
Reproduced with permission from Tax Management In-
ternational Journal, 49 TMIJ 11, 11/06/2020. Copyright R

2020 by The Bureau of National Affairs, Inc. (800-372-
1033) http://www.bna.com

The Final FDII Regulations: Sales of
Products to Foreign Customers for
Foreign Use

By Lowell D. Yoder
McDermott Will & Emery LLP
Chicago, Illinois*

Income derived by a domestic corporation from
selling products that it manufactures or purchases
generally is subject to a 21% U.S. federal income tax
rate. Section 250(a), however, currently provides a
13.125% effective tax rate for sales income that is for-
eign derived intangible income (‘‘FDII’’).1

Income eligible for the lower tax rate is referred to
as foreign-derived deduction eligible income (‘‘FD-
DEI’’).2 Such income generally includes income from
selling products to a person who is not a United States
person for use not within the United States (i.e., an
‘‘FDDEI sale’’).3

A ‘‘United States person’’ includes a U.S. citizen, a
U.S. resident, a domestic partnership, and a domestic
corporation.4 The term ‘‘foreign use’’ means any use,
consumption, or disposition which is not within the
United States.5

Final regulations provide detailed rules for deter-
mining when income derived by a domestic corpora-
tion from selling products is considered as FDDEI.6

They also provide substantiation requirements that
must be satisfied for a sale to qualify as an FDDEI
sale.7

A sale of products qualifies as an FDDEI sale only
if the recipient is a foreign person (i.e., a person who
is not a U.S. person).8 The final regulations provide a
presumption that a sale of property is to a foreign per-
son if the property is delivered to a shipping address
outside the United States or the recipient’s billing ad-
dress is outside the United States.9 The presumption
also applies if the sale is to a recipient that acquires
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1 The 13.125% tax rate applies to gross FDII reduced by deduc-
tions (including foreign income taxes) properly allocable to the
FDII, and further reduced by 10% of the aggregate basis in depre-
ciable tangible property that gives rise to the FDII. §250(a)(1)(A),
§250(b)(1), §250(b)(2), §250(b)(3); Reg. §1.250(b)-1,
§1.250(b)-2. See §250(a)(2) and Reg. §1.250(a)-1(b)(2) (taxable
income limitation).

All section references are to the Internal Revenue Code, as
amended, or the Treasury regulations thereunder, unless otherwise
indicated.

2 Reg. §1.250(b)-1, §1.250(b)-3. FDDEI does not include in-
come attributable to a foreign branch. §250(b)(3)(A)(i)(VI) (cross-
referencing §904(d)(2)(J)); Reg. §1.250(b)-1(c)(11), §1.250(b)-
1(c)(15)(vi), §1.250(b)-1(c)(16).

3 §250(b)(4); Reg. §1.250(b)-1(c)(12), §1.250(b)-4(b). The
lower rate also is available for certain foreign-derived income
from licensing intangible property, leasing tangible property, and
providing services. §250(b)(4), §250(b)(5)(E); Reg. §1.250(b)-

3(b)(16), §1.250(b)-5.
4 §7701(a)(30); see Reg. §1.250(b)-3(b)(19) (excludes bona

fide residents of certain U.S. territories, which includes Puerto
Rico).

5 §250(b)(5)(A); see Reg. §1.250(b)-4(d).
6 T.D. 9901, 85 Fed. Reg. 43,042 (July 15, 2020). The regula-

tions generally apply to taxable years beginning on or after Janu-
ary 1, 2021, but can be relied on for taxable years beginning on
or after January 1, 2018. Reg. §1.250-1(b).

7 Reg. §1.250(b)-4. The final regulations significantly simplify
the requirements for income from the sale of products to qualify
for the lower FDII tax rate. For a discussion of the more burden-
some requirements in proposed regulations, see Yoder, The Pro-
posed FDII Regulations: Sales of Products to Foreign Customers,
48 Tax Mgmt. Int’l J. 352 (June 14, 2019).

8 Reg. §1.250(b)-3(b)(5), §1.250(b)-4(b). A ‘‘recipient’’ means
a person that purchases property from a seller. Reg. §1.250(b)-
3(b)(14). A seller means a person that sells the property to a re-
cipient. Reg. §1.250(b)-3(b)(17). The rules addressed in this ar-
ticle apply to sales of ‘‘general property,’’ which applies to sales
of products (including copyrighted articles). Reg. §1.250(b)-
3(b)(10), §1.250(b)-3(b)(11).

9 Reg. §1.250(b)-4(c). See Reg. §1.1502-13(c)(7)(ii)(R) Ex. 18

International Journal
TM

Tax Management International Journal

R 2020 The Bureau of National Affairs, Inc. 1
ISSN 0090-4600



the products at a physical location (such as a store or
warehouse) outside the United States, i.e., a ‘‘foreign
retail sale.’’10

In addition, a sale of products to a foreign person
qualifies as an FDDEI sale only if the property is sold
for a foreign use.11 Generally, a sale of products that
are delivered through a carrier or freight forwarder to
a recipient that is an end user is for a foreign use if
the end user receives the property outside the United
States.12 In addition, a sale of general property to an
end user is for a foreign use if the property is located
outside the United States at the time of the sale.13

A sale of general property to an unrelated foreign
distributor that will resell the property is for a foreign
use if the property will ultimately be sold to end us-
ers outside the United States and substantiation re-
quirements are met.14 A seller satisfies the substantia-
tion of foreign use requirement if there is a binding
contract that specifically limits subsequent sales to
sales outside the United States.15 Another way of sub-
stantiating foreign use includes proof that property is
specifically designed, labeled, or adapted for a foreign
market.16

A sale of general property also is for a foreign use
if the sale is to a foreign unrelated party that subjects
the property to manufacturing, assembly, or other pro-
cessing outside the United States.17 This includes
property subject to a physical or material change and
property incorporated into another product as a com-

ponent. The seller must substantiate that the foreign
purchaser will use the property in manufacturing out-
side the United States.18 If these requirements are sat-
isfied, the fact the unrelated foreign purchaser sells
the manufactured products to U.S. customers does not
disqualify the income as FDDEI.19

A common scenario is a domestic corporation that
sells products to its foreign subsidiaries, which then
sell the products to local customers.20 Additional rules
are provided for income from such related party sales
to qualify as FDDEI.

A sale to a related foreign party is an FDDEI sale
if an unrelated-party transaction occurs with respect to
the property purchased and such unrelated-party
transaction is an FDDEI sale.21 An unrelated-party
transaction includes a sale of the purchased property
by the foreign related party in the ordinary course of
its business to a foreign unrelated party with respect
to the seller.22 The domestic seller may establish that
a foreign unrelated-party transaction will occur with
respect to the property based on contractual terms, for
example, that the related foreign party is contractually
bound to sell the products only to foreign unrelated
parties.23 A taxpayer can also rely on historical prac-
tices indicating that the related party sells products
only to unrelated foreign customers, or where the de-
sign of the product indicates that the products are des-
tined only for foreign customers.24 For purposes of
determining whether a sale of property by the foreign
related party is an FDDEI sale, the foreign related
party that sells the property is treated as the seller and

(under the matching rule members of a consolidated group are
treated as divisions of a single corporation for purposes of deter-
mining the FDDEI of the group).

10 Reg. §1.250(b)-3(b)(7), §1.250(b)-4(c)(2)(i). The presump-
tion does not apply if the seller knows or has reason to know that
the sale is not to a foreign person. The regulations provide an il-
lustrative list of circumstances that would give the seller a reason
to know that the sale is not to a foreign person. See Reg.
§1.250(b)-4(c)(1).

11 Reg. §1.250(b)-4(b). There is no requirement that the prop-
erty sold be manufactured in the United States or be purchased in
the United States.

12 Reg. §1.250(b)-4(d)(1)(ii)(A). An ‘‘end user’’ is the person
that ultimately uses or consumes property or a person that ac-
quires the property in a foreign retail sale. Reg. §1.250(b)-3(b)(2).

13 Reg. §1.250(b)-4(d)(1)(ii)(B). The place of use of digital
content that is transferred electronically generally is the location
of the end user’s device when the end user downloads, installs,
receives, or accesses the purchased digital content (e.g., an IP ad-
dress). If such information is not available, the property is for a
foreign use if the end user has a billing address located outside
the United States, provided the gross receipts from all sales to the
end user are less than $50,000. Reg. §1.250(b)-4(d)(1)(ii)(D).

14 Reg. §1.250(b)-4(d)(1)(ii)(C).
15 Reg. §1.250(b)-4(d)(3)(ii)(A).
16 Reg. §1.250(b)-4(d)(3)(ii)(B). The substantiation documents

must be in existence as of the FDII filing date with respect to the
FDDEI transaction. Reg. §1.250(b)-3(b)(3), §1.250(b)-3(f)(1).

17 Reg. §1.250(b)-4(d)(1)(iii).

18 Reg. §1.250(b)-4(d)(3)(iii).
19 The foreign use requirement would not be met if the unre-

lated foreign party manufactures the products in the United States
even if the products are subsequently sold to foreign customers for
use outside the United States. Reg. §1.250(b)-4(d)(3)(iv); see T.D.
9901, 85 Fed. Reg. at pp. 43,056-57.

20 The income (subject to adjustments) derived by the foreign
subsidiaries (i.e., controlled foreign corporations, or ‘‘CFCs’’)
from selling the product to local customers generally would be in-
cluded in the gross income of the domestic corporate parent as
global intangible low-taxed income (‘‘GILTI’’) and subject to a
current effective tax rate of 10.5%. §951A(a), §250(a). See also
§954(d) (certain sales income derived by a CFC, e.g., from sales
to non-local customers, may instead be foreign base company
sales income which is subject to a 21% tax rate when included in
the gross income of the domestic corporate parent).

21 §250(b)(5)(C)(i); Reg. §1.250(b)-6(c)(1)(i). See Reg.
§1.250(b)-4(b) (definition of FDDEI sale).

22 Reg. §1.250(b)-6(b)(3)(i). A foreign unrelated party is a for-
eign person that is not a related party to the seller. Reg. §1.250(b)-
3(b)(8).

23 Reg. §1.250(b)-6(c)(1)(i).
24 Id.
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the foreign unrelated party is treated as the recipi-
ent.25

Under certain situations a domestic corporation
may sell products to a foreign subsidiary that func-
tions as a principal in a supply chain. The principal
may then sell the products to related distributors for
sale to local unrelated customers. For purposes of de-
termining whether the sales are for a foreign use, all
related parties of the domestic corporate seller are
treated as if they were part of a single foreign related
party.26 Thus, the property purchased and sold by the
foreign principal would meet the foreign use require-

ment based on the related local distributor’s sale of
the products to unrelated foreign customers.

A domestic corporation may sell to a foreign re-
lated party property that is further manufactured or is
used as a component in a product by the related party
outside the United States. Unlike the treatment of
sales to unrelated foreign parties, such activity does
not constitute a foreign use of the property, and the
sale of the finished products by the related person
must satisfy the requirements above to be an FDDEI
sale. Thus, income of the domestic corporation would
not qualify as FDDEI if the foreign related party sells
the manufactured property for use in the United
States.27

In summary, the final regulations provide rules for
determining and substantiating that income from sales
of products by a domestic corporation to related and
unrelated foreign persons for use outside the United
States qualifies for the current 13.125% FDII effective
tax rate. A domestic corporate taxpayer should review
these transactions and take any steps to ensure that
they qualify as FDDEI sales, and develop guidelines
for substantiating and documenting qualification.

25 Reg. §1.250(b)-6(c)(2). See T.D. 9901, 85 Fed. Reg. at p.
43,067 (‘‘The final regulations also remove the requirement that
the FDII filing date is determinative with respect to related party
sales and use of property in an unrelated party transaction. Tax-
payers that engage in related party transactions should generally
be able to obtain information after the FDII filing date that will
confirm whether a related party sale is in fact a FDDEI sale or
service. A rule that depends on the FDII filing date would create
uncertainty during examinations if the FDII filing date is inconsis-
tent with actual post-FDII filing date transactions. Therefore, if in
fact, an unrelated party transaction does not actually occur in a fu-
ture year, the related party sale would not be an FDII sale.’’).

26 Reg. §1.250(b)-6(c)(3). This treatment also applies to sales to
related domestic corporations. See T.D. 9901, at p. 43068. See
also Reg. §1.1502-13(c)(7)(ii)(R) Ex. 18 (members of a consoli-
dated group treated as divisions of a single corporation for pur-

poses of determining the FDDEI of the group under the matching
rule).

27 See Reg. §1.250(b)-1(e)(3)(ii)(D) Ex. 4. The income derived
by the CFC, however, may qualify for the 10.5% GILTI tax rate.
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