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Expense Allocation
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Overview of the Expense Allocation Provisions in the Regulations 

Final regulations generally adopt the approach of the proposed regulations, though several 
modifications were made to clarify the operation of the rules
• The Final Regulations adopt the application of section 864(e)(3) to GILTI assets
• No additional relief on interest expense was included in either regulation though comments 

requested, including to address the effectiveness of worldwide allocation of interest under section 
864(f) starting in 2021

• Revision to the application of section 864(e) to assets producing FDII
Proposed regulations also provide guidance addressing a number of issues
• Research and experimentation
• Stewardship 
• NOLs, litigation damages and settlements
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R&E Expense Allocation: Background

Current rules allocate R&E expenses deducted under section 174 to all income reasonably 
connected with relevant product categories and apportion such expenses according to either a 
sales method or a gross income method (with an exclusive apportionment of a portion of R&E
expenses based on location of R&E activities)
2018 Proposed FTC Regulations requested comments on whether the existing rules for R&E
expense allocation and apportionment should be modified to account for the addition of the GILTI
basket
Commenters generally recommended that R&E expense not be allocated or apportioned to the 
GILTI basket
• US-developed intangible property does not give rise to GILTI inclusions
• To the extent a CFC derives income from intangible property that was developed by the US 

parent, current law requires the CFC to compensate the US parent for the use of such intangible 
property (through an arm’s length royalty or purchase price under section 482, or a section 367(d) 
deemed royalty)
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Overview of Prop. Reg. § 1.861-17

Proposed Regulations adopt the position that R&E expenses should not be allocated or apportioned 
to the GILTI category
Taxpayers must use a gross receipts method of apportionment
• Elective gross income method is eliminated
Proposed Regulations make changes to the existing sales method
• No ability to increase exclusive apportionment based on facts and circumstances
• Elimination of special rules for legally mandated R&E
Effective Date: Prop. Reg. § 1.861-17 applies to tax years beginning after December 31, 2019, but 
taxpayers that are on the sales method may rely on the Proposed Regulation for 2018 and 2019 
provided that they apply it consistently
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Scope: Prop. Reg. § 1.861-17(a)

The 2019 Proposed Regulations clarify the scope of the R&E expense allocation and apportionment 
rules, i.e., what expenses are covered?
“R&E expenditures” are defined as amounts “that a taxpayer deducts, or amortizes and deducts, in 
a taxable year under section 174 or section 59(e)”
• Amounts paid or incurred by the taxpayer to develop or improve a product in connection with the 

taxpayer’s trade or business. See Treas. Reg. §§ 1.174-1 and 1.174-2
Does not include amounts that are not deductible because they are offset by cost sharing 
transaction (CST) payments from a controlled party
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Allocation to Gross Intangible Income: Prop. Reg. § 1.861-17(b)

R&E expenditures are ordinarily allocable to “gross intangible income” related to the relevant SIC 
code category of the taxpayer. 
Gross intangible income means “all gross income earned by a taxpayer that is attributable (in whole 
or in part) to intangible property” that is derived from R&E expenditures, including:
• Income from sales or leases of products or services derived from intangible property
• Income from sales of intangible property
• Income from platform contribution transactions (PCT payments)
• Royalty income from licensing intangible property
• Section 367(d) inclusions
Gross intangible income does not include dividends, GILTI inclusions, subpart F inclusions, or QEF
inclusions
R&E expenditures are allocated based on three digit SIC code categories
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Exclusive Apportionment: Prop. Reg. § 1.861-17(c)

Solely for purposes of section 904, the proposed regulations provide for a 50 percent exclusive 
apportionment based on the predominant location of performance of the R&E
If R&E that accounts for at least 50 percent of R&E expenditures in a SIC code category is 
performed in the United States, 50 percent of such R&E expenditures are apportioned exclusively to 
US source gross intangible income  
• If R&E that accounts for more than 50 percent of R&E expenditures in a SIC code category is 

performed outside the United States, 50 percent of such R&E expenditures are apportioned 
exclusively to foreign source gross intangible income

The proposed regulations eliminate: 
• The ability of taxpayers to establish an increased exclusive apportionment based on facts and 

circumstances
• The special rule for R&E undertaken solely to meet legal requirements imposed by a political 

entity
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Apportionment Based on Gross Receipts: Prop. Reg. § 1.861-17(d)
The proposed regulations eliminate the election to apply a sales or gross income method and instead 
require apportionment based on gross receipts from sales or services
R&E expenditures not apportioned under the 50 percent exclusive apportionment are apportioned in the 
same proportion that:
• Gross receipts from sales and leases of products or services that are related to gross intangible income 

in the statutory grouping and the residual grouping bear, respectively, to
• Total gross receipts in the class
Gross receipts of uncontrolled and controlled parties are included if the taxpayer can reasonably be 
expected to license, sell, or transfer intangible property that would arise from the current R&E expenditures
• Controlled corporations

− Controlled corporation’s gross receipts from cost shared intangibles are not taken into account
• Uncontrolled parties

− Only gross receipts from particular products or services incorporating licensed or transferred 
intangible property are taken into account

− If intangible property is used to make a component of a larger product, only gross receipts 
attributable to the component are taken into account, using reasonable estimate based on principles 
of section 482

− If gross receipts are unknown, a reasonable estimate must be made, using economic analysis based 
on principles of section 482

The statutory grouping or residual grouping to which gross receipts are assigned is the grouping to which 
the gross intangible income related to the sale, lease, or service is assigned
• R&E expenditures are apportioned to the taxpayer’s own income (from sales, services or royalty), not 

the income of controlled or uncontrolled parties
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Prop. Reg. § 1.861-17(g)(1), Example 1

• Allocation: 
− R&E expenditures allocable to gross intangible 

income related to the SIC code category, i.e., sales 
income and royalty
» No allocation to GILTI

• Exclusive apportionment: 
− $30K (50% x $60K) of R&E expenditures is 

apportioned to US source gross intangible income
• Apportionment based on gross receipts: 

− Y’s gross receipts within the SIC code are taken into 
account because Y is reasonably expected to license 
the intangible property that would be developed from 
the current R&E
» SIC code category: R&E expenditures may relate 

to a product that Y does not manufacture or sell. 
See Example 2

− $11,250 ($30K x $300K/$800K) is apportioned to X’s 
gross intangible income attributable to the license to 
Y, i.e., foreign source general category income

− Remaining $18,750 ($30K x $500K/$800K) is 
apportioned to US source income

• Summary:
− $11,250 is apportioned to foreign source general 

category income
− $48,750 is apportioned to US source income

X

Y

R&E:
- R&E expenditures in SIC 

code category: $60K
- All R&E performed in the 

United States

Royalty

X Gross Income:
- US source sales: $140K
- Section 951A (GILTI): $40K
- Foreign source general 

category royalty: $10K
- US source interest: $10K

Gross Receipts:
- US gross receipts (X): $500K
- Foreign gross receipts (Y): 

$300K



1313

Prop. Reg. § 1.861-17(g)(3), Example 3

• Allocation: 
− $60K of R&E expenditures allocable to 

gross intangible income related to the 
SIC code category, i.e., sales income 
and PCT Payment
» No allocation to GILTI

• Exclusive apportionment: 
− $30K (50% x $60K) of R&E expenditures 

is apportioned to US source gross 
intangible income

• Apportionment based on gross 
receipts: 
− None of Y’s gross receipts are taken into 

account because they are attributable to 
the cost shared intangible under the 
CSA

− $30K is apportioned to US source 
income

• Summary:
− $60K is apportioned to US source 

income

X

Y
R&E:
- X incurs research costs of 

$85K for activities conducted 
in the United States but 
cannot deduct $25K by reason 
of CST Payment from Y

CSA

Cost Sharing Arrangement (CSA):
- X and Y terminate license from 

Example 1 and enter into a CSA
- Y makes PCT Payment of $50K to X
- Y makes CST Payment of $25K to X

X Gross Income:
- US source sales: $200K
- PCT Payment: $50K
- Section 951A (GILTI): $100K

Gross Receipts:
- US gross receipts (X): $600K
- Foreign gross receipts (Y): 

$400K
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Stewardship Expenses

Proposed Regulations generally retain the scope of expenses covered in the existing regulations
• Expenses “from ‘overseeing’ functions undertaken for a corporation’s own benefit as an investor in a related 

corporation.”
• Expenses “from ‘duplicative activities’ (as defined in § 1.482-9(l)(3)(iii)) or “shareholder activities” (as defined 

in § 1.482-9(l)(3)(iv)) of the corporation with respect to the related corporation

• For example, stewardship includes expenses of:
− an activity the sole effect of which is either to protect the corporation's capital investment in the related 

corporation, or 
− compliance with reporting, legal, or regulatory requirements applicable specifically to the corporation, or 

both. 



1515

Stewardship Expenses

Proposed Regulations would replace the flexibility of the existing regulations with an asset-based 
approach similar to interest expense
• Current regulations permitted apportionment by “comparisons of time spent by employees 

weighted to take into account differences in compensation, or comparisons of each related 
corporation's gross receipts, gross income, or unit sales volume, assuming that stewardship 
activities are not substantially disproportionate to such factors. 

The only “asset” for this asset-based apportionment is stock (and not the underlying business 
assets)
• Sections 864(e)(3) and 904(b)(4) apply for these purposes
• Treas. Reg. § 1.861-11T(c) eliminates stock of affiliated corporations
• Different than interest, which uses all assets (whether business assets or stock of foreign 

affiliates; solely focused on stock) 
• Special rule for purposes of partnership interests– expenses are directly allocable against the 

income of the partnership
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Simplified Example 18 from the Proposed Regulations

USS CFC3US DE

USP

CFC2

Active 
Business 
Income

Excluded
because 

allocation is 
solely to 

stock

Subpart F, 
Passive 
Income

Included in 
Full – US Tax 

Basis 
Adjusted for 

E&P

GILTI
and Exempt

Income

• GILTI Portion Included 
at 50% Under 864(e)(3)

• Exempt Portion 
Included but Subject 
to 904(b)(4)

Active 
Business 
Income

Excluded 
under Treas. 
Reg. § 1.861-

11T(c)

USP does not elect to 
consolidate with USS, but 
still entitled to a 100% DRD

• Same result if USP and USS 
elect to consolidate

• Can expenses allocable to 
DE be directly allocated?
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Expense Allocation: Damages/Settlement Payments

Proposed regulations provide guidance on the allocation of (1) litigation/arbitral damages, (2) prejudgment 
interest, (3) payments in settlement of/in anticipation of claims for damages, and (4) punitive damages

Type of Claim Allocation Apportionment
Product liability and similar or 
related claims

Gross income produced by the 
sales of products or services that 
give rise to the claims for damage 

No special rule

Event incident to the production 
of products or provisions of 
services 

Gross income ordinarily produced 
by the assets used to produce the 
products or services involved in the 
event

Asset values under §§ 1.861-
9T(g), -12, and -13 used for 
allocating interest

By investors in a corporation, or 
arise from negligence, fraud, or 
other malfeasance 

All gross income of the corporation Asset values under §§ 1.861-
9T(g), -12, and -13 used for 
allocating interest

Gross income is allocated and apportioned to the groupings to which the 
related income would be assigned if the income were recognized in the taxable 
year in which the deduction is allowed  
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Section 864(e)(3) and the Section 250 FDII Deduction

13.125% Rate21% Rate

21% Rate 21% Rate

U.S. Customers/Markets 
Foreign Customers/
Markets or “FDDEI” 

Deemed Intangible
Income (“DII”) 
(Excess of DEI

over DTIR)

Deemed Tangible 
Income Return 

(“DTIR”)
(10% of Qualified 
Business Asset 

Investment (“QBAI”))

U.S. Corporation’s Deduction Eligible Income (“DEI”)

Overview of the FDII System
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Section 864(e)(3) and the FDII Deduction

Proposed Regulations 
• Reduced asset values under section 864(e)(3) for assets that produced FDII by 37.5% (or less if 

the section 250 deduction were reduced under the taxable income limitation
• Two issues with the approach
− Required identifying which assets that produced FDII
− Did not reduce the assets to reflect DTIR

•Final Regulations 
• Revised regulations reduce asset values based on the amount of the FDII deduction to gross 

FDDEI 
• Revises rule to account for DTIR
• Requires the identification of FDDEI-producing assets
− Already required for purposes of the allocation of expenses to FDDEI

• Asset value reduction is based on gross FDDEI income
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Simplified Computation of Section 864(e) and FDII Assets

USPUS Customers

Sales 10,000
COGS 9,000
Gross Income 1000
Deductions 800
Net Income 200

Foreign Customers

Sales 10,000
COGS 9,000
Gross Income 1000
Deductions 800
Net Income 200

Computing USP’s Taxable Income:
Net Income before 250 Deduction 400.00
Sec. 250 Deduction (FDII of 100 X 37.5) 37.50
Taxable Income 362.50

QBAI 2,000
DTIR 200

% 𝐴𝑠𝑠𝑒𝑡 𝑉𝑎𝑙𝑢𝑒 𝑅𝑒𝑑𝑢𝑐𝑡𝑖𝑜𝑛 𝑢𝑛𝑑𝑒𝑟 𝑆𝑒𝑐. 864 𝑒 3
𝐹𝐷𝐼𝐼

𝐺𝑟𝑜𝑠𝑠 𝐹𝐷𝐷𝐸𝐼
37.50
1000 3.75%

• If the basis of FDDEI assets is 1,000, the value is reduced to 962.50

• Impact of a Service company and COGS were expenses?  
.

,

Sales Sales
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Section 904 & 
Branch Basket
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Transition Rules

Regulations provide several regimes to facilitate transition from a two-basket to four-basket world 
Taxpayers can choose how much work they want to do, and need to do a cost benefit analysis of 
whether a reconstruction is worthwhile

Pre-2018 General 
Category Unused 

Foreign Taxes

Do Nothing – Remains 
General Category

Reconstruct – Recalculate 
Branch/General Carryforward 
as if Branch Basket in Effect 

in Prior Years

Safe Harbor – Ratio of Taxes 
Paid by Foreign Branches to 

All General Credits
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Transition Rules

Similar rules apply for SLL/OFL purposes 

Pre-2018 General 
OFL/SLL

Do Nothing – Remains 
General Category OFL/SLL

Reconstruct – Recalculate 
Branch/General OFL/SLL 

as if in Effect in Prior Years

Recapture OFL/SLL Using 
Both General and Branch 

Income
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Branch Basket

New section 904(d) category for income earned by a foreign branch 
A branch is a qualified business unit (QBU), as defined in §1.989(a)-1(b)(2)(ii) and (b)(3), that 
conducts a trade or business outside the United States
• A QBU is “any separate and clearly identified unit of a trade or business of a taxpayer provided 

that separate books and records are maintained” 
• A PE under an income tax treaty is deemed to conduct a trade or business outside the United 

States
Foreign branch gross income is gross income reflected on the separate set of books and records of 
the foreign branch (adjusted to conform to Federal income tax principles)
• Preamble implies that this books and records standard is intended to approximate the base of 

income subject to foreign tax
• Similar to the DCL regime
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Disregarded Payment Rules

The proposed and final regulations provide rules for regarding otherwise disregarded payments for 
purposes of determining branch basket income 
Effectively reattributes income with respect to payments made between a foreign branch and its 
owner that are allocable to gross income of the owner or branch
Certain payments generally excluded from these rules: 
• Interest
• Remittances from the foreign branch
• Contributions to the foreign branch
Special rule for a transfer of intangibles applies section 367(d) and section 482 principles to create 
deemed disregarded payments that are then given effect under these rules 
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Examples: Basic Payment for Services

• P accrues and records on its books and 
records (and not FDRE’s books and records) 
$1,000 of gross income from the performance 
of services to unrelated parties
− $400 is foreign source income in respect of 

services performed outside the United States by 
FDRE

− $600 is U.S. source income for services 
performed in the United States

• $400x of P’s foreign source gross income 
constitutes gross income that is assigned to 
the foreign branch category

FDRE

P Unrelated
Services

$1000

Services

$400
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Examples: Sale of Non-Inventory Property

• P owns Property with a basis of $200, which is 
sold to FDRE for $500

• FDRE sells property to an unrelated person for 
$600

• P records $400 of income on FDRE’s books 
and records 

• The “tentative disregarded basis” of the 
Property is $500 

• On the sale, foreign source gross income 
attributable to P is adjusted upward by $300 
(increasing foreign source general category 
income by $300) and foreign source gross 
income attributable to FDRE is adjusted 
downward by $300 

• Similar to § 1.1502-13 rules? 

FDRE

P

Unrelated
Property

$600

Property

$500
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Examples: Sale of Depreciable Property

• Same as previous example, except the 
property is depreciable 

• In Year 2, P is entitled to a $20 depreciation 
deduction with respect to Property, $18 of 
which is allocated and apportioned to non-
passive income and $2 of which is allocated 
and apportioned to passive income under §§
1.861-8 through 1.1861-14T
− If the transfer of Property were regarded for 

Federal income tax purposes, FDRE would be 
entitled to a $50 depreciation deduction

− 90% of the $30 additional deduction would be 
allocable to non-passive income

• In Year 2, FDRE’s non-passive income is 
reduced by $27, and the non-passive category 
gross income attributable to P is increased by 
$27 in Year 2 

FDRE

P

Unrelated
Property

$600

Property

$500 Year 1

Year 3
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Examples: Sale of Depreciable Property (Continued)

• The “adjusted disregarded gain” with respect to 
Property is $270, which is equal to the lesser 
of $270 (FDRE’s adjusted disregarded basis of 
$470 less the adjusted basis of Property as of 
transfer to FDRE ($200)) and $420 (the gain 
attributable to the regarded sale or exchange 
of Property)

• FDRE’s income of $420 by reason of the sale 
of Property is adjusted downward as in the 
previous example

• Gross income attributable to P is thus adjusted 
upward by $270, and the foreign source gross 
income attributable to FDRE is adjusted 
downward by $270 

• This can get complicated… 

FDRE

P

Unrelated
Property

$600

Property

$500 Year 1

Year 3
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Examples: Intangible Transfer

• If P contributes IP (within the meaning of 
section 367(d)(4)) to FDRE, then 

• For example, if the section 367(d) inclusion 
were $300 in Year 2, $300 of income would be 
attributed to P, reducing branch basket income 
by $300

FDRE

P

IP

“the principles of section 
367(d) are applied by treating 
the foreign branch as a 
separate foreign corporation 
to which the property is 
transferred in exchange for 
stock of the corporation in a 
transaction described in 
section 351” 
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Examples: Intangible Transfer (Upstream)

• If FDRE were a domestic corporation, P were a 
foreign corporation, and IP had been 
transferred in exchange for stock in a 
transaction described in section 351, such that 
section 367(d) applied by its terms (but all 
other facts remained the same), the payment 
determined under section 367(d) would be 
$300

• In Year 2, P is treated as making a $300 
disregarded payment to FDRE, resulting in 
$300 of branch basket income FDRE

P

IP
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Branch Dispositions

The importance of books and records – approximating what the foreign jurisdiction 
will tax – extends to dispositions of branches
• A disposition of an interest in a DRE or the assets of a DRE are generally 

treated the same for Federal income tax purposes 
• By deferring to books and records, however, the regulations distinguish between 

these two transactions

FDRE

P

Unrelated
Assets

$1000
FDRE

P Unrelated
FDRE

$1000

Branch Income Non-Branch Income
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Examples: Intangible Transfer & Disposition Rules

• What if P checks the box on a FDRE? 
• Section 367(a) would require gain recognition 

on the transfer of tangible property, resulting in 
branch income 

• Similarly, if instead of checking the box, P sold 
all the assets (including IP) of FDRE, then the 
gain would be branch basket income 

• But are the section 367(d) inclusions re-
sourced as branch basket income? 
− Different result if inclusions over time?
− What if a deemed sale election is made for the IP 

(assuming an operating intangible), presumably 
branch basket income? 

FDRE

P

IP
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Financial Services 
Entity Definition
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Changes to Financial Services Entity Definition

Original Rule
• 80% AFI
• Treatment of PTI was unclear
• Special rules for look-through of related party payments
2019 Proposed Regulations
• Revised definition to be consistent with AFE rules (954(h))
• PTEP is disregarded as gross income
• Heightened importance of groups for qualification 
• Related party payments are not AFI
Comments Requested
• Application to Qualified Deficit Treatment

» Legislative history of 1986 Act confirms linkage of sec. 952 to sec. 904 rules

» Linkage reaffirmed after 2004 Jobs Act removed FS basket

» Continued application of qualified deficit rules?

» Treasury / Hedging Centers
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Foreign Tax Redetermination
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Foreign Tax Redeterminations Under Section 905(c)

New Proposed Regulations
• Repeal of pooling regime requires amended returns
− Audits & Contested Taxes
− Two Year Rule
− Currency Fluctuations between Accrual and Payment

• Linkage with E&P, GILTI, Subpart F
− High Tax Exception; Tested Income, etc.

• Comments Requested on Predecessor / Successor
− Impact on M&A

Notification to the IRS
• If only impacts FTC carryback/carryover, rules are relaxed
• Pass-through Entities
• Alternative Notification Procedures for LB&I Taxpayers
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Allocating and Apportioning Foreign 
Taxes: 
Prop. Reg. 1.861-20
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Allocating and Apportioning Foreign Taxes: 
Proposed Regulation § 1.861-20

Like 1.904-6, the proposed regulations follow the same general principles for determining the 
application of US basketing concepts to foreign taxes and foreign items of income
General Rules
• Step 1: Assign Foreign Gross Income
• Step 2: Allocate and Apportion Foreign Law Deductions
• Step 3: Allocate and Apportion Foreign Taxes
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Foreign Gross Income:  Differences in Treatment

Initial Question:  Is there a corresponding US Item?
• If there is a corresponding US item, the foreign amount is assigned the US item’s treatment, 

regardless of differences in amount
• If US item is a US loss (or zero), redetermine grouping as if it were a gain
If there is no corresponding US item, it generally will be because it is a difference in tax years 
(timing difference) or a US non-recognition event
• Rule categorizes the taxes as if it is taxed in the same year for US purposes as it is for foreign tax 

purposes (timing difference) or as if it were recognized for US tax purposes (non-recognition 
event)

Special Rules for “Base Differences”
• Specific Listing (gifts, inheritance, death benefits, certain contributions to capital, certain 

distributions)
• Residual Grouping
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Foreign Gross Income:  Actual Distributions
Rules for Foreign Taxes on Actual Distributions

• Foreign dividend, up to the amount that would be considered a dividend 
under US rules, is grouped as if it were US dividend income

• Foreign dividend, up to the amount that is return of capital for US 
purposes, is treated as a base difference (and gets residual grouping)
− Distinction from a timing difference

• Foreign Capital Gain
− Gain up to amount that would be US cap gain is basketed as US capital gain
− Gain up to amount that would be US return of capital is a base difference
− Additional tax on foreign capital gain is allocated as if it were a US dividend

Treatment US Local Tax Result

Dividend 150 100 20 General 

Return of 
Capital

100 160

Cap Gain 50 40 4 Passive

Total 300 300

Treatment US Local Tax Result
Dividend 150 200 40 ¾ General; 

¼ Base Diff.

Return of 
Capital

100 60

Cap Gain 50 40 4 Passive

Total 300 300
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Foreign Gross Income: Specific Cases

Foreign Law CFC Regimes (e.g., Irish sub of UK parent)
• Treated as if the foreign law CFC itself (e.g., Irish sub) is the taxpayer and attributable based on 

its items of income
Disregarded Payments Made by Foreign Branch of a CFC
• Ratable allocation based on accumulated after-tax income in the branch, using relative tax book 

values as the ratio
Disregarded Payments Made by a CFC Branch Owner
• Residual Grouping
− Distinction from a non-recognition event?

Disregarded Sales or Exchanges
• Treated as non-recognition event
Reverse Hybrids
• Treated as if the taxes were paid by the reverse hybrid itself
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Allocating Foreign Deductions and Taxes

Foreign Deductions
• First, any specific foreign law allocations govern
• Second, any allocation principles under foreign law govern
• Third, section 861 principles

Apportionment of Foreign Taxes Among Groupings
• General rule:  use relative taxable income in each grouping to total 

foreign taxable income upon which the tax is imposed
• Foreign exemptions or losses: No tax apportioned to that income
• Withholding taxes: apportioned to income from which it is withheld
• Foreign Specific Levies/ Rates: apportioned specifically to that 

category


