Straﬁord FOR LIVE PROGRAM ONLY

FDII: Claiming New IRC 250 Foreign Derived Intangible
Income Deduction on Form 8993

THURSDAY, MAY 16, 2019:00-2:50 pm Eastern
IMPORTANT INFORMATION FOR THE LIVE PROGRAM

This program is approved for 2 CPE credit hours. To earn credit you must:

A Participate in the program on your own computer connection (no sharing) dif you need to register
additional people, please call customer service at 1 -800-926-7926 ext.1 (or 404-881-1141 ext. 1).
Strafford accepts American Express, Visa, MasterCard, Discover.

A Listen on -line via your computer speakers.
A Respond to five prompts during the program plus a single verification code

A To earn full credit, you must remain connected for the entire program.

WHO TO CONTACT DURING THE LIVE EVENT

For Additional Registrations :
-Call Strafford Customer Service 1-800-926-7926 x1 (or 404-881-1141 x1)

For Assistance During the Live Program :
-On the web, use the chat box at the bottom left of the screen

If you get disconnected during the program, you can simply log in using your original instructions and PIN.



TIpS for Optlmal Quallty FOR LIVE PROGRAM ONLY

Sound Quality

When listening via your computer speakers, please note that the quality

of your sound will vary depending on the speed and quality of your internet
connection.

If the sound quality is not satisfactory, please e -mail sound@straffordpub.com
immediately so we can address the problem.
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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS® FI RMS TO BE USED, AND CANU
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THA
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.

You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction

described in the associated materials we provide to you, including, but not limited to,

any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.
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Summary Outline

I. Section 250(a) FDII Deductiond Generally

h Background

j] Interplay with GILTI provisions

j] Export incentive

j] Eligibility for Deduction and Rate structure

[I. Definitions and Mechanics

j] Gross income calculations and exclusions to determine DEI
Calculating deemed intangible income (including QBAI)
Expense Allocation
Determining foreign derived ratio
Calculating FDII

Pl L | R Lt L

Taxable Income Limitation

Ill. Foreign-derived deduction eligible income (FDDEI)
h FDDEI Sales
i Including documentation requirements under the regulations
i Related Party Transactions
h FDDEI Services
i Including documentation requirements under the regulations

i Related Party Transactions

I\VV. Reporting on Form 8993

] Practicalities and nuances of reporting
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|. Section 250(a) FDII Deduction Generally




Background and Interplay with GILTI

FDII implemented as part of TCJA

MMove to Participation Exemption
f A245A8 Eliminates tax on repatriation of foreign earnings to the US via a DRD
f  Aims to facilitate efficient redeployment of foreign earnings in the US
Amplementation of GILTI

A 951Ad8Broad base current taxation of foreign earnings, but at a lower effective
rate via deduction

f  Aims to disincentivize taxpayers from moving IP out of the US by currently taxing
foreign earnings that are deemed attributable to IP

i But effectively taxes those foreign earnings at a lower rate so as to allow US
multinational to remain competitive with Foreign multinationals

Amplementation of FDII
A 250 8Deduction for foreign -derived intangible income of a US corporation

f  Aims to neutralize tax benefits of lower effective tax rate on GILTI earned by a CFC
by offering a deduction for foreign derived income earned by a US corporation

FENWICK & WEST LLP
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FDII as an Export Incentive

A The FDII deduction is potentially available to every U.S. corporation
that exports property or services outside of the US

A The EU has expressed concern that the FDII deduction may constitute

an Il legal export subsidy and be ¢

recommendations on substantial activity requirements for IP incentive

regimes

h 0The tax deduction for Foreign Derived I ntangi
corporationds intangible inctBecmupodorpti eddbye
and services divided by its gross income, seems to result in an export subsidy prohibited by the
WTO Agreement on Subsidies and Countervailing

may be contrary to the OECD BEPS action 5 modified nexus approach for intellectual property
r e g i meRerréMoscovici on behalf of the EC. 3/22/2018

h OTCJA section 250 and the proposed i mplementir
breaching US obligations under the World Trade Organization (WTO) and other international

obligations, and (2) not fit to reducfeEUd ax avc
Delegation to the US. 5/6/2019

A The US Treasury has previously stated that it believes the FDII rules
comply with BEPS Action 5 recommendations

FENWICK & WEST u.P.
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Eligibility for Deduction and Rate Structure

A US Corporation taxpayers are eligible for A250 deduction

) US Shareholder individuals that make a A962 election to be treated
as a US Corporation are also eligible for A250 deduction

A Full inclusion of all income of the US Corporation, including foreign
derived intangible income (FDII) and global intangible low tax income
(GILTI)

A250 Deduction = 37.5% of FDII + 50% of GILT!| and78 grossup
Effective Tax Rates
h13.125% ETR on income constitut:

h10.5% ETR on GILTI inclusion, af

A Note: Starting in 2026, A250 Deduction is reduced to 21.875% of FDII + 37.5% of GILTI and\78 gross
up. ETR increases to 16.406% on FDIl and 13.125% on GILTI inclusion

FENWICK & WEST LLP
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Il. Mechanics of Calculating FDII Deduction




Ordering Rules for Calculating FDII Deduction

1) Compute Tentative FDIl Amount and Tentative A250 Deduction

f Without regard to: A163(j) carryforwards or disallowances, Al72(a)
NOL deductions, or TI limitation of A250

2) Apply A163(j) to determine allowable business interest expense

deduction
3) Apply A172(a) NOL deduction
4) Calculate actual FDII Amount

5) Calculate A250 Deduction, taking into account TI limitation

FENWICK P. WEST LLP
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Mechanics of Calculating FDII

A Conceptually 83Whi t t 1 i ng down US Co6s taxab
portion that is derived from foreign markets (as opposed to US
markets) and attributable to intangible property of the Corporation (as
opposed to tangible property) that located in the US (as opposed to
located outside of the US).

A FDII = DIl * ForeignDerived Ratio
h FDII: Foreign-derived intangible income
h DII: Deemed intangible income
A DIl = DEIBDTIR
i DEI: Deduction eligible income
n DTIR: Deemed tangible income return
A Foreign-Derived Ratio = FDDEI / DEI
h FDDEI: Foreignderived deduction eligible income
f DEI: Deduction eligible income

e RG b _




Mechanics of Calculating FDIlIz DEI

Step 1) Calculate Deduction Eligible Income (DEI)

A DEI = Gross DE® Properly Allocable Deductions

i Conceptually d Excludes from deduction eligibility the income which is attributable to the US
corporationd6s foreign activities, and certain

A Gross DEI = Gross income without regard to certain excluded items (that are not entitled
to a FDII deduction):

Income included under A951(a) (e.g., Subpart F income)

GILTI

Foreign branch income

Dividends from CFCs

Financial services income

Domestic oil and gas extraction income

A COGSSAt tri butable to Gross DEI wusing oany r e

A Properly Allocable Deductions 8Apply A861 allocation and apportionment rules to all
deductions

S b
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Mechanics of Calculating FDIlz DTIR

Step 2) Calculate Deemed tangible income return  (DTIR)

A DTIR = 10% of Qualified business asset investment (QBAI)

i Conceptually dOnly want to allow a deduction on income attributable to intangible property.
Rules apply a deemed 10% return on tangible property of the corporation, rather than a factual
Il nquiry into the portion of a corporationds i n

A QBAI = Average aggregate adjusted bases at the close of each quarter of specified
tangible property used in the trade or business

f Specified tangible property = Tangible property (i.e., property eligible fora A 167 depreciation
deduction) used in the production of Gross DEI

A DualUse Property = Property used to produce Gross DEI and nonGross DEI
A Fordualkuse property, multiply adjusiuesdce bagiioof t

fi Dual-Use Ratio = Gross DEI / Gross Income, produced by property (if directly identifiable) or
earned by the Corporation for the tax year (if not directly identifiable)

A Adjusted basis = Determined by using alternative depreciation system under A168(qg)
(i.e., straight line depreciation), allocated ratably per day

FENWICK & WEST LLP
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Mechanics of Calculating FDIlz DIl, FDDEI,
FDR

Step 3) Calculate Deemed Intangible Income (DlI)

Ml = DEISDTIR

Step 4) Calculate Foreign derived deduction eligible income (FDDEI)
A DDEI = Gross FDDBIProperly allocable deductions

/Gross FDDEI = The portion of a corporat$aond:
and OFDDEI Serviceso

i More on FDDEI Sales and FDDEI Services in Part lll.
MProperly allocable deductions 8Apply A861 allocation and apportionment rules
Step 5) Calculate foreign -derived ratio
Aoreign-derived ratio = FDDEI / DEI

f Conceptually dOnly allowing a deduction on foreign derived portion of deemed
i ntangi bl e i ncomea.erAppeldy rata foodr efiogmqmmul a t
intangible income to determine FDII subject to the deduction

Aoreign-derived ratio cannot exceed 1!

S b



Mechanics of Calculating FDIlz FDII, Reduction

Step 6) Calculate FDII (before TI limitation)
A DIl = DIl * Foreignderived ratio

Step 7) Calculate Tl limitation on FDIl and GILTI

Af corporationds FDIIl + GILTI > TI,
proportionately so that sum of reduced FDII + reduced GILTI =TI

Step 8) Calculate A250 Deduction
A\250 Deduction = 37.5% * FDII + 50% * (GILTI inclusion A 78 grossup)

S b



Ill. Foreign Derived Deduction Eligible Income
(FDDEI)




Foreign Derived Deduction Eligible Income
(FDDEI)

A FEDDEI Sale

i Income derived in connection with property which is
f sold by a domestic corporation to any person who is not a US person and

f which the domestic corporation establishes is for a foreign use
f Sale includes a lease or license

A EDDEI Service

f Services income qualifies if the services are rendered
i to persons not located in the U.S., or

A with respect to property not located within the U.S.

FENWICK & WEST LLP
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FDDEI Sale

A Sale of property must be to a foreign person, and
A Property must have foreign use
f Foreign use depends on whether the property sold is general or intangible (Prop.
Treas. Reg.A1.250(b)-4(d) and (e))
f General property

i Property other than intangible property, a security, or a commodity
fi Sales of securities and commodities are not FDDEI because, according to the
preamble, those kinds of financial instruments are not subject to any use,
consumption, or disposition outside the US under A250(b)(5)(A)
f Intangible property
f Defined by cross-reference to A367(d)(4)
A Includes goodwill and going concern value

FENWICK & WEST LLP
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Foreign Use for General Property

A The property must not be subject to domestic use within
three years of its delivery, or

A The property must be subject to manufacture, assembly,
or other processing outside the US before its ultimate sale
h Manufacture, assembly, or other processing occurs only if

h The property is physically and materially changed (excluding
minor assembly, packaging, or labeling) or

h A facts and circumstances test is used to determine whether
general property has been physically and materially
changed.

f Is incorporated as a component into a second product and is no
more than 20% of the FMV of that product.

R



Foreign Use for General Property (cont.)

A There are special rules for transportation property, such as aircraft and motor vehicles:
Foreign use is established if during the 3 years beginning on delivery the property is
located outside the US more than 50% of the time and more than 50% of its miles are
traversed outside the US.

A Fungible Mass

i Foreign use must be established either for all or none of the income from the sale
of general property

f However, apportionment between foreign and domestic use for income from the
sale of general property is acceptable if use of the property cannot be traced
because of the propertydos fungible natur

S b



Foreign Use for Intangible Property

A Asale of IP includes a license or any transfer of property in which gain or income is
recognized underA367

A The IP must generates revenue from exploitation outside the US

h If the IP is being used in development, manufacture, sale, or distribution of a
product, then it is treated as exploited at the location of the end  -user when the
product is sold

A Unlike a sale of general property (other than a sale of a fungible mass), a seller can
establish foreign use for a portion of the income from the sale of IP

S b



Foreign Use for Intangible Property (cont.)

A Whether a sale is foreign use depends on the type of payment made for the intangible
property
A Periodic payment consideration

i Foreign use is determined annually based on the actual revenue earned by the
recipient

A Lump sum consideration
i Foreign use is determined based on the ratio of

f the total net present value of revenue the seller would have reasonably expected to earn
from exploitation of the IP outside the US to

f the total net present revenue the seller would have reasonably expected to earn from
exploitation of the IP worldwide.

FENWICK & WEST LLP
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Foreign Use Documentation Requirements

A Foreign use for general and IP is established if
(i The seller obtains documentation that meets the reliability requirement and

i The seller does not know or have reason to know otherwise as of the date the
relevant tax return iIs dwue, including ex

A The reliability requirement is met if:

f (1) as of the FDII filing date, the seller does not have reason to know that the
documentation is objectively unreliable;

h (2) the documentation is obtained by the FDII filing date; and

h (3) the documentation is obtained no earlier than one year before the sale or
service.

S b



General Property Documentation

A Documentation of foreign use of general property is established if the seller obtains any
one of the following:

h A written statement from the recipient t
the property meets the foreign use requirement;

h A binding contract with the recipient th
property meets the foreign use requirement;

h Documentation of shipment outside the US i for example, the export bill of landing
from the carrier or an equivalent document from the foreign customs officer; or

f Documentation as provided for by the Treasury secretary.

A For fungible mass property, the documentation requirement can be met by providing
market research indicating that the property will be subject to foreign use.

S b



Intangible Property Documentation

A Documentation of foreign use of IP in exchange for periodic payments is established if
the seller obtains any one of the following:

f A written statement from the recipient providing the amount of annual revenue
within and outside of the US for the IP;

f A binding contract with the recipient providing that the IP can be exploited solely
outside of the US;

h The recipientds audited financial statem
revenue earned inside and outside of the US from the sale of products related to
the IP;

h Any statements or documents providing reliable data used by the seller and the
recipient to determine the amount of payments that must be made for the
exploitation of the IP; or

i Documentation as provided for by the Treasury secretary.

S b



Intangible Property Documentation (cont.)

A Documentation of foreign use of IP in exchange for a lump sum payment is established if
reasonable projections are provided.

f For a sale of IP to an unrelated party in exchange for periodic payments that are not
contingent on revenue or profit, the seller may use the lump sum payment

documentation requirements annually if the documentation requirements are
otherwise unduly burdensome.

A De Minimis Exception
h Sellers

i Who received less than $10 million in gross receipts during the prior tax year or

i Who receive less than $5,000 in gross receipts during the current tax year from a single
recipient

h Can rely on the recipientds shipping add

FENWICK & WEST LLP

TAX GROUP






Sale of Property Between Related Parties

A Sale of general property to a foreign related party is an FDDEI sale only if the
transaction falls into one of two buckets.

f Related party is any party within an affiliated group with more than 50% ownership
overlap

A First Bucket- The foreign related party must
h Either

h Resell the property or
h Include it as a component of other property sold

f To a foreign party unrelated to the domestic seller for foreign use on or before the
FDII filing date in a transaction that would otherwise be an FDDEI sale.

h If an unrelated -party transaction occurs after the FDII
filing date, an amended return must be filed to claim a
FDII deduction.

S b



Sale of Property Between Related Parties (cont.)

A Second Bucket As of the FDII filing date, the seller in the related -party sale must
reasonably expect that

i The property will be used in connection with a subsequent sale or provision of
service by the related party to an unrelated foreign party;

i The unrelated -party transaction would otherwise be an FDEII sale or service without
regard to the documentation requirements; and

i More than 80 percent of the revenue earned by the foreign related party for the
general property will be from the unrelated party transactions.

A Related-party sale rules do not apply to sale of IP

S b



Related Party Sales Example

DC

sells machine

A\ 4

FC | related party

o

FC uses the machine solely to manufacture product A.

o

As of the FDII filing date for the taxable year, FC reasonably expects that more than 80%
of future revenue from sales of product A will be from FDDEI sales.

A DCd6s sale of the machine to FC is a FDDEI

S b



Foreign Person

A Arecipient is a foreign person only if
i The seller obtains documentation that meets the reliability requirements and

f As of the FDII filing date, the seller does not know or have reason to know that the
recipient is not a foreign person.

A Documentation is any one of the following:
f A written statement by the recipient that she is a foreign person;
f Documentation that establishes that an entity is is organized in a foreign
jurisdiction;
h An i ndividual 6s foreign government 1| dent

h Documents filed with a government that provide the foreign jurisdiction of
organization; or

f Documentation as provided for by the Treasury secretary.

S b



Sale of IPz Example 1

Sell Composition A
digital download

DC
License Annual Royalty
Composition A $60
Copyright

FP

> Customers

$60 US customers
$40 foreign customers

P
<

FP provides to DC records to establish the royalty and amount of revenue from different
countries.

DC has obtained documentation establishing that 40% (40/$100) of the revenue generated by
the copyright during the taxable year is earned outside the United States.

$24 of royalty (40% x $60) is included in D

What if FP does not provide DC with data showing how much revenue was earned from sales
in different countries?

TAXGROUP
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