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Difference Between Sales, Services Could Cause FDII Problems 

By Natalie Olivo · March 12, 2019, 6:58 PM EDT  

U.S. companies claiming a deduction on foreign-derived intangible income need to untangle complex 

transactions to document sales and services under recent proposed regulations, which have a few 

ambiguities that could trip up unsuspecting businesses. 

 

The proposed rules, issued this month, detail how American companies can claim a 37.5 percent 

deduction on a new category of income under the Tax Cuts and Jobs Act. Foreign-derived intangible 

income, or FDII, is income earned in the U.S. through the sale of products or services to foreigners for 

use abroad. To claim the deduction, businesses will have to provide documentation, establishing in 

many cases not only the basis for believing that the goods are used abroad, but also details on the 

nature of the transaction. 

 

The rules are clear about how to distinguish between sales and services — which receive different 

treatment in the statute — in most areas, but are fuzzy when it comes to intangible property transfers. 

These transactions could qualify as either the sale of a license or the provision of a service, such as with 

software-as-a-service technology. 

 

While companies have flexibility about whether they structure their transactions as a sale or a service, 

they also face uncertainty in the sense that the Internal Revenue Service might not agree with their 

characterizations, according to Bernie Pistillo, a tax partner at Morrison & Foerster LLP in San Francisco. 

 

“This can have dramatic consequences in the FDII world, since a sale — including a license — of property 

to a U.S. person cannot qualify as FDII, whereas services provided to any person located outside the U.S. 

can generate FDII,” he said in an email to Law360. 

 

Intangible property licensed to foreigners will produce nonqualifying income to the extent that it’s used 

in the U.S., making qualification and disqualification a “one-way street,” Pistillo said. 

 

“Where the facts demonstrate the need, taxpayers therefore may be incentivized to characterize a 

transaction as generating services income rather than sales income,” he said. 



 

 

 

The low rate for FDII — 13.125 percent with the deduction, compared with the overall 21 percent 

corporate rate — is a key plank in the international framework of the 2017 federal tax overhaul. 

 

The measure was designed to be paired with the TCJA’s similarly low rate of 10.5 percent on global 

intangible low-taxed income, which the overhaul’s authors claimed would create a carrot-and-stick 

result that would level the playing field for companies deciding where to put their intellectual property 

and other valuable mobile assets. 

 

In both cases, the low rate is established through a deduction that corporations can claim once their 

taxable income is tallied. 

 

The proposed regulations issued March 4 are the first window companies have had into what kind of 

documentation the U.S. Treasury Department will use to determine if a company is eligible for a FDII 

deduction. 

 

Pistillo said he was somewhat surprised the FDII rules didn’t mention existing “software regulations” 

under Internal Revenue Code Section 861. The regulations at Section 1.861-18 have been considered the 

last word from Treasury on how to characterize transfers of intangible property — even though they 

speak only to computer software. 

 

The FDII regulations are trying to hew closely to the statute and to “the meager bits of legislative intent” 

in connection with the TCJA, Pistillo said. 

 

“But I don’t see why there could not have been better coordination with existing authority, at least in 

the intangible property area, especially as IP is expected to be such a significant driver of potential FDII,” 

he said. 

 

The potential for uncertainty also stems from the statute’s definition of a sale as a “lease, license, 

exchange or other disposition.” 

 

Steven Hadjilogiou, a tax partner at McDermott Will & Emery LLP in Miami, noted that this definition is a 

unique aspect of FDII because there can be some confusion in certain cases as to when a transaction 

might be viewed as a royalty or as a service payment. 

 

The regulations don’t address this license versus service designation, which means companies should 

turn to case law and revenue rulings that are “fairly old precedents” regarding the distinction, he said. 

 

For example, Hadjilogiou cited a 1984 U.S. Tax Court case that involved whether payments from New 

York-based CBS Inc. to an orchestra conductor living in Germany were royalties — and therefore exempt 

from U.S. tax — or “compensation for personal services,” which would be subject to tax in the U.S. 

 

In that case, Boulez v. Commissioner, the court decided it was a service agreement, but the parties were 



 

 

using terminology that included the word “royalty,” according to Hadjilogiou. 

 

“The drafting was very confused but had the contract been more thought-through, that issue could have 

been avoided,” he said. 

 

Hadjilogiou added that while the line between a service and a royalty is less clear than the distinction 

between a normal sale of an asset versus a service, companies shouldn’t have an issue if they undertake 

the proper drafting and preparation. 

 

“The other thing to think about is if you do have a borderline case, you just want to make sure you 

structure it in such a way that regardless of how characterized, it would still get the benefit of the 

deduction,” he said. 

 

FDII isn’t the only area of tax law where it can make a difference whether a transaction is a sale or a 

service, according to Joe Calianno, a tax partner at BDO USA LLP in Washington, D.C. He noted that 

regulations for Subpart F income, which can’t be deferred overseas, also have different rules that apply 

depending on how a transaction is defined. 

 

As for the proposed FDII rules, he said that while companies usually can identify whether something is a 

sale or a service, some transactions include elements of both. 

 

In those cases, Treasury indicated it would distinguish between the two categories based on the “overall 

predominant character of the transaction.” 

 

This language recalls the phrase “it’s impossible to unscramble the economic egg,” according to George 

Callas, a tax attorney and managing director of Steptoe & Johnson LLP’s government affairs and public 

policy group in Washington. 

 

Companies have sales, services, intangibles and IP that get “mixed together into a single product or a 

single transaction,” he said. “How did you separate it all out?” 

 

Callas, who was senior tax counsel to then-Republican House Speaker Paul Ryan, noted that these types 

of transactions, which are “more complicated than just widget making,” always vex policymakers trying 

to write administrable tax laws. 

 

“It sounds like a very facts-and-circumstances-based standard, which can lead to disagreements and 

controversy with the IRS,” he said. “We’ll have to see if there’s a way to draw the line a little brighter 

without making it too blunt an instrument.” 

 

In general, however, Callas said Treasury has attempted to write regulations that are precise enough to 

prevent abuse of the statute but reasonable enough to avoid administrative burdens that could 

undermine congressional intent. 

 



 

 

For example, he noted that the regulations allow companies to claim the FDII deduction unless they 

“know or have reason to know” that the property will not be for a foreign use. 

 

This language means that if an American company sells a computer chip to an Asian company, and that 

chip ends up in laptops that are sold all over the world — including in the U.S. — it would be 

unreasonable to expect that U.S. company to know what ultimately ends up back on American shores, 

according to Callas. 

 

“My initial read is that Treasury is very sensitive to that and wants the provision to work as intended by 

Congress and create the incentive that Congress intended,” he said. “If you went too far on asking 

people to document things that require information they could probably never get, then you would 

eviscerate the policy and congressional intent.” 

 

The rules also include exemptions to some of the documentation requirements for small businesses, or 

those with less than $10 million in annual sales or less than $5,000 from an individual customer, which 

were not set in the legal language of the TCJA. 

 

As Calianno put it, whenever there’s a provision like FDII, “there’s a little bit of tension in trying to find 

the right balance.” 

 

He added that while Treasury would ultimately get some comments on the proposed regulations, “I 

think they did a good job of trying to strike a balance.” 

 

--Additional reporting by Alex M. Parker. Editing by Tim Ruel and Robert Rudinger. 
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