of the economic effects of the proposed regulations relative to the no-
action baseline and relative to alternative regulatory approaches.”).

37
There is contextual evidence in the proposed regulations that the 

exclusion of R&D allocation to income from a CFC may have been a late 
addition. The facts of Example 1 of prop. reg. section 1.871-17(g) yield an 
allocation of R&D to the foreign-source royalty that creates an overall 
foreign-source loss not discussed in the example. That has the earmarks 
of an example being retrofitted for the changed policy. The preamble’s 
regulatory planning and review economic analysis is choppy, similarly 
suggesting a last-minute insertion of a rationale.
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reason of the authorization (but not requirement) 
for the IRS to assess an arm’s-length consideration 
under section 482 or by reason of the requirement 
of section 367(d) that a transfer of all substantial 
rights in a section 351 or 361 exchange be treated 
as in exchange for a deemed royalty 
commensurate with the income attributable to the 
intangible.

The second premise, of complete 
compensation for intangible property, is correct 
only if the first premise is understood to mean 
something possibly different from what it actually 
says. To meet that condition, instead of saying “to 
generate income,” the first premise must be 
understood to say “generate income attributable to 
the intangible property” [sufficient to compensate 
all R&D including unsuccessful R&D].38 The 
italicized language is all that is necessary for this 
article’s discussion, although the bracketed words 
are implied as well.

The first and second premises justifying the 
proposed regulations’ failure to allocate R&D to 
subpart F inclusions and GILTI do not stand up to 
scrutiny:

• If R&D fails and does not result in intangible 
property, the first premise is wrong. A 
material portion of R&D fails and does not 
give rise to compensable intangible 
property, yet section 862(b) has always 
required its apportionment.

• If R&D is successful and does give rise to 
intangible property held by the U.S. 
shareholder, and part of the economic 
return that funds the R&D is from CFC 
earnings without being paid in 
compensation for the intangible, the second 
premise is wrong. Billions of dollars of R&D 
expenditures are made for intangible 
property that is licensed royalty free, 
including to CFCs. That demonstrates that 
the second premise is wrong and, together 
with unsuccessful R&D, fatally undermines 
the rationale for the proposed regulations.

• The preamble’s second premise treats 
section 482 as though it is an accounting rule 
instead of a grant of authority governed by 
an antiabuse standard. It assumes as a result 
that a properly filed tax return will include 
gross intangible income that would be 
allocated under section 482. That is a fallacy 
that extends the circumstances in which the 
failure to allocate R&D to subpart F and 
GILTI inclusions would yield an overstated 
measure of taxable income from outside the 
United States for FTC limitation purposes. 
The preamble also looks to section 367(d), 
which requires a deemed royalty on some 
transfers of intangibles covered by section 
351 or 361, but the same issues of 
identification and amount apply as for 
section 482. The proposed regulations turn 
the rationale for GILTI, as a backstop to 
income shifting notwithstanding section 
482, on its head.

B. Unsuccessful R&D

The first premise does not take account of the 
reality that much section 174 R&D expense is 
unsuccessful and does not lead to income-
generating intangible property. A third party 
generally does not pay for failed R&D.39 
Moreover, much R&D is unsuccessful, so the first 
premise (that R&D ultimately results in an 
intangible that generates income) does not apply 
to a broad range of cases. Consider one reported 
example:

In a February 2018 study in the journal 
Biostatistics, [MIT Professor] Andrew W. 
Lo . . . and colleagues, last year estimated 
aggregate clinical trial success rates and 
durations by indication, using a sample of 
406,038 entries of clinical trial data for 
more than 21,143 compounds from 
January 1, 2000 to October 31, 2015. The 
results were sobering: The highest three 

38
A sentence in the preamble’s economic analysis supports that 

narrower reading: “But the fact that royalty payments from the CFC to 
the U.S. taxpayer (e.g., in remuneration for IP held by the parent that is 
licensed to the CFC to create the products that are sold) are in the 
general category implies that R&E expenditures should be allocated to 
the general category.” Preamble at 69141.

39
It is not inconsistent to say a third party does not pay for failed 

R&D while also recognizing that failed R&D must be paid for. That is 
different from the much stronger and tenuous assertion that failed R&D 
is paid for only from successful R&D. Over time a company that survives 
must generate more cash than it pays out, but there is no a priori reason 
to think that profits from a CFC are any less a source for covering the 
cost of unsuccessful R&D than any other income associated with the 
product area.
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success rates were 32.6 percent for clinical 
studies of ophthalmology drug 
candidates, 25.5 percent for 
cardiovascular drug candidates, and 25.2 
percent for infectious disease products. 
The lowest percentage came from 
oncology trials, at just 3.4 percent.40

Other evidence may be found in a 2017 Food 
and Drug Administration study of failures of 
Phase 3 clinical trials following successful Phase 2 
trials, with the FDA report stating that “roughly 9 
in 10 drugs/biologics that are tested in humans are 
never submitted to FDA for approval.” It 
continued:

To better understand the nature of the 
evidence obtained from many phase 2 
trials and the contributions of phase 3 
trials, we identified, based on publicly 
available information, 22 case studies of 
drugs, vaccines and medical devices since 
1999 in which promising phase 2 clinical 
trial results were not confirmed in phase 3 
clinical testing. Phase 3 studies did not 
confirm phase 2 findings of effectiveness 
in 14 cases, safety in 1 case, and both safety 
and effectiveness in 7 cases. These 
unexpected results could occur even when 
the phase 2 study was relatively large and 
even when the phase 2 trials assessed 
clinical outcomes. In two cases, the phase 
3 studies showed that the experimental 
product increased the frequency of the 
problem it was intended to prevent.

While those examples (found with a simple 
Google search) are anecdotal, evidence abounds 
that R&D is unsuccessful as well as successful.41 
The section 174 deduction does not discriminate 
between successful and unsuccessful R&D, and 

the deductions for both must be allocated 
between U.S.- and foreign-source income.

The preamble posits that those unsuccessful 
R&D amounts are fully funded by returns to 
intangible property alone, and not from any other 
source of return, including profits from a CFC in 
the form of a subpart F inclusion or GILTI. That is 
implausible as an economic matter, and the 
preamble provides no factual foundation for that 
premise other than the assertions of interested 
commentators.

In light of the presence — indeed, the 
prevalence — of unsuccessful R&D in some 
industries, the argument that all R&D would be 
compensated by returns solely to intangible 
property is not credible because arm’s-length 
counterparties cannot be assumed to pay for all 
unsuccessful R&D when they pay for intangible 
property rights. To fund R&D, most businesses 
will have to rely on margins from their successful 
products and services as well as returns to 
intangible property.42

The existence of unsuccessful section 174 R&D 
expenditures is one reason the first premise is 
unreliable as a basis for the interpretation in the 
proposed regulations.

C. Successful R&D
1. Protecting intellectual property rights.
An important rationale for intellectual 

property legal protection is that knowledge 
developed from R&D is nonrival in consumption 
— that is, one company’s use of the knowledge 
does not prevent another from using the same 
knowledge unless there are market restrictions on 
use, including most usual legal protections.43 In 
other words, even if R&D results in intangible 
property such as a copyright, design, or process, it 
does not necessarily translate solely into gross 
intangible income if that property can be used by 
another person for free because there is no 
restriction on its use. For the intangible property 
to generate income in a competitive market, the 
owner must take the steps necessary to cause it to 

40
Alex Philippidis, “Unlucky 13: Top Clinical Trial Failures of 2018: 

Biopharmas Pursue Costly Studies Despite Data Showing Low Success 
Rates,” Genetic Engineering & Biotechnology News, Feb. 11, 2019.

41
To say a third party does not pay for failed R&D also is not to say 

that unsuccessful R&D never has value. See Shay, J. Clifton Fleming Jr., 
and Robert J. Peroni, “R&D Tax Incentives: Growth Panacea or Budget 
Trojan Horse?” 69 Tax L. Rev. 419, 427 (2016) (R&D “that initially is 
‘unsuccessful,’ whether in terms of the research objective or 
commercially, may nonetheless result in an advance in innovative 
knowledge. This knowledge may or may not later be used in projects 
that yield advances in other knowledge, processes, or practical 
applications and even commercial success.”).

42
Mature multinational corporations also may fund R&D from 

capital. See National Venture Capital Association, “What Is Venture 
Capital?”

43
See Joint Committee on Taxation, “Economic Growth and Tax 

Policy,” JCX-47-15, at 18 (2015).
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be legally protected in each market where it will 
be used to generate income.

The first premise, that successful R&D 
ultimately results in the creation of intangible 
property that will be used to generate income, 
does not account for the circumstances in which 
intangible property from R&D is not separately 
compensated. In practice, intellectual property 
legal protections for intangible property in any 
given case can vary from nonexistent to strong.

Businesses decide whether to protect 
intellectual property based on a market-by-
market cost-benefit analysis. Companies do not 
seek patent protection for their inventions in 
every market. They expend what they consider 
necessary to protect rights that would be worth 
asserting or that are necessary to resist 
infringement claims.44 Some categories of 
property may be protected by multiple forms of 
intellectual property legal protections (for 
example, software might be covered by a patent, 
copyright, or trademark).45 Whether to seek legal 
protection, which form of protection to seek, and 
whether to prosecute infringement all involve a 
cost-benefit analysis of business and legal 
considerations. Each decision affects whether and 
the extent to which the intangible property 
contributes to income generation.

Even when a taxpayer takes appropriate steps 
to protect intellectual property, the mere claim of 
an intellectual property right, including a 
registered patent or trademark, does not establish 
legal validity. A recent analysis found that of 2,534 
patents that had been fully reviewed by the Patent 
Trial and Appeal Board, 2,138 (84 percent) were 
determined to be “unpatentable/cancelled.”46 
Even when an intellectual property right is valid, 
there are reasons it may not be enforced.47

Yet the proposed regulations treat intangible 
property as though it were a category of asset that 

taken separately reflects the full value of the 
underlying R&D. To hold value, an intangible 
property right, which is a creature of law (and in 
many cases the law or the facts necessary to 
satisfy the law are uncertain), must be legally 
protectible. Whether intended or not, a great deal 
of R&D is performed to generate knowledge that 
is not legally protected or that would not be if 
challenged. The proposed regulations’ premise 
that R&D is performed to create intangible 
property income assumes without evidence that 
intangible property ultimately stemming from 
R&D is legally protected in every jurisdiction 
where the CFC earns income.

To frame the broader point consistent with 
routine intellectual property business practices, 
companies seek to maximize profits and generally 
are concerned with the legal status of intellectual 
property only as it affects profits. Companies do 
not engage in R&D solely because it will result in 
a legally enforceable intellectual property right 
that taken alone will earn a return to pay for the 
R&D (although that approach may be followed by 
some businesses, such as those engaged 
exclusively in R&D). A rational business engages 
in R&D in the expectation that the resulting 
knowledge will contribute in some manner to 
overall return in whatever form (including 
through the earnings of a foreign subsidiary). 
That is the premise of all the R&D allocation 
regulations since 1977. For this second reason, the 
first premise is faulty.

2. The proposed regs fail to account for some 
business strategies.
The first premise also fails to take account of 

the business reality that an increasingly important 
subset of modern intellectual property business 
strategies involves licensing the fruits of the R&D 
royalty free and earning returns through the 
provision of goods and services. Businesses use 
open access intellectual property business 
models, such as open-source software platforms. 
For example, Alphabet Inc.’s Google has invested 
substantial R&D in developing its Android 
smartphone operating system,48 which is open 

44
Intellectual property rights may be owned by persons who are not 

engaged in the business to which the rights relate (a non-practicing 
entity) but who seek to earn returns from asserting intellectual property 
claims.

45
See Shay, Fleming, and Peroni, supra note 41, at 427.

46
See Josh Malone, “Assessing PTAB Invalidity Rates,” USI, Dec. 19, 

2019. That continues a pattern seen in earlier data. See Andrew Blair-
Stanek, “Profits as Commercial Success,” 117 Yale L.J. 642, 646 (2008).

47
See, e.g., Clark D. Asay, “Patent Pacifism,” 85 Geo. Wash. L. Rev. 645 

(2017) (discussing the phenomenon of many patents not being enforced).

48
Alphabet Inc., the parent of Google, does not break out Android-

related R&D expenses or revenues in its financial statements. However, 
Alphabet had R&D expenses of $26 billion, or 16.1 percent of revenue, in 
2019. Alphabet 10-K for year ended December 31, 2019, at 36.
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source and thus available for free to other 
businesses (and to Google’s own subsidiaries). 
Google instead generates substantial profits from 
Android through mobile advertising sales, as well 
as from its app store, Google Play.49

Modern intellectual property business 
strategy includes a spectrum of possible business 
uses of intellectual property rights. As stated 
succinctly by John Palfrey in 2012:

This spectrum starts with full exclusion on 
one end. That’s the sword and shield 
mode. In the middle is limited exclusion, 
where you let some people use your 
intellectual property for some purposes. 
That’s the licensing approach. And then 
there’s open access on the other end of the 
spectrum, where you permit unlimited 
use by others.50

Because the case of interest here is when 
intellectual property is made available by a U.S. 
shareholder to its CFC, it is unnecessary to consider 
the strategy of full exclusion.51 That leaves the 
licensing or open-access approaches. The first 
premise of the proposed regulations, that all 
intercompany transfers of intellectual property 
rights are compensated, conveniently disregards 
the open-access strategy, even though the use and 
profitability of that strategy have grown 
dramatically since Palfrey’s primer was published.52

The objective of investing in open-source 
software is to expand the user base to which 
additional goods and services can be sold. 
Making software open source assures customers 
and third-party developers that it will remain 
available even if one company goes out of 
business or is forced to end relationships by trade 
sanctions. Moreover, making software open 
source ensures that other developers will 
contribute improvements to it. For-profit 
companies that use an open-access strategy by 
definition are not eleemosynary institutions; they 
earn their returns other than from directly 
monetizing intangible property from the R&D 
performed to enhance open-source software.

As another example, consider Red Hat Inc., 
acquired by IBM in 2019 at a $32 billion enterprise 
valuation. Red Hat provides open-source 
software solutions to domestic and international 
customers.53 In other words, the software is not 
subject to a license fee and Red Hat has indicated 
that indeed it does not charge a royalty for its 
patents.54 Instead, it provides products and 
services compensated by subscription and 
services revenue.55 In fiscal 2019, Red Hat reported 
R&D expense on its income statement equal to 
approximately 20 percent of revenue. In other 
words, Red Hat conducts material amounts of 
R&D that for this discussion may be assumed to 
be at least partly for creating intangible property 
(patents and potentially copyrightable software), 
but, under its “patent promise” and open-source 

49
Joel Rosenblatt and Jack Clark, “Google’s Android Generated $31 

Billion Revenue, Oracle Says,” Bloomberg Law, Jan. 19, 2016 (revenue 
and earnings estimated based on sealed documents that were 
accidentally released to the public in a court filing). Alphabet’s 2019 10-K 
tax footnote shows the company had continuing income from foreign 
operations of $23 billion. “Substantially all of the income from foreign 
operations was earned by an Irish subsidiary.” Alphabet 10-K, supra note 
48, at 84-85.

50
John Palfrey, Intellectual Property Strategy 89 (2012). See also William 

W. Fisher III and Felix Oberholzer-Gee, “Strategic Management of 
Intellectual Property: An Integrated Approach,” 55 Cal. Mgmt. Rev. 157 
(2013).

51
Assume the shareholder holds sufficient voting or economic power 

to control the CFC for section 482 purposes.
52

Many technology companies have released the benefits of their 
R&D into the public domain as open source. Apple Developer states, 
“Open source software is at the heart of Apple platforms and developer 
tools, and Apple continues to contribute and release significant 
quantities of open source code.” Apple Open Source (last viewed Mar. 4, 
2020). Facebook proclaims that it is “building community through open 
source technology,” which includes PyTorch, a leading artificial 
intelligence library. Facebook Open Source (last viewed Mar. 11, 2020). 
Moreover, there is a move toward open-source microprocessor designs 
as well. “Open-Source Computing: A New Blueprint for 
Microprocessors Challenges the Industry’s Giants,” The Economist, Oct. 3, 
2019.

53
The Red Hat Inc. 2019 Form 10-K reported that it had foreign 

subsidiaries, that approximately 45 percent of its revenue was from 
unaffiliated foreign customers, and that it had GILTI inclusions.

54
Id. at 29:

As part of our commitment to the open source community, we 
provide our Patent Promise on software patents. Under our Patent 
Promise, we agree, subject to certain limitations, to not enforce our 
patent rights against users of open source software covered by any open 
source license listed by the Open Source Initiative as meeting its 
definition of “Open Source” or listed by the Free Software Foundation as 
meeting its definition of “Free Software.”

55
Id. at 43. Management’s overview of its business states:

Therefore, we do not recognize revenue from the licensing of the 
code itself. We provide value to our customers through the development, 
aggregation, integration, testing, certification, delivery, maintenance, 
enhancement and support of our Red Hat technologies, and by 
providing a level of performance, scalability, flexibility, reliability and 
security for the technologies we package and distribute.

We derive our revenue and generate cash from customers primarily 
from two sources: (i) subscription revenue and (ii) training and services 
revenue. These arrangements typically involve subscriptions to Red Hat 
technologies.
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licensing, will not charge third parties for that 
property.

Under that kind of business model, the 
income earned to support R&D is from providing 
services to customers, including through foreign 
subsidiaries. Yet the income from foreign 
subsidiaries that is received as subpart F or GILTI 
inclusions would be excluded from R&D 
allocation under the proposed regulations.

The implication of an open-access business 
model may be illustrated by modifying the facts 
of Example 1 in prop. reg. section 1.861-17(g) to be 
an open-access intellectual property services 
business model.

Assume X is a U.S. open-source software 
company that provides enterprise IT services (SIC 
Code 737) to large customers in the United States. 
Y is a wholly owned foreign subsidiary of X that 
provides enterprise IT services (SIC Code 737) to 
large customers outside the United States. X 
develops and distributes software and technology 
tools to customers royalty free under an open-
source license. X has U.S. R&D of $60,000, X’s 
gross receipts (and gross income) from sales are 
$140,00056 and Y’s gross receipts (and gross 
income) from sales are $50,000 (unreduced by a 
royalty).

X has gross income from U.S. IT services of 
$140,000 and gross income included under section 
951A of $50,000, all of which is related to Y’s IT 
services. The R&D expenditures were related to IT 
services in SIC Code 737 and are directly allocated 
to gross intangible income in SIC Code 737, which 
as defined in the proposed regulations includes 
X’s IT services but excludes X’s section 951A gross 
income attributable to Y’s IT services. No further 
analysis is required because for section 904 
purposes there is no gross intangible income in 
the statutory grouping of foreign-source taxable 
income because it excludes a section 951A 
inclusion.

As in Example 1 of the proposed regulations, 
half of the $60,000 R&D deduction ($30,000) 
would be exclusively apportioned to the United 
States. The remainder would be apportioned 
based on gross receipts in the statutory grouping 

of foreign-source general category income 
because Y licensed (even if royalty free) intangible 
property developed by X related to the SIC code. 
The apportionment fraction would be Y gross 
receipts from IT sales ($50,000) over total gross 
receipts from IT sales ($190,000), or 26.32 percent. 
The allocable R&D would be $7,895. That 
allocation seems clearly wrong because the R&D 
that should be apportioned to GILTI is artificially 
shifted to the general category.

Our example illustrates that the assumption 
that R&D generates an intangible that will be 
compensated will be incorrect in a range of 
important cases.

If, alternatively, the facts of Example 1 of the 
proposed regulation are changed and it is 
assumed that X provided services to Y for which 
it charged a fee, it is unclear when the fee for those 
services would be considered gross intangible 
income. Presumably the fee would not be gross 
intangible income if the services were described in 
the services-cost safe harbor of the services 
transfer pricing regulations. If the services were IT 
support services provided by X to Y, however, the 
fee potentially could be considered gross 
intangible income if the services income to X 
related (in whole or in part) to know-how, a 
method, a procedure, technical data, or other 
section 367(d)(4) intangible. If the gross intangible 
income amount were the same as the royalty in 
the proposed regulations example ($10,000), it 
would attract an allocable R&D expense 
(although different from the amount in Example 1 
because of the difference in gross receipts for 
goods as opposed to services).

The increasing use of open-access intellectual 
property business strategies is a third reason the 
preamble’s first premise is not reliable as a basis 
for the interpretation in the proposed regulations.

D. The Section 482 Fallacy

1. Sections 482 and 367(d) cannot be relied 
on.
The reliance on section 482 to not allocate 

deductions to CFC income is misplaced. Even 
when the U.S. shareholder possesses intangible 
property that generates income, the second 
premise, that section 482 will assure an arm’s-
length return to the intangible, is unreliable for 56

Our example treats X’s gross receipts as being the same as its gross 
income in Example 1 in the proposed regulations.
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reasons involving the structure and role of section 
482.

Section 482 is a discretionary enforcement tool 
for transactions between persons under common 
control and not a rule of accounting prescribing a 
charge for income from a particular asset or class 
of assets. The objective of the enforcement tool is 
to ensure clear reflection of income in common 
control transactions. The policy rationale for 
section 482 is to make neutral the decision 
whether to transact with a related or unrelated 
party.57

The discretionary enforcement relies on a 
counterfactual standard: what unrelated persons 
would have done in the same transaction in 
similar circumstances. Section 482 does not 
prescribe a single price for a good or service but 
seeks equivalence between related and unrelated 
party transactions by using a standard that has 
broad flexibility to encompass different 
transactions in different industries. The utility of 
the standard relates to its flexibility across 
differing circumstances, but the confidence level 
in any result under the standard differs 
dramatically depending on the nature of the 
property or service, the circumstances of the 
transaction, and the available data.

Three material errors could result from the 
proposed regulations’ misplaced reliance on 
section 482. First, there are circumstances in 
which R&D will be performed that benefits 
activity in the same product area conducted by an 
affiliate, but it is unrealistic to expect section 482 
enforcement to impose a compensatory charge. 
Second, the clear reflection of income standard in 
section 482 does not distinguish between 
categories of income, including whether income is 
gross intangible income, and if it did, it would 
dramatically expand the number of section 482 
cases. Third, under section 482, a charge may be 
required, but the permissible charge will not 
necessarily capture the full amount of income 
benefitted by the R&D. Moreover, there most 
often is uncertainty and variability in what 
constitutes a permissible charge.

2. Limits of section 482 enforcement.
The second premise treats section 482 as 

though it were a positive law accounting rule that 
requires a specific amount of income, based on an 
arm’s-length price, to be included on a tax return 
for any transfer to a CFC of intangible property or 
rights. That is not what section 482 does nor is that 
what is intended. Section 482 is a grant of 
enforcement authority governed by a standard.58 
The words of the statute are instructive:

The Secretary may distribute, apportion, 
or allocate gross income, deductions, 
credits, or allowances between or among 
such organizations, trades, or businesses, 
if he determines that such distribution, 
apportionment, or allocation is necessary 
in order to prevent evasion of taxes or 
clearly to reflect the income of any of such 
organizations, trades, or businesses.

It is well understood that section 482 is an 
enforcement tool for the government and may not 
be asserted by the taxpayer.59 Moreover, the 
application of the rule requires that it be asserted, 
and the government’s resources for doing so are 
limited.

Consider the example of U.S. R&D performed 
by a U.S. shareholder of a CFC that contributes to 
a line of business also conducted by the CFC, but 
does not result in an independently transferrable 
intangible.60 Under current law, residual business 
intangibles are supposed to be compensated 
when their value is transferred irrespective of the 
formality of a legal transfer. That is easily seen in 
the transfer of assets constituting a business, but is 
much harder to discern when the residual 

57
Reg. section 1.482-1(a)(1) (“Section 482 places a controlled taxpayer 

on a tax parity with an uncontrolled taxpayer by determining the true 
taxable income of the controlled taxpayer.”).

58
The standard is described in the first two sentences of reg. section 

1.482-1(b)(1) — not just the first sentence taken out of context:
In determining the true taxable income of a controlled taxpayer, the 
standard to be applied in every case is that of a taxpayer dealing at 
arm’s length with an uncontrolled taxpayer. A controlled 
transaction meets the arm’s length standard if the results of the 
transaction are consistent with the results that would have been 
realized if uncontrolled taxpayers had engaged in the same 
transaction under the same circumstances (arm’s length result).

The standard is not what do arm’s-length persons do but instead 
what would arm’s-length persons do in the same transaction in the same 
circumstances.

59
See reg. section 1.482-1(a)(3).

60
See Amazon.com Inc. v. Commissioner, 934 F.3d 976 (9th Cir. 2019), 

aff’g 148 T.C. 108 (2017). The Ninth Circuit accepted the U.S. Tax Court’s 
distinction between independently transferrable intangibles and 
residual business intangibles that cannot be bought and sold separately.
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intangible is adjacent to an independently 
transferrable intangible licensed to the CFC.61 
There is no meaningful experience applying the 
concepts of the now expired 2015 temporary 
regulations and the new TCJA rules in that 
context. It would be difficult, even if appropriate 
under current law, to charge for that R&D 
separately or increase an existing royalty rate for 
it. If the R&D enhances the value of the company’s 
line of business, there is no reason to believe the 
business conducted through a CFC is less 
benefited than the same business conducted by 
the U.S. shareholder.

As another example, section 482 will not 
effectively police the boundary of a return to an 
intangible owned by a U.S. shareholder if its CFC 
uses the intangible to earn subpart F income. 
When a taxpayer makes intellectual property 
available to its CFC without a charge and the CFC 
uses the intangible to earn subpart F income — 
whether by licensing the transferred right for a 
royalty that is foreign personal holding income62 
or by performing services that are foreign base 
company services — the income from the 
intangible right would be included in the U.S. 
shareholder’s income as a result of the subpart F 
inclusion.

Accordingly, the second premise disregards 
the reality — well known to Treasury (as well as 
multinationals) — that a taxpayer is tested under 
section 482 only if challenged, that challenges to 
transfer pricing are resource intensive for the 
government, that the probability of a successful 
challenge by the government is uncertain, and 
that the few cases brought have a wide range of 
outcomes that encourage aggressive tax 
planning.63 Importantly, there is no bar to filing a 
return that would be adjusted under section 482 if 
examined and litigated to final conclusion. For 

those reasons, there is little downside risk for a 
taxpayer that takes a transfer pricing position on a 
tax return that is defensible but still likely to fail.64

3. Section 482 allocations do not distinguish 
income categories.
The section 482 regulations include a set-off 

rule. Even if an adjustment to a taxpayer’s income 
from a CFC is warranted for undercharging for 
intangible property, under the regulations, no 
allocation is required if in the same year the 
taxpayer overcharged the CFC in another 
transaction, without regard to whether the other 
transaction is in the same product category as that 
which the intangible benefits. In that case, absent 
the allocation (and none would be required), the 
arbitrary limitation of the R&D allocation to gross 
intangible income would result in a zero R&D 
allocation. Again, that shows that the proposed 
regulations’ reliance on section 482 is misplaced.

Returning to the example in which a royalty 
should be charged that would have reduced 
subpart F income, changing the categorization of 
the income from a subpart F inclusion to a royalty 
would not change the FTC limitation category of 
the income. Strangely, under the proposed 
regulations’ arbitrary gross intangible income 
approach, R&D would not be allocated to the 
subpart F income but would be allocated if it were 
a royalty.65

To be effective, the proposed regulations’ 
R&D allocation rule would have to create a new 
category of potential section 482 cases, recasting 
subpart F income and GILTI as royalties to protect 
the FTC limitation by requiring an appropriate 
R&D expense allocation.66 It simply is not credible 
that assuming it spotted the issue, the IRS would 
use its scarce resources to adjust the intangible 
return portion of the subpart F income inclusion 

61
See, e.g., reg. section 1.482-1T(f)(2)(i)(E), examples 7, 10, and 11 

(2015) (expired Sept. 14, 2018). The TCJA amended section 367(d)(4) to 
add to the definition of intangible property goodwill, going concern 
value, or workforce in place, as well as other items whose value or 
potential value “is not attributable to tangible property or the services of 
any individual.”

62
In determining the FTC limitation category of a subpart F inclusion 

for foreign personal services income attributable to a royalty, the 
activities of affiliates may be taken into account in determining whether 
the inclusion is in the passive or general limitation. Reg. section 1.904-
4(b)(2)(iii)(B).

63
See, e.g., Amazon.com, 148 T.C. 108.

64
While there are potential penalties for a substantial valuation 

misstatement, penalty enforcement is mixed in the relatively few cases in 
which there is a transfer pricing examination and is avoided if the 
pricing used satisfies reasonable cause documentation standards. 
Sections 6662(e)(3), 6664(c).

65
As noted, the CFC’s sales would still be taken into account in 

determining the R&D apportioned to the gross intangible income that 
includes the royalty.

66
The proposed regulations create another incentive for taxpayers to 

undercharge royalties to CFCs (in addition to the incentives to maximize 
GILTI and exempt FDRD income) when the foreign effective rate is 
sufficiently low (less than 13.125 percent, assuming the royalty would 
qualify as foreign-derived intangible income).
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to be a royalty (thereby reducing the subpart F 
inclusion by the same amount without changing 
the overall amount or source of U.S. taxable 
income).

4. The uncertainty of applying section 482.
In many cases it will be unclear as a factual 

matter whether even successful R&D should be 
the subject of a charge under section 482. It may be 
incurred in a year before the R&D project is found 
to be successful. If it is successful, it may not have 
been identified with intangible property. The 
R&D may be basic R&D and not used directly in 
the company’s single line of business, but it may 
add to the company’s background knowledge or 
enhance its reputation in its industry. In that case, 
there is no reason to believe a priori that those 
deductions would not benefit the same line of 
business conducted in a CFC (for example, in 
Juárez, Mexico) to the same extent as that 
conducted directly by the taxpayer (for example, 
in El Paso, Texas).

When the R&D can be associated with an 
intangible, so that a section 482 charge would be 
clear, the reported decisions illustrate the wide 
range of potential results. For example, in Amazon, 
the Ninth Circuit upheld the U.S. Tax Court’s 
determination of a buy-in for three categories of 
intangible property of $779 million compared 
with the taxpayer’s position of $254.5 million. The 
accepted adjustment is 306 percent of the 
taxpayer’s position. Absent the IRS’s examination, 
the U.S. group’s gross intangible income would 
have been half a billion dollars less.

For all the preceding reasons, the second 
premise and its reliance on section 482 to assure 
that all R&D resulting in intangible property that 
generates income and benefits a CFC is fully 
compensated is unreliable.

E. The Section 367(d) Fallacy

Further, the preamble would rely on section 
367(d) to ensure proper compensation for 
transfers of intangible property in an outbound 
section 351 or 361 exchange. Sections 351 and 361 
involve transfers of property. As noted, R&D 
expenditures deducted under section 174 are not 
capitalized to the cost of any property under 
sections 263 or 263A. Accordingly, it is a factual 
question in each case whether the income in 

question fully compensates the portion of R&D 
appropriately associated with the intangible asset. 
A section 367(d) royalty would be required, as 
distinguished from the application of section 482, 
but its application raises the same questions in 
determining the appropriate royalty as 
previously discussed for section 482. Section 
367(d), which applies to a much more limited 
category of cases than section 482, offers no 
panacea as an assurance that all R&D will be 
separately compensated.

F. Turning the Statutory Rationale on Its Head

Best practices in tax system design counsel 
building redundant protections around tax 
boundaries otherwise protected only by 
provisions that are standard-based and difficult to 
administer and enforce. In the case of section 482 
and the boundary between a domestic 
corporation and a low-taxed CFC, that is one 
reason for the statutory adoption of GILTI.67 
Congress intended subpart F and GILTI as rule-
based backstops to catch abuses that the 
standards-based approach of section 482 fails to 
stop.

It is disingenuous to rely on a second premise 
that section 482 addresses intangible transfer 
pricing issues when Congress included GILTI in 
the TCJA as a result of concern about profit 
shifting in an exemption or territorial system, a 
concern that would not exist if transfer pricing 
“worked” to identify and fully compensate those 
transfers. If Congress believed that to be the case, 
the GILTI regime would be unnecessary. The 
proposed regulations would turn that structure 
on its head, relying on section 482 to correct 
misallocations of R&D deductions for subpart F 
and GILTI purposes.

The second premise is utterly unreliable as a 
basis for the interpretation in the proposed 
regulations. The broad allocation of deductions to 
foreign income under section 862 — and 
allocation of R&D to income in broad product 
categories and apportionment based on sales that 
look through CFCs — explicitly does not rely on 

67
See Tim Dowd and Paul Landefeld, “The Business Cycle and the 

Deduction for Foreign Derived Intangible Income: A Historical 
Perspective,” 71 Nat’l. Tax J. 729, 730 (2018) (GILTI adopted to counteract 
shifting of mobile earnings to overseas subsidiaries to avoid U.S. tax).
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the vagaries of section 482 application and 
enforcement. The proposed regulations’ 
segregation of gross intangible income to exclude 
allocation of R&D expense to CFCs’ subpart F 
inclusions and GILTI is inconsistent with that 
statutory design and all prior regulatory 
interpretations.

V. Is There a Sound Policy Justification?
The proposed exclusion of subpart F 

inclusions and GILTI from allocation of R&D is an 
arbitrary and unprecedented interpretation of the 
statute. For the reasons above, the preamble’s 
justification for that interpretation is deeply 
flawed and does not provide a reasoned 
justification for the rule.

One could ask whether the rule can otherwise 
be justified on policy grounds. The preamble 
suggests, without providing any empirical 
support, that failure to adopt the rule would cause 
R&D to be located outside the United States. Any 
allocation to foreign income of a U.S. shareholder 
deduction for an expense that is not deducted in 
the foreign country (for example, stewardship 
and R&D) and that reduces allowable FTCs 
increases the marginal U.S. tax on that activity 
compared with no allocation. Whether that is 
good policy depends on whether any R&D that 
would relocate as a result of the allocation (after 
accounting in the baseline for the effects of higher 
tax benefits for deductions in other countries and 
lower tax rates on some intellectual property 
income) would result in a detriment to the United 
States that exceeds the benefit of having the 
additional tax revenue from R&D (whether it is 
used for pandemic relief, other social needs, 
defense, deficit reduction, or debt reduction). 
That is an empirical question not addressed in the 
preamble.

The responsiveness of the location of R&D 
depends on factors and elasticities that are not 
analyzed in the preamble. Indeed, there is little 

prior evidence on whether R&D allocation would 
drive location decisions,68 and we are unaware of 
any empirical analysis of the questions under the 
new law. If, however, a rationale for the proposed 
rule is to serve as an incentive for U.S.-located 
R&D, that incentive would be poorly designed:

• The subsidy would primarily benefit R&D 
of multinationals, not R&D of small and 
medium-size businesses and start-ups. Yet 
there is reason to believe that R&D at small 
and start-up businesses is more 
productive.69

• The subsidy for a CFC’s taxes paid to foreign 
governments would support foreign rather 
than U.S. investment, and would be directed 
at R&D whose benefits are in whole or in 
part for non-U.S. business. That support for 
foreign over U.S. investment has not been 
proven justified by the spillover benefits 
from the U.S. R&D that assertedly would be 
shifted abroad.

• The subsidy arises from reimbursing foreign 
taxes on U.S. income contrary to the purpose 
of the FTC limitation. While we support 
crediting income taxes paid to foreign 
governments, it is long-standing U.S. policy 
that foreign taxes should not be reimbursed 
from U.S. taxes on U.S. income.

• If the recipients of the subsidy’s benefit are a 
U.S. multinational’s public shareholders,70 
the preponderance of those beneficiaries 
who are U.S. residents would be high 
income, wealthy, and most often both. The 
subsidy would worsen rather than alleviate 
U.S. income inequality. Moreover, based on 
the best available data of who owns U.S. 

68
See OECD, “R&D Tax Incentives: Design and Evidence,” DSTI/

IND/STP(2016)1, at 16 (Feb. 19, 2016) (“The effect of R&D tax incentives 
on the R&D location choice by [multinationals] remains a relatively 
unexplored issue. Estimation of this effect is complicated by a scarcity of 
relevant data and the complex interaction of tax regimes across and 
within countries.”). The TCJA’s research amortization requirement, supra 
note 29, likely would be more of a driver of research location activity 
than R&D expense allocation.

69
Martin A. Sullivan, “Will International Tax Reform Slow U.S. 

Technology Development?” Tax Notes, Nov. 4, 2013, p. 459, 461; Zoltan J. 
Acs and David B. Audretsch, Innovation and Small Firms 40 (1990) 
(explaining the innovative successes of smaller enterprises, with one 
reason being less bureaucracy); Scott Kirsner, “11 Ways Big Companies 
Undermine Innovation,” Harv. Bus. Rev. Blog, Oct. 21, 2013.

70
This discussion does not address the allocation of the burden of the 

corporate tax. See JCT, “Modeling the Distribution of Taxes on Business 
Income,” JCX-14-13, at 30 (Oct. 16, 2013).
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equities, as much as 25 to 35 percent of the 
beneficiaries would not be U.S. residents.71

There is no principled and empirically 
supported policy rationale for the complete 
exclusion of CFC earnings from R&D expense 
allocation. It goes without saying that the global 
COVID-19 pandemic provides no cover for the 
proposed regulations’ exclusion of CFC earnings 
from R&D allocation. Federal revenue would be 
better used for public expenditures than for 
subsidizing foreign investment of U.S. 
multinationals.72

VI. Conclusion

The proposed regulations’ failure to allocate 
R&D expense to subpart F inclusions and GILTI is 
a radical change to the long-standing regulatory 
interpretation of taxable income from sources 
outside the United States. There is no indication in 
the TCJA legislative history that Congress sought 
that change, and there is a long contrary history 
indicating congressional blessing of or 
acquiescence to the approach of the current 
regulations.

The proposed regulations’ justifications for a 
non-allocation rule do not withstand scrutiny. The 
assertion that R&D ultimately results in 
intangible property disregards the substantial 
expenditures made for unsuccessful R&D that do 
not result in intangible property. The assertion 
that R&D resulting in intangible property will be 
compensated by returns to that property 
disregards the substantial R&D performed to 
develop or support intangible property licensed 
under open-license or royalty-free business 
models. It also disregards the difficulty of 
associating R&D with intangible property 
developed long after the R&D expense was 
incurred. Finally, the assumption that the section 
482 transfer pricing authority granted to the 

government will assure that all returns from 
intangible property developed from R&D will be 
paid by CFCs defies the practical realities of 
enforcing transfer pricing and belies the 
congressional purpose for adopting the GILTI 
regime to restrict profits shifting despite the 
availability of section 482.

The effect of the proposed regulations’ R&D 
allocation rule will be to overstate taxable income 
from non-U.S. sources in the numerator of the 
FTC limitation fraction and thereby 
inappropriately reimburse taxpayers for foreign 
taxes on U.S. income. That will benefit the foreign 
countries whose taxes would be reimbursed by 
the United States.

The proposed regulations’ exclusion of 
subpart F inclusions and GILTI from R&D 
expense allocation should not be adopted. 
Instead, R&D deductions should be allocated 
across all categories of income in groupings of 
three-digit SIC product categories, and those 
allocations should otherwise follow reg. section 
1.861-17 as it would be modified by the proposed 
regulations. 
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See Leonard E. Burman, Kimberly A. Clausing, and Lydia Austin, 

“Is U.S. Corporate Income Double Taxed?” SSRN (May 4, 2017) (building 
on work of Steven M. Rosenthal and Austin, “The Dwindling Taxable 
Share of U.S. Corporate Stock,” Tax Notes, May 16, 2016, p. 923).
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One of us has explored treating some R&D more favorably than 

other expenses, but only in the context of replacing the FTC framework 
with a deduction-based approach to allocable expenses conceptually 
similar to early Obama administration proposals. See Patrick Driessen, 
“Expense Allocation Is Dead; Long Live Expense Location Neutrality,” 
Tax Notes, Mar. 25, 2019, p. 1485.
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