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INTRODUCTION 

This pamphlet,provides a discussion of background and issues re
lating to the research and development allocation rules under Code 
sections 861-863 and Treas. Reg. sec. 1.861-8, the temporary Con
gressional suspension of the Regulation as it relates to U.S.-based 
research and development, and the interaction of the allocation 
rules with the foreign tax credit. The pamphlet also discusses 
transfers and use of the fruits of research and development over
seas. The Subcommittee on Oversight of the House Committee on 
Ways and Means has scheduled hearings on these subjects for Octo
ber 26 and November 3, 1983. 

The first part of the pamphlet is a summary. Part two is a de
scription of present law. The third part discusses current legisla
tive proposals, and part four is a discussion of issues relating to 
Code sections 861-863, Treas. Reg. sec. 1.861-8's research and devel
opment allocation rules, the proposed extension of the suspension 
of those rules, the foreign tax credit, and tax-free transfers and use 
of intangible assets overseas. 
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I. SUMMARY 

The issue before the Subcommittee is the allocation of research 
and development (R&D) expenses to U.S. and foreign income. This 
allocation is necessary in the determination of the amount of the 
foreign tax credit for some U.S. taxpayers. 

The United States taxes the worldwide income of its taxpayers 
but permits them to credit foreign income taxes against U.S. tax 
imposed on foreign-source taxable income. The purpose of this for
eign tax credit is to avoid double taxation on foreign income of U.S. 
taxpayers. However, the foreign tax credit should not reduce U.S. 
tax on the U.S. income of U.S. taxpayers. 

To compute foreign (and U.S.) taxable income it is necessary to 
determine gross income and then to determine what deductions 
reduce that income. Because deductions allocated to foreign sources 
reduce foreign-source taxable income (and thus reduce the maxi
mum amount of foreign taxes that may be credited in anyone 
year), it can be advantageous to taxpayers that pay high foreign 
taxes to minimize allocation to foreign income. 

To arrive at the proper definition of foreign-source taxable 
income, taxpayers must allocate expenses related to that income. 
There is not necessarily one "right" way to allocate expenses to 
foreign income in some situations. It is particularly difficult to allo
cate expenses in the case of R&D because expenses often cannot be 
related directly to any income. Even if R&D expenses can be relat
ed directly to income, that income is often generated years after 
the research is conducted. This problem is particularly troublesome 
because of concern with encouraging U.S. R&D. 

Allocation of R&D expenses to U.S. and foreign income is impor
tant only to taxpayers who pay high foreign taxes. Taxpayers gen
erally pay high foreign taxes only if they have substantial activi
ties, such as manufacturing plants or oil wells, in foreign countries 
that impose high taxes. Congress has provided rules for allocation 
of expenses between U.S. and foreign sources since the early days 
of the income tax. In 1973, Treasury first published detailed regula
tions setting forth detailed rules for allocation of R&D expenses. 
The R&D rules in those regulations were subject to criticism by 
some taxpayers, who argued that they allocated too much R&D ex
pense to foreign income. 

In 1977 the Treasury Department published another set of regu
lations generally requiring a substantially smaller allocation of 
R&D to foreign-source income. In 1981, Congress, reacting to con
cern that the 1977 regulations could still encourage some taxpayers 
to perform R&D overseas, in effect placed a moratorium on the 
1977 regulations and required that all U.S.-performed R&D be allo
cated to U.S. income. At that time, Congress mandated that the 
Treasury Department study the rules for allocating R&D expenses 
between U.s. and foreign income. 
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The Treasury Department studied those rules and issued a report 
indicating that-

• Had the Regulation fully been in effect in 1982, the $37 billion 
in privately financed domestic R&D spending in 1982 would have 
been reduced by approximately $40 million to $260 million. 

• The moratorium reduced U.S. tax receipts in 1982 by approxi
mately $100 million to $240 million. 

• The moratorium reduces the tax liabilities only of firms with 
excess foreign tax credits. Whether a firm has excess credits does 
not seem to be closely related to the level of its R&D efforts. 

• The moratorium has its most significant effect on large, 
mature multinationals, as opposed to small, relatively young high
technology companies. Of the Regulation's $100 million to $240 mil
lion estimated increase in U.S. tax liabilities, about 85 percent is 
estimated to be accounted for by 24 of the largest 100 U.S. firms. 

The allocation issue is complicated by a number of factors. Tax 
law provides a number of incentives for R&D including immediate 
expensing of R&D expenditures (even though they yield no current 
income) and a 25-percent credit for certain incremental R&D. In 
addition, V.S. corporations may be able to take the fruits of R&D 
created in the United States and transfer them to a foreign subsidi
ary free of V .S. tax and without payment of a royalty to the V .S. 
taxpayer. As long as this foreign subsidiary does not distribute its 
earnings to the V.S. taxpayer, there will be no U.S. tax on the 
income from the fruits of the R&D. In some cases there will be no 
tax even when the U.S. taxpayer receives a distribution from the 
foreign corporation because foreign tax credits will offset the V .S. 
corporation's U.S. tax on that distribution. In general, only U.S. 
taxpayers who manufacture abroad (and who use the fruits of R&D 
abroad) are interested in the allocation of R&D expenses. 



II. PRESENT LAW 

Jurisdiction to tax income 
Countries generally claim the right to tax income for one of two 

reasons: (1) the income arises in the country, or (2) the person earn
ing the income resides in that country (or owes allegiance to that 
country). Many countries take the view that the country where 
income arises, the source country, has the primary right to tax the 
income. 1 A few countries tax only income that arises within their 
borders. The United States taxes income that arises in the United 
States ("U.S.-source income" or "U.S. income"); the United States 
also taxes income of a U.S. person 2 that arises outside that United 
States ("foreign-source income" or "foreign income"). 3 

Foreign tax credit 
U.S. persons are taxable on their worldwide income, including 

their foreign income. That is, the taxable income reported on the 
U.S. tax return of a U.s. person includes both U.S. and foreign 
income. A U.S. person who earns foreign income may incur foreign 
income tax. The United States has allowed U.S. persons to take 
full, dollar-for-dollarcredit for foreign income taxes 4 since 1918. 
This credit directly reduces U.S. tax. Since 1921, however, foreign 
income taxes may reduce U.S. tax on foreign income, but not U.S. 
tax on ' U.S. income. Without this limitation (explained in more 
detail below), the foreign tax credit would permit foreign countries 
to preempt the U.S. tax base. 

The purpose of the foreign tax credit is to prevent U.S. taxpayers 
from paying tax twice on their foreign income-once to the foreign 
country where the income arises and again to the United States as 
part of the taxpayer's worldwide income. This foreign tax credit 
system embodies the principle that the country where a taxpayer 
conducts a business activity (or earns any income), the source coun
try, has the first right to tax any or all of that income, even if it is 
not the taxpayer's home country. Under this principle, the taxpay
er's home country (residence country) has a residual right to tax 
that income, but recognizes the obligation to prevent double tax
ation. That .obligation may totally eliminate residence country tax. 

Some · countries avoid double taxation by exempting foreign
source income from tax altogether. However, most developed coun
tries, like the United States, minimize double taxation through a 

1 However, some countries, including the United States, modify this rule by treaty with re- . 
spect to certain passive income, and grant to the country in which the person earning income 
resides, the residence country, the primary right to tax such income. 

2 U.S. persons are U.s. citizens, U.S. residents, U.S. partnerships, U.S. corporations, and, gen
erally, U.S. trusts and estates (Code sec. 7701(aX30». 

3 Foreign earned income of a U.S. individual may be exempt from U.S. income tax under Code 
section 911. 

4 Foreign income taxes include income, war profits, and excess profits taxes paid or accrued 
during the taxable year to. any foreign country (or possession oftheUnited States). 

(5) 
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foreign tax credit system, providing a dollar-for-dollar credit 
against home country tax liability for income taxes paid to a for
eign country. Either system, the exemption system or the foreign 
tax credit system, requires a determination of what income is do
mestic and what income is foreign. 

Foreign tax credit limitation 
The U.S. system of international income taxation is based on the 

principle of capital-export neutrality. In a perfectly neutral system, 
a U.S. firm would confront the same total tax burden whether it 
operated at home or abroad. The United States attempts to achieve 
neutrality by taxing the worldwide income of U.S. firms and allow
ing a foreign tax credit to offset income tax payments made to for
eign governments. 

However, a fundamental premise of the foreign tax credit is that 
foreign taxes should not offset the U.S. tax on U.S.-source income. 
Accordingly, a statutory formula limits the foreign tax credit so 
that that the credit will offset only the U.S. tax on the taxpayer's 
foreign income. The U.S. tax system departs from perfect neutral
ity as a result of this limitation; the system is neutral provided 
that firms operate only in foreign countries which levy an income 
tax no greater than the U.S. tax on foreign-source income. 

Without the foreign tax credit limitation, foreign countries could 
effectively levy a tax on U.S.-source income by raising their tax 
rates above the U.S. rate. By virtue of the credit, the U.S. Treasury 
would absorb the additional foreign tax burden. That is, post-credit 
U.S. taxes owed on U.S.-source income would be reduced. 

The limitation operates by separating the taxpa~er's total U.S. 
tax liability before tax credits ("pre-credit U.S. tax' ) into two cate
gories: U.S.-source taxable income and foreign-source taxable 
income. Computing the limitation involves finding the ratio of for
eign-source taxable income to total (pre-credit) taxable income. This 
fraction is multiplied by the tentative pre-credit U.S. tax on the 
taxpayer's total income to establish the amount of pre-credit U.S. 
taxes on the foreign income. This amount is the upper limit on the 
foreign tax credit. A simpler way of expressing the foreign tax 
credit limitation is "U.S. tax rate (perhaps 46 percent) times for
eign taxable income." In other words, a firm can take a foreign tax 
credit for either foreign income taxes paid or 46 percent times for
eign taxable income, whichever is less. 

The following example illustrates the computation of the foreign 
tax credit limitation. Assume that the U.S. taxpayer has foreign
source taxable income of $300 and U.s.-source taxable income of 
$200, for total taxable income of $500. Assume further that the pre
credit U.S. tax on the $500 is $230 (Le., a 46-percent rate). Since 60 
percent ($3001$500) of the taxpayer's total worldwide taxable 
income is from foreign sources, the foreign tax credit is limited to 
$138, or 60 percent of the $230 pre-credit U.S. tax. Thus, a taxpayer 
with foreign taxes paid in excess of $138 will be allowed a foreign 
tax credit of only $138 (the excess taxes paid may be carried to 
other years). If the taxpayer has paid less than $138 in foreign 
taxes, the taxpayer will have a foreign tax credit equal to the 
amount of the taxes paid. Under the limitation, then, a taxpayer 
may credit an amount equal to either the pre-credit U.S. tax on his 
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foreign-source income or foreign taxes actually paid on foreign
source income (including . foreign tax credit carryovers), whichever 
is less. 

The manner in which the foreign tax credit limitation prevents 
foreign countries from effectively levying a tax on U.S.-source 
income and protects the .U.S. Treasury's right to tax U.S.-source 
income may be illustrated as follows: 

Assume that each of two taxpayers (taxable at a 46-percent U.S. 
rate) earns $100 of U.S. income; one of them earns no foreign 
income; the other earns $100 of foreign income and pays $80 of for
eign tax on that income. The taxpayer with no foreign income owes 
$46 of U.S. tax. Absent a foreign tax credit limitation, the taxpayer 
with foreign income could credit the full $80 of foreign taxes. Then, 
the taxpayer with foreign income would owe only $12 of U.S. tax
the $92 pre-credit U.S. tax liability (on $200 of worldwide income) 
less the $80 credit. As a. result of the high foreign taxes imposed, 
and allowed as a credit, the U.S. · tax collected on the taxpayer's 
U.S. income would be reduced from $46 to $12. The limitation pre
vents such reduction of the U.S. tax base. 

The foreign tax credit limitation thus tends both (1) to prevent 
other countries from taxing the U.S. tax base, and (2) to protect the 
Treasury's right to tax U.S.-source income. 

Overall and per-country limitations 
Historically, the foreign tax credit limitation has been deter

mined based on either the taxpayer's total foreign income or the 
taxpayer's foreign income from each separate country, or both. 
These are known as the overall limitation and the per-country lim
itation, respectively. 

Under the overall method, the taxpayer combines the income 
and losses from all foreign operations and allocates the pre-credit 
U.S. tax based upon this amount. Therefore, if 60 percent of the 
taxpayer's taxable income is from all foreign sources combined, 
then the foreign tax credit is limited to 60 percent of the pre-credit 
U.S. tax. 

Under the per-country method, the taxpayer determines the for
eign tax credit on a country-by-country basis. Thus, the taxpayer is 
allowed to take a foreign tax credit for taxes paid to any particular 
foreign country only to the extent that the taxes paid to that coun
try do not exceed the limitation separately determined for that 
country. 

In the Tax Reform Act of 1976, the Congress repealed the per
country limitation, making the overall limitation mandatory for 
most U.S. taxpayers. The overall limitation offers taxpayers an ad
vantage over the per-country limitation. The overall limitation 
allows taxpayers to credit any country's income tax so long as total 
foreign income-whether or not from that country-is high 
enough. One country's high tax may offset U.S. tax on income from 
a country that imposes no tax or a low tax. Under the per-country 
limitation, on the other hand, taxes paid to any foreign country 
offset only that portion of U.s. tax which is allocable to sources 
within that country. Many countries with foreign tax credit sys
tems require taxpayers to use a per-country limitation in some or 
all circumstances. 
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Excess foreign tax credits 
The U.S. foreign tax credit limitation affects the worldwide tax 

liability of those taxpayers who, as a result of the limitation, have 
excess foreign tax credits. These are primarily U.S. oil companies 
operating abroad and U.S. manufacturers manufacturing abroad. 
Excess foreign tax credits result when the amount of foreign credit
able income taxes paid or accrued in a given year exceeds the tax
payer's foreign tax credit limitation. In general, this occurs when a 
firm is paying more foreign taxes than the firm would have paid in 
U.S. taxes had it earned the same income in the United States. 

Excess credits can arise from differences in the deduction alloca
tion rules of the United States and those of other countries. For ex
ample, 'in those cases when a foreign country does not allocate an 
R&D deduction to income within that country, and the United 
States does, the foreign taxes will be higher than if the foreign 
country allowed the R&D deduction, and may exceed the foreign 
tax credit limitation. 

Excess credits can also arise for a variety of other reasons, all of 
which involve the limitation. Differences between the income
sourcing rules of the United States (whose rules are generally con
sistent with international norms generally recognized by developed 
countries) and those of other countries may result in U.S. treat
ment of income taxed by another country as domestic income for 
purposes of the foreign tax credit. Timing differences in the report
ing of income and deductions under U.S. and foreign tax laws may 
result in a taxpayer's being unable to utilize some foreign tax cred
its in a year in which income is reported in a foreign country but 
not in the United States. Domestic losses may reduce worldwide 
taxable income and pre-credit U.s. tax and, hence, the amount of 
foreign tax credits that can be used currently. Perhaps most impor
tantly, effective corporate income tax rates in many industrialized 
countries are higher than U.S. income tax rates. 

One way to reduce or eliminate excess credits is to shift foreign 
operations to a foreign country or countries with effective foreign 
income tax rates equal to or lower than the U.S. income tax rates. 
Another is to shift foreign operations to a foreign country or coun
tries with deduction allocation and income-sourcing rules more 
closely resembling the U.S. rules. 

Code source rules for income and deductions 

" History 
Rules for determining the source of gross income items have 

been part of the U.S. income tax law since 1918. In that year, Con
gress provided some source rules in connection with the tax on the 
income of foreign persons from sources within the United States. 5 

In 1921, the Congress enacted an expanded set of source rules for 
determining both gross income and net (taxable) income from 
sources within and without the United States. 6 Congress also, in 
that year, limited the foreign tax credit to foreign taxes on foreign
source income. The present Internal Revenue Code provisions gov-

5 See Revenue Act of 1918, sees, 214(b) and 234(b). 
6 See Revenue Act of 1921, sec. 217. 
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erning the allocation of income and deductions between U.S. and 
foreign sources, sections 861-863, do not differ substantially from 
the provisions adopted in 1921; Congress has made only minor lan
guage changes over the years. 

Current Code provisions 
Sections 861 and 862 of the Code list items of gross income that 

arise · from sources within . the United · States ("U.S. income" or 
"U.S.-source income") and from sources without the United States 
("foreign income" or "foreign-source ·· income"), respectively. U.S. 
income includes, generally, income from sales of property manufac
tured in the United States and sold in the United States, wages 
and salaries for work done in the United States, rent paid for prop
erty located in the United States, dividends paid by U.S. corpora
tions, and interest paid by U.S. persons. Foreign income includes 
income from the sale outside the United States of property manu
factured outside the United States, and royalties from the use out
side the United States of patents, seeret processes, and similar 
properties. 

After determining the amount of gross foreign-source and U.S.
source income, taxpayers must determine net (or taxable) foreign
source and U.S.-source income. This determination brings deduct
ible expenses into play. Generally, under sections 861 and 862, tax
able income from U.S. or foreign sources is determined by deduct
ing from the items of gross income arising from U.S. or foreign 
sources, as the case may be, (1) those expenses, losses, and other 
deductions properly apportioned or allocated to those particular 
items and (2) a ratable part of any expenses, losses, or other deduc
tions which cannot definitely be allocated to some item or class of 
gross income (sees. 861(b), 862(b».7 Under these principles, for ex
ample, a taxpayer with $100 of U.S. gross income, $80 of U.s. ex
pense, $100 of foreign gross income, $70 of foreign expense, and $10 
of expense that cannot definitely be allocated to U.S. or foreign 
income, will split that $10 evenly between U.S. and foreign gross 
income. The taxpayer will thus have $15 of · U.S.-source income 
($100-$80-$5) and $25 of foreign-source income ($100-$70-$5).8 

The Code generally articulates only the broad principles of how 
expenses reduce U,S. and foreign income. 

Source rules for income and deductions-Regulation Bee. 1.861-8 
Treasury Regulation sec. 1.861-8 (the Regulation) applies in de

termining foreign-source income for calculation of the foreign tax 
credit limitation.9 It provides specific rules for the treatment of ex
penses, losses, and certain other deductions. Generally, as the first 
step in calculating foreign-source income, the Regulation requires a 

th:a~;clf~!f i~!~~nt:8~t~~d 8~r:: ~cb::h:~:d~; ~O;:;tio':t~dfou:~~~:So~i~hi~~~ 
without the United States under regulations prescribed by the Secretary of the Treasury. Sec
tion 863 also contains general rules for computing taxable income when gross income derives 
from sources partly within and partly without the United States. 

8 This example ignores the possible impact of the deduction allocation rules of Treasury Regu
lation 1.861-8. 

• It also applies in determining the taxable income of a taxpayer from specific sources and 
activities for purposes of a number of other "operative" Code sections. The operative section for 
the foreign tax credit limitation is section 904(a). 
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taxpayer to allocate his deductions to individual "classes" of gross 
income. 10 However, special rules are provided for the allocation 
and apportionment of R&D expenses; therefore, in general, treat
ment of R&D expenses depends on product categories rather than 
on classes of income. 

The Regulation generally prescribes no single method for match
ing deductions to U.S.-and foreign-source income. The Regulation 
states that the method used in allocating and apportioning . deduc
tions must reflect the factual relationship between the deduction 
and the gross income. The Regulation contains a nonexclusive list 
of bases and factors to consider in apportioning deductions. Some of 
these relevant bases and factors are: a comparison of units sold 
(e.g., to foreign and U.S. buyers), a comparison of profit contribu
tions, a comparison of gross sales or receipts, and a comparison of 
amounts of gross income. The Regulation's list contemplates that 
the higher the foreign sales or the higher the foreign gross income 
(for example), the greater, logically, the portion of expenses attrib
utable to foreign-source income. 

Several types of deductions are considered not definitely related 
to any gross income under the Regulation. These include, for exam
ple, the deductions for medical expenses and charitable contribu
tions. These deductions reduce foreign and U.S. gross income pro 
rata. 

The Regulation sets forth detailed allocation and apPortionment 
rules for certain types of deductions, including those for research 
and development (R&D) expenditures, interest expenses, steward
ship expenses, and legal and accounting fees and expenses. A de
tailed discussion of the rules for R&D deductions appears in the 
next section. 11 

The Regulation provides that if an affiliated group of corpora
tions joins in filing a consolidated return, the Regulation's provi
sions are to be applied separately to each member.12 -

The Regulation was promulgated in its present form in 1977. It 
makes a number of significant changes including liberalizations, to 
a 1973 proposed revision 13 of the original Regulation, which was 

10 These classes include royalties, dividends, compensation for services, and gross income de-

~~~:! ~h::: ~~:~e:i:e~~~~eded~c~i:~~OC:~ ~~ d~a:!~o~~ :!e i~~;!.~~ ~h/ii!~~~~~i~~: 
presses this factual relationship concept this way: a deduction generally reduces a class of gross 
income if the deduction is incurred as a result of, or incident to, an activity, or in connection 
with property, from which the class of gross income has been, is, or could reasonably have been 
expected to be derived. If a deduction does not bear a definite relationship to a class of gross 
income, it is ordinarily treated as definitely related and allocable to all of the taxpayer's gross 
income; "all of the taxpayer's gross income" is then considered a class of gross income for pur
poses of applying the remainder of the Regulation. After a deduction has been allocated to a 
class of gross income, it is apportioned between a "statutory groupinll" of gross income within 
the class, such as foreign-source income, and a "residual gr()upmg', consisting of all other 
income in the class. The statutory grouping depends on the operative Code section. For example, 
when the operative Code section is 904(a) (relating to the foreign tax credit limitation), the stat
utory grouping is foreign-source income. 

ex:~~t,a::~f~d~~~~::fi~i~~~i~~~~:; rs~:~~ti~ti~n ~l:It~!~i~~si~ned~:a~tfn~~~o:d 
intercompany pricing adjustments under section 482 or other sections of the Code. 

12 Because of this separate member application, largely formal changes in a consolidated 
group's structure (e.g., the incorporation of a branch) may result in substantial allocation 
changes. Separate member application thus provides taxpayers with significant planning oppor
tunities. 

13 38 Fed. Reg. 15,840 (1973). 
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adopted in 1957. l4 These modifications were made in response to 
taxpayer comment on the proposed 1973 revision. 15 

Regulatory source rules for R&D deductions 

In general 
This part of the Present Law section of this pamphlet describes 

the temporarily suspended Treasury Regulation governing alloca
tion of R&D expenses. It indicates that that Regulation embodies to 
some extent each of three theories for allocation and apportion
ment of R&D . expenses. One theory, the place-of-performance 
theory, assumes that these expenses reduce income from the place 
where the R&D occurs. Another theory, the sales (or gross receipts) 
theory, assumes that R&D expense relates to the source of the tax
payer's gross receipts. A variation of this theory, the gross income 
theory, assumes that R&D expense relates to the source of the tax
payer'sgross income. The Issues section of this pamphlet examines 
the strengths and weaknesses of these theories. 

The R&D rules of Treasury Regulation sec. L861-8(e)(3) (the 
R&D Regulation) take as their premise that H&D "is an inherently 
speculative activity, that findings may contribute unexpected bene
fits, and that the gross income derived from successful research 
and development must bear the cost of unsuccessful research and 
development." The R&D Regulation prescribes rules for deducting 
R&D expenses from domestic- and foreign-source income. l6 As ex
plained in more detail below, the Economic Recovery Tax Act of 
1981 suspended these rules as they relate to U.S.-based R&D activi
ty for two years; it provided that taxpayers shall allocate any R&D 
deductions for R&D conducted in the United States to U.S.-source 
income during the two-year period. 

R&D expenses generally 
The R&D Regulation's rules generally apply to research and ex

perimental expenditures that a taxpayer deducts under Code sec
tion 174. As a general rule, business expenditures to develop or 
create an asset which has a useful life that extends beyond the tax
able year, such as expenditures to develop a new product or im
prove a production process, must be capitalized. However, Code sec
tion 174 permits a taxpayer to elect to deduct currently the 
amount of "research or experimental expenditures" incurred in 
connection with the taxpayer's trade or business. The Code does 
not specifically define "research or experimental expenditures" eli
gible for the section 174 deduction election (except to exclude cer
tain costs). Treasury regulations (sec. L174-2(a» define this term to 
mean "research and development costs in the experimental or labo
ratory sense." This includes generally all such costs incident to the 
development of an experimental or pilot model, a plant process, a 
product, a formula, an invention, or similar property. The present 
regulations provide that . qualifying research expenditures do not 

14 T.D. 6258, 1957-2 C.B. 368. 
1 5 An earlier proposed revision of the Regulation, published in 1966, 31 Fed. Reg. 10,405 

(1966), was withdrawn at the time the 1973 proposed revision was published. 
16 The Regulation also prescribes rules for the allocation and apportionment of deductions be

tween pairs of gross income groupings other than U.S.-source and foreign-source income. 
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include expenditures "such as those for the ordinary testing or in
spection of materials or products for quality control or those for ef
ficiency surveys, management studies, consumer surveys, advertis
ing, or promotions." 

Product categories 
The R&D Regulation associates R&D expenses with income from 

product categories. For example, it contemplates that R&D per
formed for a taxpayer's chemical business will not reduce that tax
payer's income from a separate textile mill business. It provides 
that R&D expenditures which a taxpayer deducts under Code sec
tion 174 are ordinarily considered definitely related to all income 
"reasonably connected" with one or more product categories of the 
taxpayer. 1 7 The R&D Regulation enumerates 32 product categories 
based on two-digit classifications of the Standard Industrial Classi
fication system. Some of these categories are: chemical and allied 
products; machinery, except electrical and electronic machinery, 
equipment and supplies; wholesale trade (subject to certain limita
tions); primary metal industries; textile mill products; and food and 
kindred products. 

Ordinarily, a taxpayer will trace R&D expenditures to his prod
uct categories. When R&D is conducted with respect to more than 
one product category, the categories may be aggregated for alloca
tion purposes; the categories may not be subdivided. When R&D 
cannot be clearly identified with one or more product categories 
(e.g., basic research), it is considered conducted with respect to all 
the taxpayer's product categories. 

R&D to meet legal requirements 
The R&D Regulation contemplates that taxpayers will sometimes 

undertake R&D solely to meet legal requirements (like noise pollu
tion standards). In some such cases, the R&D cannot reasonably be 
expected to generate income (beyond de minimis amounts) outside 
a single geographic source. If so, those deductible R&D expenses 
reduce gross income only from that geographic source that includes 
that jurisdiction (Reg. sec. 1.861-8(e)(3)(i)(B)). For example, an R&D 
deduction for research performed solely to meet noise pollution 
standards mandated by the U.S. Government and which cannot 
reasonably be expected to generate significant foreign-source 
income reduces only U.s. source income. 

After allocating deductions to meet legal requirements, the tax
payer generally matches income to deductions on the basis of the 
place of performance of the R&D and the source of income from 
sales of products. At the taxpayer's election, the matching can in
volve the source of gross income. 

Automatic place-of-performance apportionment 
The R&D Regulation presupposes that the place where R&D is 

performed (such as a laboratory) bears a significant relation to the 
source of the income it produces. Generally, 30 percent of deduct-

17 Therefore, an R&D deduction generally reduces all gross income (related to the relevant 
product category or categories), rather than specific classes of gross income such as compensa
tion for services, royalties, or dividends. 
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ible R&D expenses reduce gross income from the source where over 
half of the taxpayer's total deductible R&D expenses are incurred 
(Reg. sec. 1.861-8(e)(3)(ii)(A)).18 For example, assume that a U.S. 
manufacturer of gasoline engines sells them in the United States 
and abroad and performs all its R&D in the United States. It first 
subtracts 30 percent of its R&D deduction from U.s. source income. 
(The manufacturer generally allocates the remaining 70 percent on 
the basis of sales, discussed below.) 

The Regulation states that such place-of-performance apportion
ment "reflects the view that research and development is "If ten 
most valuable in the country where it is performed, for two rea
sons. First, research and development often benefits a broad prod
uct category, consisting of many individual products, all of which 
may be sold in the nearest market but only some of which may be 
sold in foreign markets. Second, research and development often is 
utilized in the nearest market before it is used in other markets, 
and, in such cases, has a lower value per unit of sales when used in 
foreign markets." 

Optional place-ofperformance apportionment 
A taxpayer can choose to apportion to the source where R&D is 

performed a percentage of his R&D deduction significantly greater 
than 30 percent if he establishes that the higher percentage is war
ranted because the R&D is reasonably expected to have a very lim
ited or long-delayed application outside that geographic source. 
Taxpayers will choose this method if foreign use of R&D results is 
minimal. There is no obligation to use this method (even if U.S. use 
of R&D results is minimal). Taxpayers who use this method allo
cate any remaining portion of their R&D deduction on the basis of 
sales. 

To establish that R&D is reasonably expected to have a very lim
ited application outside the United States, a taxpayer generally 
must show that only some of his products within the relevant prod
uct category are sold outside the United States. This involves a 
comparison of the taxpayer's own sales of the products in domestic 
and foreign markets as well as sales of other users of the taxpay
er's R&D: uncontrolled parties that have purchased and licensed 
intangibles from the taxpayer, and controlled corporations that can 
reasonably be expected to benefit from any of the taxpayer's re
search expense connected with the product category. For these pur
poses, the nonmanufactured product categories are those listed in 
the Standard Industrial Classification (SIC) manual (not limited to 
two-digit classification) and the manufactured product categories 
are certain seven-digit SIC categories used by the U.s. Census 
Bureau. 

To establish that R&D is reasonably expected to have a long-de
layed application outside the United States, a taxpayer generally 
must compare the commercial introduction of its own products and 
processes in the United States and foreign markets and commercial 
introduction by other users of its R&D. To evaluate the delay in 
the application of research findings in foreign markets, the taxpay
er is to use a safe haven discount rate of 10 percent per year unless 

18 This rule applies to expenses remaining after allocation under the legal requirements test. 

2n-10, (\ - Q~ 
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he can establish that another discount rate is more appropriate. 
There is no requirement that product categories be based on SIC or 
other standard classifications for these purposes. 

Sales method of apportionment 
If a taxpayer makes a place-of-performance apportionment, he 

must apportion the amount of his R&D deduction remaining, if 
any, under the sales (or "gross receipts") method of apportionment. 
Generally, under the sales method, the remaining R&D deduction 
amount is apportioned between domestic- and foreign-source 
income on the basis of relative amounts of domestic and foreign 
sales receipts (Reg. sec. 1.861-8(e)(3)(ii)(B)). Apportionment is on the 
basis of individual product categories. 

Suppose, for example, that a taxpayer has foreign sales of $280, 
$200 in textiles and $80 in paper products, U.S. sales of $220, $200 
in textiles and $20 in paper products, textile-related R&D expense 
of $100, and paper product . related-R&D expense of $50. Assume 
that the taxpayer cannot allocate any portion of his R&D deduction 
under the legal requirements test or place-of-performance test. The 
textile sales are in, and the textile-related R&D is connected with, 
the product category Textile mill products. The paper product sales 
are in, and the paper product-related R&D is connected with, the 
product category Paper and allied products. The textile-related 
R&D expense of $100 is apportioned $50 to foreign-source income 
and $50 to U.S.-source income because the taxpayer had $200 in 
foreign sales in the Textile mill product category and $200 in U.S. 
sales in the Textile mill products category. The paper-product-relat
ed R&D of $50 is apportioned $40 to foreign-source income and $10 
to U.S.-source income because the taxpayer had $80 in foreign sales 
in the Paper and allied products category and $20 in U.S. sales in 
the Paper and allied products category. 

Sales, for purposes of the sales method of apportionment, include 
amounts received from the lease of equipment. In addition, a "look 
through" approach treats certain sales of parties other than the 
taxpayer as sales of the taxpayer in computing the apportionment 
of the taxpayer's R&D deduction between domestic- and foreign
source income. Under this look-through approach, the taxpayer's 
$200 in foreign textile sales in the above example might actually be 
sales of a foreign subsidiary licensing technology from the taxpayer 
or those of an uncontrolled party which has purchased secret proc
esses from the taxpayer. The apportionment in such cases would be 
the same as in the preceding example. 

The look-through rules provide that an uncontrolled party's sales 
of products involving intangible property obtained from the taxpay
er are fully taken into account in determining the taxpayer's ap
portionment (and the apportionment of any other member of a con
trolled group of corporations to which the taxpayer belongs) if the 
uncontrolled party can reasonably be expected to benefit from the 
research expense connected with the product category (or catego
ries). An uncontrolled party can reasonably be expected to benefit 
from a research expense if the taxpayer can reasonably be expect
ed to transfer intangible property to that uncontrolled party. In 
the case of licensed products, if the amount of sales of the products 
is unknown, a reasonable estimate is to be made. In the case of 
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sales of intangible property, and in cases where a reasonable esti
mate of sales of licensed products cannot be made, the sales are 
considered equal to 10 times the amount received or accrued for 
the intangibles during the taxpayer's taxable year. 

A controlled corporation's sales of products are taken into ac
count, to the extent explained below, if the controlled corporation 
can reasonably be expected to benefit from the taxpayer's research 
expense connected with the product category (or categories). A con
trolled corporation can reasonably be expected to benefit from the 
taxpayer's research expense if the taxpayer can be expected to li
cense, sell, or transfer intangible property to that corporation, or 
transfer secret processes to that corporation. Past experience with 
research and development is to be considered in determining rea
sonable expectations. However, if the controlled corporation has en
tered into a bona fide cost-sharing arrangement (in accordance 
with Treasury Regulation section 1.482-2(d)(4» with the taxpayer 
for the purpose of developing intangible property, then that corpo
ration is not reasonably expected to benefit from the taxpayer's 
share of the research expense. 

A controlled corporation's sales of products within a product cat
egory are taken into account to the extent of the greater of (1) the 
amount of sales that would have been taken into account if the 
controlled corporation were an uncontrolled party and if any intan
gible property contributed by the taxpayer to the controlled corpo
ration were treated as a license of that intangible property; or (2) 
the amount of sales that bear the same proportion to total sales of 
the controlled corporation as the taxpayer's voting power in the 
controlled corporation bears to the total voting power in the corpo
ration. However, sales between or among controlled corporations or 
the taxpayer are not to be taken into account more than once. 

Sales, for purposes of the sales method of apportionment, do not 
include sales of products sold solely within the United States if the 
taxpayer has, on account of such sales, made an optional place-of
performance apportionment of significantly greater than 30 per
cent of his R&D deduction to U.S. income and established that the 
R&D connected with the products sold is reasonably expected to 
have a very limited application outside the United States (see para
graph (g) of the Regulation, Example 10). 

Optional gross income methods of apportionment 
Sometimes, using optional "gross income" methods, taxpayers 

may reduce allocation of R&D expenses to foreign-source income by 
as much as 50 percent. Subject to certain limitations, a taxpayer 
may elect to apportion his R&D deduction under one of two option
al gross income methods instead of the sales method. Under these 
optional methods, a taxpayer generally apportions the remainder 
of his R&D deduction (after allocation under the legal require
ments test) on the basis of relative amounts of gross income from 
domestic and foreign sources (Reg. sec. 1.861-8(e)(3)(iii». Examples 
given in the Regulation indicate that, for purposes of the Regula
tion's R&D rules, gross income from a direct sale equals sales re
ceipts less certain expenses. 

The basic limitation on the use of the optional gross income 
methods is that the respective portions of a taxpayer's R&D deduc-
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tion apportioned to domestic- and foreign-source income using 
these methods may not be less than 50 percent of the respective 
portions that would be apportioned to each income grouping using 
a combination of the sales and place-of-performance apportionment 
methods. If this 50-percent test is satisfied with respect to both 
income groupings, the taxpayer may apportion the amount of his 
R&D deduction that remains after allocation under the legal re
quirements test ratably on the basis of foreign and domestic gross 
income, without limitation. If the 50-percent test is not satisfied 
with respect to one of the income groupings, then the taxpayer ap
portions to the income grouping with respect to which the 50-per
cent test is not satisfied, 50 percent of the amount of his R&D de
duction which would have been apportioned to that income group
ing under the sales method. The remaining amount of his R&D de
duction is apportioned to the other income grouping. A taxpayer 
electing an optional gross income method then may be able to 
reduce the amount of his R&D deduction apportioned to foreign
source income to as little as one-half of the amount that would be 
apportioned to foreign-source income under the sales method. 

For example, consider a taxpayer with $110 of U.S.-performed 
R&D expense and equal U.S. and foreign sales. Assume that $10 of 
the R&D expense is to meet legal requirements and is allocated to 
U.S.-source income. Of the remaining $100, 30 percent ($30) is ex
clusively apportioned to U.S.-source income under the automatic 
place-of-performance rule and the remaining $70 is divided evenly 
between U.S.- and foreign-source income, using the sales method. 
Under the optional gross income methods, the $35 foreign-source 
R&D allocation could be reduced as much as 50 percent, to $17.50. 
This could occur, for example, if the foreign sales were made by a 
foreign subsidiary that did not repatriate earnings to the U.S. cor
poration. 

The optional gross income methods apply to all of a taxpayer's 
gross income, not gross income on a product category basis. If any 
member of an affiliated group which files a consolidated return 
uses an optional gross income method in a taxable year, then all 
members joining that return must use an optional gross income 
method in that taxable year. 

Changes from 1973 proposed Regulation 
The R&D rules of the present Regulation reflect a number of 

changes in and additions to the R&D rules included in an earlier 
proposed version of the Regulation issued in 1973. 19 Many of these 
modifications were liberalizations made in response to the com
ments of taxpayers on the 1973 proposed Regulation. The changes 
and additions include: 

(1) Addition of the place-of-performance apportionment rules, 
that generally let a taxpayer apportion 30 percent or more of his 
R&D deduction to U.S.-source income; 

(2) Addition of the legal requirements test, that lets a taxpayer 
allocate a portion of the R&D deduction solely to U.S.-source 
income when the corresponding R&D expenditures generate mini
mal income outside the United States and are mandated by a legal 

19 38 Fed. Reg. 15,840 (1973). 
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requirement (such as a U.S. Food and Drug Administration testing 
requirement); 

(3) The division of an R&D deduction between product categories 
rather than general classes of gross income such as licensing fees 
from intangible property or dividends; this change reduces alloca
tions to foreign-source income of R&D expenditures related to prod
ucts that are SUbstantially different from the products that gener
ate the foreign-source income; and 

(4) The optional gross income methods of apportionment, which 
expressly permit a taxpayer to apportion some or all of the R&D 
deduction on a gross income-to-gross income basis, subject to limita
tions. 

Treasury study and temporary suspension of Regulation 
In the Economic Recovery Tax Act of 1981 (ERTA), the Congress 

directed the Treasury Department to study the impact of the R&D 
rules of Treasury Regulation sec. 1.861-8 on research activities con
ducted in the United States and on the availability of the foreign 
tax credit. 

ERTA also provided that, for a taxpayer's first two taxable years 
beginning after the date of its enactment (August 13, 1981), all re
search and experimental expenditures (within the meaning of Code 
sec. 174) which were paid or incurred in those taxable years (and 
only in those taxable years) for research activities conducted in the 
United States were to be allocated or apportioned to sources within 
the United States for all purposes under the Code (sec. 223 of 
ERTA). ERTA did not change the Regulation's allocation rules for 
deductions other than that for research and experimental expendi
tures. 

One reason that Congress cited for enacting this two-year suspen
sion of the Regulation's R&D rules as they relate to U.S.-based re
search activity (the moratorium) was that some foreign countries 
do not allow deductions under their tax laws for expenses of re
search activities conducted in the United States. It was argued that 
this disallowance results in unduly high foreign taxes and that, 
absent changes in the foreign tax credit limitation, U.S. taxpayers 
would lose foreign tax credits. Because those taxpayers could take 
their deductions if the research occurs in the foreign country, it 
was argued that there was incentive for taxpayers to shift their re
search expenditures to those foreign countries whose laws disallow 
tax deductions for research activities conducted in the United 
States but allow tax deductions for research expenditures incurred 
locally. 

Accordingly, Congress concluded that the Treasury should study 
the impact of the allocation of research expenses under the Regula
tion on U.S.-based research activities. While that study was being 
conducted by the Treasury and considered by Congress, Congress 
concluded that expenses should be charged to the cost of generat
ing U.S.-source income, whether or not such research is a direct or 
indirect cost of producing foreign-source income. 

Treasury study 
On June 14, 1983, the Secretary of the Treasury submitted its 

report on the mandated study to the House Committee on Ways 
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and Means and the Senate Committee on Finance. 2o In summary, 
the Treasury report concludes that: 

• Had the Regulation fully been in effect in 1982, the $37 billion 
in privately financed domestic R&D spending in 1982 would have 
been reduced by approximately $40 million to $260 million. Most of 
the reduction would have represented a net reduction in overall 
R&D undertaken by U.S. corporations and their foreign affiliates, 
rather than a transfer of R&D abroad. 

• The moratorium reduces U.S. tax liabilities. If the R&D rules 
in the Regulation had been in effect in 1982, U.s. tax liabilities of 
U.S. firms would have been $100 million to $240 million higher. 

• The moratorium reduces the tax liabilities only of firms with 
excess foreign tax credits. Whether or not a firm has excess credits 
does not seem to be closely related to the level of its R&D efforts. 

• The moratorium has its most significant effect on large, 
mature multinationals, as opposed to small, relatively young high
technology companies. Of the Regulation's $100 million to $240 mil
lion estimated increase in additional U.S. tax liabilities for calen
dar 1982, about 85 percent is estimated to be accounted for by 24 
U.S. firms on the list of the 100 largest U.S. industrial corporations 
compiled by Fortune Magazine. 

An allocation of R&D expense to foreign income may increase a 
taxpayer's worldwide tax liability if the foreign government does 
not allow the apportioned expense as a deduction. Some allocation 
to foreign income, however, is appropriate on tax policy grounds 
when domestic R&D is exploited in a foreign market and generates 
foreign income. If an allocation is not made, foreign-source taxable 
income will be too high and the higher limitation may allow the 
credit for foreign tax to reduce U.S. tax on domestic-source income. 

The Regulation's R&D rules reflect significant modifications of 
the 1973 proposed Regulation in response to taxpayer comments. 
Compared to the 1973 version of the Regulation, these modifica
tions allow less R&D expense to be allocated to foreign income and 
recognize that R&D conducted in the United States may be most 
valuable in the domestic market. 

On the ground that a reduction in R&D may adversely affect the 
competitive position of the United States, the report states that the 
Treasury supports a two-year extension of the present moratorium. 
The rationale for this extension is to give Congress an opportunity 
to consider the findings of the report while Congress and the Ad
ministration work to develop a coherent national program of R&D 
incentives. 

Arthur Andersen study 
The conclusions of the Treasury study may be compared with 

those of a similar study conducted by Arthur Andersen & Co. and 
sponsored by a number of business groups generally supporting an 
extension of the moratorium. The stated objectives of the Arthur 
Andersen study, which encompassed a survey of the major R&D 
spenders in the United States, were to analyze the impact of the 

20 Department of the Treasury, The Impact of the Section 861-8 Regulation on U.S. Research 
and Development (June 1983). 

21 Arthur Andersen & Co., National Research and Development Study (January 1983). 
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Regulation on corporate taxes and R&D investment, analyze the 
factors affecting management decisions to locate R&D in the 
United States or abroad, and examine trends in R&D investments 
over the past decade. 

The primary findings of the survey of R&D spenders conducted 
by Arthur Andersen are summarized in Arthur Andersen's written 
report on the study: 21 

"1. The R&D allocation requirements of Section 1.861-8 
increase the overall tax liability of U.S. multinational cor
porations by generally placing firms in an excess foreign 
tax credit position." 

"2. Respondents to the survey considered pre-ERTA tax 
rules as a disincentive to conducting R&D in the U.S. and 
Regulation Section 1.861-8 was singled out as a detriment 
to domestic R&D operations by a significant group." 

"3. The United States is the only nation requiring the 
allocation of domestic R&D expenditures. In fact, other de
veloped nations have instituted a variety of incentives to 
attract and stimulate R&D activities within their borders." 

"4. Management most frequently reviews R&D decisions 
in light of long-term competitiveness, or is influenced by 
factors leading to a favorable R&D environment. Charac
teristics like a sufficient supply of skilled manpower, ade
quate R&D facilities and various government incentives or 
disincentives played a significant role in these decisions." 

"5. Most corporations have shown an increase in their 
foreign R&D expenditures as a percentage of their world
wide R&D expenditures over the past ten years. Those 
companies with less than $2.5 billion in sales exhibited the 
greatest percentage increase in foreign to total R&D." 

"6. The percentage increase in respondents' foreign to 
total R&D exceeded the percentage change in the ratio of 
foreign sales to total sales. Thus, R&D investment oc
curred independently of expanding operations (as meas
ured by sales). A significant reallocation of R&D abroad 
took place over the ten year period studied." 

"7. The growth on a percentage basis of respondents' for
eign to total R&D manpower confirms the shift of R&D 
abroad. Employment of highly skilled scientists and engi
neering professionals increased faster abroad than in the 
U.S." 

"8. Most respondents believe that lifting the moratorium 
will encourage an expansion of foreign R&D investments 
in the future. In fact, 44% of the respondents stated that if 
the suspension was lifted, it would contribute to an excess 
foreign tax credit position in future years." 

On the basis of the survey results, Arthur Andersen's report con
cludes that R&D investment in foreign markets by U.S. companies 
is increasing faster than in U.S. markets. Survey respondents con
sidered a variety of factors, including the Regulation, in deciding 
where to locate R&D activities. These companies often concluded 

21 Arthur Andersen & Co., National Research and Development Study (January 1983). 
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that their best choice for R&D investments is in operations abroad. 
A significant number of survey respondents expressed the view 
that a permanent extension of the moratorium would represent an 
important step in rebuilding technological superiority in U.S. in
dustry and in reversing the trends evidenced in the study. 

Foreign countries' source rules for deductions 22 

It appears that few countries have developed detailed rules gov
erning the allocation of expenses between foreign and domestic 
income (or taxable and nontaxable income). Thus, specific alloca
tion rules for R&D expense, resembling those of Treasury Regula
tion sec. 1.861-8, are absent in most countries. This lack of detailed 
allocation rules may reflect a general lack of attention to the allo
cation issue. The most common approach to allocations appears to 
be a facts and circumstances test or a reasonableness test. 

Many countries, however, recognize the general principle that 
expenses, to be deductible against income from a particular source, 
should be related to that income. These countries include Argenti
na, Australia, Canada, Finland, Hong Kong, Israel, Luxembourg, 
the Netherlands, New Zealand, South Africa, and the United King
dom. 

Some countries apparently have specific rules for R&D expense. 
Under Finnish law, for example, R&D expenses generally are de
ductible from the category or categories of income to which they 
relate. In New Zealand, R&D expenditures must be demonstrated 
to yield some benefit to the New Zealand economy to be deductible 
against New Zealand income. Under Swiss law, for purposes of for
eign tax credits, 50 percent of foreign royalty is deemed to repre
sent expense. In Japan, however, R&D expenses will not be allo
cated to offset foreign-source income. In addition, Canada apparent
ly requires no allocation of R&D expense to foreign-source income. 

Deductions in foreign countries for U.S. R&D expenses 
U.S. income tax treaties generally require our treaty partners to 

allow appropriate deductions for expenses incurred in the United 
States. Generally, however, under the treaties, these countries are 
required to allow deductions only for R&D expenses directly relat
ed to local income. Some R&D conducted in the United States 
within a product category that includes products sold in a foreign 
country may not bear a direct relation to local income. A foreign 
country's disallowance of deductions for such R&D when those 
amounts are allocated to foreign income under the R&D Regulation 
may, therefore, comport with its treaty obligations. 

Even absent a treaty, a deduction for overseas R&D is within the 
scope of many countries' general rules governing deductions for 
overseas expenditures. Denmark, Ireland, the United Kingdom, 
and South Africa, for example, apparently do not generally distin
guish in their internal law between domestic- and foreign-based 
R&D expenses for purposes of the deduction each permits for R&D 
expenses. However, foreign countries that recognize the right of 
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taxpayers to deduct overseas expenses may not allow deductions in 
sufficient amounts to offset the impact of the R&D Regulation. 

Even if foreign countries allow deductions for R&D performed in 
the United States, they may impose gross withholding taxes on roy
alty payments to U.S. companies for that R&D. Such withholding 
taxes reduce the benefit of foreign deductions for U.S. R&D. 

In any event, at least one country apparently does not generally 
permit deductions against domestic income of R&D expenditures 
incurred overseas. Mexico does not generally permit foreign enter
prises subject to Mexican income tax to deduct payments made to 
foreign companies not subject to Mexican income tax. The expenses 
incurred in research and development, administrative and over
head expenses, and stewardship expenses normally would be in
cluded within the payments that the enterprise located in Mexico 
makes to the foreign country. 

While some foreign countries may prohibit direct deductions for 
U.S.-performed R&D, a U.S. company may be able to obtain a de
duction indirectly in some cases by increasing the price of technol
ogy and components sold by the corporate parent to its foreign sub
sidiary to reflect R&D costs. Transfer prices paid by foreign subsid
iaries for technology and components often are deductible under 
foreign tax laws. 

Examples 
This section of the pamphlet presents examples that illustrate 

three methods of deducting R&D expenses. Each of these examples 
assumes that the taxpayer has $10,000 of U.S. sales and $10,000 of 
foreign sales (through a foreign branch). The taxpayer has $1000 of 
U.S. taxable income and $1000 of foreign taxable income (from the 
foreign branch) before allocation of R&D expense. The taxpayer 
incurs $400 of R&D expense, all in the United States. 

Table 1 shows the calculation of U.S. and foreign income under 
three methods of apportionment. The first method, based on the 
proposed 1973 Regulation, allocates R&D expense solely on the 
basis of sales (gross receipts). The second method is one of those 
available in the 1977 Regulation. Under the Regulation, the tax
payer described above is first permitted to apportion 30 percent 
($120) of R&D expense to U.s.-source income (partial place-of-per
formance apportionment). The remaining $280 ($400-$120) of R&D 
expense is split equally between U.S.- and foreign-source income on 
the basis of gross receipts, which results in $140 of foreign-source 
and $260 of U.S.-source R&D expense (sales method apportion
ment).23 The third method of apportionment, provided under the 
current moratorium, allocates the full $400 of R&D expense to 
U.S.-source income (straight place-of-performance apportionment). 

23 In these examples, the optional gross income methods do not yield a smaller foreign-source 
apportionment of R&D expense than the sales method. Operation in subsidiary form instead of 
branch form could reduce the foreign-source gross income to zero if the taxpayer did not repatri
ate income from the foreign subsidiary. In that case, an optional gross income method could be 
used to reduce the foreign-source apportionment of R&D expense by 50 percent, from $140 to 
$70. This allocation would be more favorable to the taxpayer. 
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TABLE 1.-EXAMPLE OF ApPORTIONMENT OF DOMESTIC R&D EXPENSE 
UNDER 1.861-8 REGULATION AND MORATORIUM 

Item United States Foreign 
source Total 

Gross receipts ........................... $10,000.00 $10,000.00 $20,000.00 
Income before R&D ................. 1,000.00 1,000.00 2,000.00 
R&D apportionment 1: 

(1) 1973 proposal .................. 200.00 200.00 400.00 
(2) 1977 Reg ........................... 260.00 140.00 400.00 
(3) Moratorium ..................... 400.00 0 400.00 

Income after R&D 2: 
(1) 1973 proposal .................. 800.00 800.00 1,600.00 
(2) 1977 Reg ........................... 740.00 860.00 1,600.00 
(3) Moratorium ..................... 600.00 1,000.00 1,600.00 

U.S. tax on worldwide 
income (pre-credit) 3: 
(1) 1973 proposal .................. 368.00 368.00 736.00 
(2) 1977 Reg ........................... 340.40 395.60 736.00 
(3) Moratorium ..................... 276.00 460.00 736.00 

1 Apportionment of R&D expense described in text. 
2 Income after R&D equals income before R&D reduced by the R&D apportiona

ment. 
a U.S. tax on worldwide income (before the foreign tax credit) equals income 

after R&D times the U.s. corporate tax rate (46 percent). 

Table 2 illustrates the case where the taxpayer operates in a low
tax country and does not have excess foreign tax credits. The for
eign country imposes tax at a 30 percent rate with no deduction for 
U.S.-performed R&D expense. The foreign taxable income is $1000 
(not reduced by R&D expense), and the foreign tax is $300. In this 
situation, the taxpayer would pay $436 of U.s. tax (after credit) 
under all three methods of apportionment. The total tax liability of 
$736 ($300 plus $436) is identical to the tax which would be owed if 
the taxpayer moved his foreign operations to the United States. 
Thus, the U.S. R&D apportionment rules are a matter of indiffer
ence for taxpayers who have no excess credits. 

Table 3 illustrates the case where the taxpayer operates in a 
high-tax country and has excess foreign tax credits. The foreign 
country imposes tax at a 60 percent rate with no deduction for 
u.S.-performed R&D expense. The foreign taxable income is $1000 
(not reduced by R&D expense), and the foreign tax is $600. In this 
situation, the U.S. tax liability depends on the method of appor
tionment: $368 under the 1973 proposed Regulation, $340.40 under 
the 1977 Regulation, and $276.00 under the moratorium (because 
the U.s. tax base is then smallest). In this excess credit case, the 
taxpayer's total tax liability is lowest under the moratorium 
method of apportionment, compared to the proposed 1973 and 1977 
Regulations. Under all three methods of apportionment, the tax
payer's total tax liability exceeds the tax which would be owed if 
the taxpayer moved his foreign operations to the United States. 
However, if the foreign country permits a deduction for royalty 
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payments made from the affiliate to the U.S. parent, then the total 
tax liability of the taxpayer could perhaps be reduced by a licens
ing arrangement. 

TABLE 2.-TAX LIABILITY UNDER 1.861-8 REGULATION AND MORATO
RIUM: U.S. TAXPAYER WITHOUT EXCESS FOREIGN TAX CREDITS 

[30 percent foreign tax rate without a deduction for U.S. R&D] 

Item 

U.S. tax on domestic 

1973 
proposed 

regs. 

1977 regs. 
0.861-8) Moratorium 

income ................................... $368.00 $340.40 $276.00 
U.S. tax on foreign income .... 368.00 395.60 460.00 
Foreign tax @ 30 percent 

rate......................................... 300.00 300.00 300.00 
Foreign tax credit.................... -300.00 -300.00 -300.00 

Total tax liability ......... ~~_7_36_._00~~~7_3_6_.0_0~~_7_3_6_.0_0 
Average tax rate (percent)..... 46.0 46.0 46.0 

TABLE 3.-TAX LIABILITY UNDER 1.861-8 REGULATION AND 
MORATORIUM: U.S. TAXPAYER WITH EXCESS FOREIGN TAX CREDITS 

[60 percent foreign tax rate without a deduction for U.S. R&D] 

Item 

U.S. tax on domestic 

1973 
proposed 

regs. 

1977 regs. 
0.861-8) Moratorium 

income ................................... $368.00 $340.40 $276.00 
U.S. tax on foreign income .... 368.00 395.60 460.00 
Foreign tax @ 60 percent 

rate......................................... 600.00 600.00 600.00 
Foreign tax credit .................... ~~---"3'-=6-=-8:....::..0--=-0~~-----=-3"--95'-'-.-'--60'-----~_-_4_6_0_.0_0 

Total tax liability ......... ~~---'-9--'--68-'---._00~~~9_4_0_.0_0~~_8_7_6_.0_0 
Average tax rate (percent)..... 60.5 58.8 54.8 

Tax deferral on earnings of foreign corporations 

Foreign corporations (even those which are subsidiaries of U.S. 
companies) generally are taxed by the United States only to the 
extent they are engaged in business in the United States or derive 
investment income here. As a result, the United States usually 
does not impose a tax on the foreign-source income of a foreign cor
poration even though it is owned or controlled by U.S. persons. In
stead, the foreign-source earnings of a foreign corporation general
ly are subject to U.S. income taxes only when they are actually re-
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mitted to U.S. shareholders as dividends. The tax in this case is im
posed on the U.S. shareholder and not the foreign corporation. The 
fact that no U.S. tax is imposed until, and unless, the income is dis
tributed to the U.S. shareholders is generally referred to as "tax 
deferral". 

An exception to the general rule of tax deferral is provided for 
"tax haven" activities of corporations controlled by U.S. sharehold
ers (under the subpart F provision of the Code). Under these provi
sions, this tax haven type income is deemed to be distributed to the 
U.S. shareholders, and it is taxed to them currently whether or not 
they actually receive the income in the form of a dividend. This tax 
haven type income includes pBrsonal holding company income such 
as dividends and royalties; sales income from property purchased 
from, or sold to, a related person if the property was manufactured 
and sold for use, consumption, or disposition outside the country of 
the corporation's incorporation; and service income from services 
performed outside the country of the corporation's incorporation 
for or on behalf of any related persons. It does not include income 
from manufacturing that depends heavily on intangible assets. 
Therefore, tax haven type income that is subject to current U.S. 
tax can include income from licensing the right to use a U.S.-made 
secret process, but it does not include income from manufacturing 
abroad that uses a U.S.-made secret process. 

Transfers of intangibles 

Under present law, certain transfers by a U.S. person to a for
eign corporation that would otherwise obtain tax-free treatment 
are taxable unless the Internal Revenue Service issues a ruling 
that they do not have as one of their principal purposes the avoid
ance of Federal income tax (sec. 367). The Internal Revenue Service 
has published guidelines stating when the Service will and will not 
issue rulings that transactions do not have a tax avoidance pur
pose. Under the guidelines certain transfers of property for the 
active conduct of a trade or business abroad are ordinarily not tax
able (Rev. Proc. 68-23, 1968-1 C.B. 821 and other releases). Howev
er, transfers to foreign corporations of patents, trademarks, and 
similar intangibles for use in connection with a U.S. trade or busi
ness or with manufacturing for sale or consumption in the United 
States generally are subject to a toll charge under these guidelines. 

By negative implication, transfers of intangibles for use purely in 
connection with a foreign trade or business or manufacturing for 
sale or consumption outside the United States generally may not 
be taxable. The Internal Revenue Service has authority, under 
present law, to find a tax avoidance purpose on such a transfer of 
an intangible asset to a foreign corporation. 24 As a general rule, 
the IRS does not currently exercise that authority. Therefore, if a 
U.S. corporation transfers know-how, secret processes,andforeign 
patents to its foreign subsidiary (located in a low-tax country) for 
use in manufacturing products for sale in foreign markets, that 
transfer may be free of U.s. tax. 

24 See H. Rep. No. 97-760 (Conference Report to accompany H.R. 4961, the Tax Equity and 
Fiscal Responsibility Act of 1982), 97th Cong., 2d Sess., at 512. 



III. CURRENT LEGISLATIVE PROPOSALS 

In the 98th Congress, two bills (H.R 1887 and S. 654) would effec
tively make permanent the two-year suspension of Treas. Reg. sec. 
1.861-8 as it relates to U.S.-based R&D expenditures. H.R 1887 and 
S. 654 would amend Code section 861(a) to provide generally that 
all qualified research and experimental expenditures (within the 
meaning of sec. 174) attributable to activities conducted in the 
United States are to be allocated to sources within the United 
States. H.R 1887 would apply to taxable years beginning after 
1982. S. 654 would apply retroactively to taxable years beginning 
after 1980. 

The Senate Finance Subcommittee on Taxation and Debt Man
agement held a public hearing on S. 654 on June 17, 1983.25 The 
proceedings of that hearing appear in S. Hrg. 98-344, "Deduction of 
Research and Experimentation Expenditures for Research in the 
United States against U.S. Source Income!' Neither House has 
taken other action on S. 654 or H.R 1887. 

25 For a description of S. 654 see Joint Committee on Taxaton staff pamphlet "Description of 
Tax Bills (S. 654, S. 738, S. 1147, S. 1194, and S. 1195)," JCS-18-83 (May 26, 1983). It may be 
unclear how the moratorium affects (and how S. 654 and H.R. 1887 would affect) the allocation 
and apportionment of R&D expense to the income of domestic international sales corporations 
(DISCs) or to the foreign·source income component of income partly from within and partly from 
without the United States. 

(25) 
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IV. ISSUES 

A. Equity of the 1977 Sourcing Rules: The Excess Credit Issue 

There are two basic reasons for the limitation on the amount of 
the foreign tax credit. First, with an unlimited credit, foreign coun
tries could effectively levy a tax on U.S. source income by raising 
their tax rates above 46 percent. Second, absent a limitation, the 
U.S. Treasury would bear the burden of this foreign tax (to which 
taxpayers could be indifferent). In another words, the Treasury 
would lose U.S. tax revenue on U.S.-source income. 

As a consequence of limiting the foreign tax credit, a firm that 
operates in a high tax foreign country may pay more tax than a 
similar firm operating exclusively in the United States. The added 
tax burden is equal to the difference between the U.S. tax on (the 
U.S. definition of) foreign-source income and the foreign tax on the 
(foreign definition of) foreign-source income. This additional burden 
is large when (1) the foreign tax rate is much larger than 46 per
cent, and/or (2) the foreign definition of the tax base is much 
broader than the U.s. definition of foreign-source income. 

Opponents of the R&D allocation rules in Treas. Reg. sec. 1.861-8 
argue that the provisions are unfair since, in certain situations, 
firms are denied the effect of a full deduction for domestic R&D ex
pense. This occurs when foreign taxes exceed U.s. taxes on foreign
source income because the foreign country denies a deduction for a 
share of U.S.-performed R&D expense. Opponents argue that the 
foreign tax credit limitation should be increased by permanently 
suspending the apportionment of domestic R&D expense under the 
Regulation. 

Proponents of the Regulation argue, however, that to increase 
the credit unilaterally (by suspending the R&D Regulation) would 
effectively allow foreign governments to levy a tax on U.S.-source 
income, the burden of which would be borne by the U.S. Treasury. 
In their view the fact that excess credits may arise does not prove 
that the R&D sourcing rules are flawed. In addition, they argue 
that because taxpayers with excess credits are effectively exempt 
from U.S. tax on their foreign income, the portion of their R&D de
ductions that help generate such foreign income should not be de
ductible. They point out that other expenses that generate tax-free 
income-such as interest expense on borrowings made to purchase 
tax-exempt securities-are generally not deductible. 

B. Misallocation Under the Moratorium: The Double Deduction 
Issue 

As noted above, advocates of the moratorium argue that compa
nies in an excess credit position are denied the effect of a full de
duction for U.S.-performed R&D. It can be argued, however, that 

(26) 
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under the moratorium, excess credit companies may receive a 
double deduction for a portion of U.s.-performed R&D expense. 

The double deduction case arises under the moratorium when 
the parent company deducts 100 percent of domestic R&D expense 
against U.S.-source income, and its foreign affiliate, in accordance 
with a tax treaty, deducts (against foreign tax) a royalty payment 
for exploitation of this R&D. A example shows how a double deduc
tion for R&D can occur. Consider first a company which has excess 
credits, assume for simplicity due to earlier year operations in 
high-tax jurisdictions. The company does all its research in the 
United States and manufactures both in the United States and 
abroad. For simplicity, the foreign tax rate in the current year is 
assumed to be equal to the 46-percent U.S. tax rate. The company 
has $150 of worldwide income before R&D expenses of $50. This 
$150 consists of $75 of gross U.S. income and $75 of gross foreign 
income. The foreign country allows no deduction for U.S. R&D. 
Thus, after the R&D deduction, worldwide taxable income is $100 
and U.S. tax on worldwide income is $46. In the absence of a royal
ty payment, · and under the moratorium, the U.S. and foreign defi
nitions of net non-U.S.-source income are the same. The total tax 
burden (U.S. plus foreign) is $46 dollars.26 This is the same tax 
burden which the parent company would confront if it operated ex
clusively in the United States. 

Now assume the same facts except that the foreign affiliate 
makes a $10 payment to the parent for current use of the propri
etary knowledge produced by the $50 of domestic R&D. In tax 
treaty countries, foreign governments generally allow a deduction 
for royalty payments made to the U.S. parent that are directly re
lated to local income; in this case, pursuant to such a treaty, the 
foreign country's definition of its domestic-source incom~ is reduced 
by $10, and foreign taxes are reduced by $4.60. The U.S. definition 
of foreign-source income is unchanged (since the royalty is treated 
as foreign-source income of the parent), so the foreign tax credit 
limitation is unaffected. The total tax burden is now $41.40 of 
which $11.50 is tax paid to the United States and $29.90 is tax paid 
to the foreign country.27 The excess credit company has reduced its 
total tax liability by $4.60 from $46 to $41.40 by causing its foreign 
affiliate to make a $10 royalty payment to the parent company. 
The reduction occurs because the R&D expense has effectively been 
deducted a second time. The first deduction, as in the first example 
above, was the $50 reduction of U.S.-source income (corresponding 
to $50 of R&D expense) mandated by the moratorium. The second 
deduction effectively occurs when foreign taxes are reduced as a 
result of the $10 royalty payment but U.S. taxes are not corre
spondingly increased (since the company is in an excess credit posi
tion). As a result of the double deduction, the company's total tax 

26 The $150 of worldwide income before R&D expense is $75 U.S.· and $75 foreign-source 
income. Under the moratorium, U.s.-source income is $25 ($75-$50), while foreign-source income 
is $75. Thus, U.S. tax on U.S.-source income is $11.50 (46 percent of $25) and U.S. tax on foreign 
source income is $34.50 (46 percent of $75). Since the parent company is in an excess credit posi-
tion, the foreign tax credit is equal to the U.S. tax on foreign source income ($34.50). . 

27 The foreign definition of the affiliate's tax base is $65 ($75-$10) since the $10 royalty pay-

~6n;e~c:~~o~;165). aH~~~~~t~h~' t~~~i(O~s~t~r~st~~r~1~~F ~aii!~fN~t~ti~~ec~!~!~t; t: ~~Ug 
($11.50 plus $29.90). 
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burden ($41.40 on $100 of worldwide income) is less than it would 
be if it operated exclusively in the United States or the other coun
try, each of which imposes $46 of tax on $100 of worldwide income. 

Critics of the moratorium argue that in order for the foreign tax 
credit to operate properly, only the portion of expenses incurred for 
the production of U.S. income should reduce U.S. source taxable 
income. From this viewpoint, the moratorium is flawed since it per
mits all domestic R&D expenses to be deducted from U.S.-source 
income even where a portion of this expense is related to the pro
duction of foreign-source income. Those in favor of the moratorium, 
however, argue that the R&D allocation rules are arbitrary, com
plex, and counterproductive to the U.S. economy. 

C. Export of Research and Development Activity 

The principal reason for the moratorium on apportionment of 
R&D expense under the Regulation was Congressional concern that 
the regulation encouraged multinational businesses to shift R&D 
activities abroad. However, according to the Treasury Depart
ment's June 1983 study, the impact of the R&D Regulation is un
clear. Based on National Science Foundation data, the Treasury 
study shows that, following the promulgation of the Regulation in 
1977, the foreign share of R&D expenses by U.S. companies and 
their foreign affiliates dropped from 9.08 percent in 1978 to 8.20 
percent in 1981.28 Thus, the aggregate statistics do not show a shift 
of R&D offshore after the Regulation was adopted; however, the 
Treasury study notes that the foreign share of R&D does not 
depend solely on taxes. 

The Treasury study also reviewed several economic analyses of 
the overseas R&D activity of multinational companies. This survey 
indicated that multinationals locate R&D offshore primarily to 
transfer developed technology or to adapt technology to indigenous 
factors of foreign markets, rather than to develop new technologies 
or new products for a worldwide market. The literature survey also 
indicated that there are important efficiency advantages of central
ized R&D which make the establishment of offshore R&D units un
attractive to multinational companies. The Treasury study con
cludes that, "Based on these considerations, it appears that foreign 
R&D is not highly substitutable for R&D performed in the United 
States." 29 

The primary importance of factors other than taxes in the R&D 
location decision is confirmed in a study by Arthur Andersen and 
Company. Based on a survey of 85 major multinational firms, the 
Arthur Andersen study found that, 3 0 

The results indicate that the most common incentive for 
determining timing, placement, and scope of R&D projects 
is the competency of the available work force. The geo
graphical location of necessary raw materials and research 
data was the second most frequent response. 

28 Department of the Treasury, The Impact of the Section 861-8 Regulation on U.S. Research 
and Development (June 1983) p. 25. 

29 Treasury study, p. 28. 
30 Arthur Andersen and Co., National Research and Development Study p. V-3. 
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While the Arthur Andersen study finds that taxes have some in
fluence on the location of R&D investment, this factor was not of 
primary importance to the firms included in the survey. 

Based on the Treasury study, and the other economic analyses 
cited therein, it would appear that there is little evidence that the 
1977 Regulation resulted in a large shift of R&D offshore, or that 
such a shift would occur if the Regulation's R&D rules were reim
plemented. Also, it should be noted that shifting R&D activity off
shore is not the only tax planning strategy available for reducing 
excess credits. An alternative option is to shift manufacturing ac
tivity from a high tax foreign country to a low tax country. (Ire
land is a popular low tax country for firms manufacturing for the 
European market). However, there may be situations where a U.S. 
company can most easily reduce excess credits by locating R&D off
shore, and under these circumstances tax considerations may influ
ence the location of R&D activities. 

Opponents of the moratorium argue that the moratorium has 
some tendency to encourage firms to shift manufacturing oper
ations and, hence, manufacturing jobs overseas. The reason is that 
suspending the Regulation will reduce the tax costs of operating in 
high tax foreign jurisdictions for some taxpayers, thereby increas
ing the relative attractiveness of operating abroad. Suspending the 
Regulation reduces tax costs because the Regulation reduces for
eign-source income and, therefore, under the foreign tax credit lim
itation, the amount of foreign taxes that can be credited to reduce 
U.S. tax. This makes it easier for some taxpayers to use foreign tax 
credits to reduce U.S. taxes. Proponents of the moratorium argue 
that non-tax factors play at least as big a part in determining loca
tions of plants (and manufacturing jobs) as they do in determining 
locations of laboratories (and R&D jobs). 

D. The Moratorium as an Incentive for Domestic R&D 

As indicated above, some argue that firms may reduce research 
expenditures as a result of the Regulation's R&D rules. The sus
pensions of the R&D rules, it is asserted, is an R&D incentive. 

The Treasury study examined this issue and found that as . a 
result of suspending the Regulation's R&D rules, privately financed 
U.S. R&D was increased in 1982 by .27 to .65 percent or about $40 
million to $260 million. The revenue cost of the moratorium in 
1982 was estimated to be in the range of $100 million to $240 mil
lion. Thus, the increase in domestic R&D per dollar of revenue loss 
is estimated to range from $0.17 (40/240) to $2.60 (260/100). 

The question arises whether an indefinite suspension of the R&D 
rules is an efficient method for stimulating R&D compared to other 
tax incentives, or to government sponsored R&D. When the Feder
al Government funds an R&D project, there is a one dollar increase 
in R&D for each dollar authorized. However, if the Regulation is 
permanently suspended, the tax revenues foregone could exceed 
the dollar value of increased private R&D. The Treasury study also 
points out that the tax benefits of dropping the R&D rules will be 
highly concentrated: 24 firms are estimated to obtain 85 percent of 
the benefit. In addition, the benefit will go only to firms with 
excess foreign tax credits and these may not be the same firms 
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with the most promIsmg research opportunities. The Treasury 
study concludes that, 

All firms are not affected uniformly by the suspension of 
the regulation. It only reduces the tax liabilities of firms 
in an excess foreign tax credit position. These firms earn 
from 16 percent to 22 percent of the worldwide income of 
U.S. manufacturing corporations. Whether or not a firm is 
in an excess credit position does not seem to be closely re
lated to the level of its R&D effort. The suspension of the 
the regulation has its most significant impact on large, 
mature multinational firms, as opposed to small, emerg
ing, high technology companies. 

Thus, the Treasury study implies that there may be more effec
tive, less haphazard methods to increase domestic R&D, at a lower 
revenue cost, than the suspension of the R&D rules of the Regula
tion. 

E. Competitive Position of U.S. Firms in the World Marketplace 

Opponents of the Regulation claim that U.S. firms are at a disad
vantage relative to foreign firms since, according to the Arthur An
dersen and Co. study, no country other than the United States spe
cifically requires allocation of a portion of domestic R&D expense 
to foreign source income. However, foreign countries may require 
allocations of domestic R&D expense to foreign source income 
under their general tax principles. Moreover, in order to determine 
the relative tax advantage of international competitors in the con
duct of R&D, it is necessary to examine all aspects of the tax 
system which influence the rate of return on R&D development 
projects. The U.S. tax system provides a number of incentives to 
R&D which may, on balance, offset the Regulation's R&D rules. 
First, most R&D expenses may be deducted in the year they are 
incurred even though the income resulting from the use of this 
knowledge may stretch out over many years (e.g., as long as 17 
years in the case of a patent). Second, under the ERTA, a 25 per
cent tax credit is allowed on incremental R&D expenditures. Third, 
the ERT A lowered the top rate on capital gains income to 20 per
cent. The recent popularity of technology-oriented start-up compa
nies with high bracket investors may be attributable in part to the 
overall favorable tax treatment of R&D investment. Finally, as a 
result of the possessions tax credit (Code sec. 936), U.S. companies 
with possessions affiliates can effectively exempt from U.S. tax half 
of the income attributable to R&D. 

A recent quantitative study by the Canadian Tax Foundation 
concluded that, on balance, the U.S. tax incentives for R&D are 
more generous than the incentives offered by: the United Kingdom, 
France, Germany, Japan, Italy, Austria, Belgium, Denmark, 
Norway, Sweden, Brazil, Hong Kong, Korea, Mexico, and Taiwan. 
Only Canada, Spain, and Singapore were found to offer larger tax 
incentives for R&D than the United States. 3 ! 

31 Donald G. McFetridge and Jacek P. Warda. Canadian R&D Incentives: Their Adequacy and 
Impact. Canadian Tax Foundation, Tax Paper No. 70 (February 1983) p.72. 
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Thus, the international competitiveness of U.S. companies in 
high technology industries is influenced by a variety of provisions 
in the Code. While the R&D allocation rules may disadvantage U.S. 
companies relative to their foreign competitors, other provisions of 
the Code, such as the R&D credit, may offset this disadvantage. 

F. Matching R&D Expenses with U.S. and Foreign Income 

In generaL 

U.S. income tax law generally attempts to match deductions for 
expenditures with the income that the expenditures help generate. 
This is done to measure income more accurately for purposes of im
posing tax on the income from a particular source, a particular 
year, or a particular activity. To accurately measure income in a 
particular year, for example, capital expenses generally are not de
ductible in full in the year paid or incurred, but must be deducted 
ratably over the period of years during which· they generate 
income. To accurately measure income from taxable activities such 
as investments, a deduction is generally denied for interest paid or 
incurred with respect to funds borrowed to invest in securities 
yielding tax-exempt income. And to accurately measure foreign
source income and U.S.-source income, the Code requires allocation 
and apportionment of deductions between foreign and domestic 
gross income. Without a computation of foreign-source income, the 
foreign tax credit could not properly function. 

Determination of the source of income that R&D deductions 
should offset, however, raises difficult issues. Part of the difficulty 
arises. because laboratories and other R&D facilities are cost cen
ters, not profit centers. Much R&D never results in any income. 
The scientific method. of trial and error sometimes produces no 
commercially valuable results. Expenses incurred for unsuccessful 
research are generally tax-deductible, however. For the foreign tax 
credit system to function, those expenses for unsuccessful research 
must reduce foreign income or U.S. income (or some of each). 

In general, expenses that do not yield current income are not 
currently deductible. Congress, however, has enacted a special rule 
(sec. 174) generally making R&D expenses currently deductible 
even though it will not yield current income. Expenses that reduce 
taxable income must figure into the calculation of the foreign tax 
credit limitation. A foreign tax credit system that allocates current 
R&D expenses against current income may yield distorted results, 
because current income often arises more from past R&D than 
from current year R&D. This timing difference tends to distort any 
system that allocates current R&D expenses against current 
income. For instance, a taxpayer who has just begun foreign oper
ations may have little current measurable foreign activity. If for
eign operations expand in the future, however, current research 
may significantly benefit future foreign operations. If the taxpayer 
performs no R&D in those later years of profitable foreign oper
ations, it is . likely that any method (over the entire period) will 
overstate foreign income. 

Moreover, it is especially difficult to allocate basic research ex
penses to foreign or U.S. income. And even focussed research yields 
unanticipated results. 
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In summary, accurate tracing of R&D expenses to income pre
sents severe practical problems. The suspended R&D Regulation 
provides taxpayers with .a limited opportunity to trace R&D ex
penses to income. Tracing is available only on the basis of "reason
able expectations" of "very limited or long-d.elayed application" of 
the R&D results outside the United States. The taxpayer must sat
isfy the Commissioner of the propriety of the tracing. The vague
ness of this standard illustrates the difficulty of a tracing approach. 

The Regulation's R&D rules embrace elements of each of three 
competing theories of R&D deductions (in addition to their limited 
tracing approach). The Regulation's exclusive geographic appor
tionment rules (referred to above as the automatic and optional 
place-of-performances rules) are an application of the place-of-per
formance theory; the sales method is an application of the gross 
sales theory; and the optional gross income methods are an applica
tion of the gross income-to-gross income theory. The moratorium is 
an application of the place-of-performance theory only. 

Place-of-performance rules. 
Advocates of a place-of-performance theory argue that there is no 

alternative to it that is not vague or arbitrary. Under the moratori
um, taxpayers may deduct all expenses for R&D incurred in the 
United States from U.S. source income. The moratorium thus im
poses a straight place-of-performance rule. In · some cases, the place
of-performance rule of the moratorium may produce the theoreti
cally proper measure of U.S. and foreign income. For example, a 
taxpayer conducts organic chemical research in the United States 
on methods of eliminating an agricultural pest found only in this 
country. The taxpayer earns all of its foreign income by manufac
turing and selling inorganic chemical compounds in Europe. The 
taxpayer earns U.S. income by manufacturing and selling both or
ganic and inorganic chemical compounds in the United States. The 
taxpayer's organic chemical research apparently bears little or no 
relation to its foreign income. For that reason, the expenses of that 
research should perhaps not reduce foreign income at all. 

Opponents of a straight place-of-performance rule would not 
agree to its application in this case. There is some chance that the 
taxpayer's research will result in products that the taxpayer can 
manufacture abroad or processes that the taxpayer can use to earn 
foreign income. 

Opponents of a place-of-performance rule argue that the suspend
ed R&D Regulation would reach the proper result by treating this 
case as one involving very limited foreign use of the R&D. Under 
the R&D Regulation's optional place-of-performance rule, presum
ably less than 100% of the taxpayer's R&D -deduction would be op
portioned to U.S. income.32 Proponents of a straight place-of-per-

CU:~h:bo~~th~ers!iiiR~:u~t~':,n~i~i~ a°ia~~~~!~~e q~~lifi~asftrr~v3~~r~=~~~p~rti~~: 
ment of his R&D deduction to income from one geographic source to apportion. to that income a 
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have a very limited or long-delayed application outside the geographic source. The R&D Regula
tion does not define the term "significantly greater." One example given. in the Regulation (Ex
ample (10)) suggests that an apportionment to income from the geographic source that is 34 per-

Continued 
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formance rule (the moratorium) reply that the optional place-of
performance rule yields complexity and confusion in this case. 

Alternatives to the place-of-performance method. 
In some cases, the gross sales method (the rule of Reg. sec. 1.861-

8(eX3)(iiXB)) or the gross income-to-gross income method (the rule of 
Reg. sec. 1. 861-8(eX3)(iii)) may produce the theoretically proper 
measure of U.S. and foreign income. Assume that a taxpayer owns 
U.S. and foreign patents for one drug. The taxpayer's only business 
is manufacturing that drug. The taxpayer manufactures in two fac
tories, one in the United States and one in Germany (through a 
German branch). Profit margins and costs of production in these 
two factories are identical. The taxpayer conducts research in a 
U.S. laboratory. The focus of that research is improvement of the 
one drug patent that the taxpayer owns. Both gross foreign sales 
and income and gross U.S. sales and income appear to bear some 
relationship to the U.S. R&D. Comparison of gross sales is adminis
tratively feasible, and might be a proper way of allocating R&D ex
penses. Comparison of gross income is also administratively feasi
ble, and would yield the same allocation of R&D expenses in this 
case. 33 

Proponents of a place-of-performance rule would argue that the 
U.S. R&D is more likely to produce U.S. income than foreign 
income, however. Any improvements that the R&D creates may be 
more likely to appear first in the U.S. market. There are several 
factors that could cause first U.S. appearance, including: proximity 
of the U.S. laboratory to the U.S. plant, familiarity of researchers 
with the U.S. market, greater political risk in the foreign country, 
familiarity of the company's marketers with the U.S. market, com
petition in the foreign market from unsafe drugs that cannot meet 
U.S. standards, and likelihood that foreign competitors will in
fringe on the improvement. Moreover, although . the R&D is fo
cussed on an existing product, it might well result in a new product 
or process that produces only or primarily U.S. income. 

Comparison of gross sales and gross income methods 
Both the gross sales rule and the gross income rule involve diffi

culties. A sales method involves practical difficulties. For example, 
assume that a U.S. taxpayer who manufactures and sells an auto
mobile windshield defrosting device in the United States and li
censes the device for manufacture and sale abroad by foreign auto
mobile makers. The taxpayer's gross U.S. sales are its sales of the 
windshield defrosting device in the United States. Determination of 
gross foreign sales is more difficult. One application of the sales 
method and look-through rules would compare these sales with 
those of the foreign licensee, which are sales of automobiles. The 
automobile sales reflect many . cost components of the automobiles 

cent higher than the apportionment yielded by application of the base line percentage might, at 

=1~i~(E~~~ks~»c:~g::s~0~~~;r~6~~~~~tdVke~~~r:r; :~~l~h~o~xbe~~:x~:;:r:nh!~: 
argued that the Regulation should give taxpayers more specific guidance on this point. 

33 For simplicity, the example equates profit margins and costs of production in the two fac· 
tories, so that the two methods yield the same allocation. A comparison of the two methods 
when they do not yield the same allocation appears below. 
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other than the windshield defrosting device, so this comparison 
seems inappropriate. 

To deal with the difficulty of estimating third-party licencees' 
(and purchasers') sales, the R&D Regulation adopts a deemed sales 
price for certain licensed (and purchased) intangibles of ten times 
the amount received for the intangibles. Critics note the arbitrari
ness of this deemed sales figure. 

Advocates of the sales method point out that any arbitrariness 
can be avoided sometimes because taxpayers exercise a degree of 
control over whether the look-through rules of the sales method 
are applied and, thus, over whether sales of certain foreign entities 
will be treated as the taxpayer's own for purposes of apportioning 
R&D expense. For example, the R&D Regulation provides that if a 
U.S. taxpayer and its controlled corporation enter into a bona fide 
cost-sharing arrangement for purposes of developing intangible 
property, then the controlled corporation's sales relating to the in
tangible property will not be treated as the taxpayer's for purposes 
of apportioning the taxpayer's R&D expense. 

Critics of the sales method argue that the gross income-to-gross 
income method avoids the comparison of sales (or deemed sales) in 
all cases and, in addition is easier to use than the sales method, 
has been approved by U.S. courts, and had been used widely by 
U.S. taxpayers for many years. 

Critics of the sales method also point out that the method seems 
to produce arbitrary results in some circumstances. For example, 
suppose that the sales method is used by a U.S. licensor who nego
tiates a large up-front license fee from a foreign company with the 
proviso that the fee will reduce future royalties. If the licensee 
makes few sales in the year in which .the up-front fee is paid, most 
of the foreign-source income from the license will not cause R&D 
expense to be apportioned to foreign-source income. 

On the other hand, the gross income-to-gross income method may 
encourage U.S. taxpayers to license technology to foreign manufac
turers instead of utilizing the technology themselves to manufac
ture products for sale abroad. Assume that the before-tax return 
would be the same from these two alternatives. If the sales method 
were mandated, foreign sales would be taken into account in appor
tioning the R&D expense to foreign-source income in either case. If, 
however, the gross income-to-gross income method were used, the 
income from foreign sales would be taken fully into account only if 
the taxpayer chose to manufacture and sell directly.34 If the tax
payer chose to license the relevant technology to others instead, 
foreign license fees only, likely equalling a small percentage of the 
licensee's foreign sales, would be taken into account in apportion
ing R&D expense to foreign income. The incentive under these cir
cumstances to license technology rather than to manufacture and 
sell directly would be enhanced by the tax-free transfer of certain 
intangibles to related foreign entities permitted under Code section 
367 (discussed below). 

34 In the case of the direct manufacturing and sales alternative, the gross income method 
would account for sales through foreign branches directly; the gross income method would gene 
eraUy account for sales of foreign subsidiaries indirectly upon the repatriation of subsidiary 
earnings. 
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Use of the gross income-to-gross income method also may, in con
trast with the sl:!les method, result in a smaller apportionment of 
R&D expense to foreign-source income when foreign operations are 
conducted through a subsidiary as compared to a branch. The 
reason is that gross income attributable to a foreign subsidiary gen
erally includes only profits distributed to the U.S. parent and not 
retained for foreign investment. A U.S. parent generally can con
trol the timing of these profit distributions and thus can potential
ly reduce gross income from foreign sources to zero in a given year 
and thereby avoid any allocation of R&D expense to foreign-source 
income. A foreign subsidiary's gross income is also net of depreci
ation, interest, and other indirect expenses. The gross income of 
the U.S. parent, on the other hand, includes all profits whether re
invested or not, and is not net of indirect expenses. Foreign branch 
income is a component of the U.s. parent's gross income. Whether 
operations are conducted through a foreign subsidiary or a foreign 
branch bears no relation to the connection between particular R&D 
activities and types of income. The gross income-to-gross income 
method's distinction between · branch and subsidiary operations, 
therefore, seems unwarranted.3s 

In addition, the gross income-to-gross income method may give 
U.S. taxpayers a limited incentive to underprice technology trans
fers to related parties abroad when the technology is developed 
through substantial research expenditures. Code section 482 allows 
the IRS to correct any improper transfer prices, but it has proved 
difficult to administer in practice. 

Breadth of product categories 
Critics of the Regulation's R&D rules argue that the prescribed 

product categories are too broad. They point out that research 
which relates solely to a product sold in the United States may 
nonetheless be apportioned to foreign-source income when a second 
product, falling in the same product category as the first, happens 
to be sold abroad. For example, an apportionment to foreign-source 
income of R&D expense relating to bulldozers manufactured and 
sold solely in the United States may be required when the taxpayer 
manufactures and sells small gasoline engines for lawn mowers 
abroad because the bulldozers and lawnmower engines fall in the 
same product category.36 As another example, a taxpayer performs 
basic pharmaceutical research in the United States in an effort to 
create new antibiotics. The· taxpayer's U.S. plants produce a vari
ety of antibiotics for the U.S. market, while the taxpayer's foreign 
plants produce only aspirin for foreign markets. Although the tax
payer does not use the basic rQsearch in producing aspirin, the tax
payer does not use it immediately in producing antibiotics, 
either.37 Also, the taxpayer might begin making substantial for
eign sales of any new drug its R&D creates. Nonetheless, under the 
R&D Regulation, antibiotics and aspirin are in the same product 
category, and the general rules of the Regulation would allocate 

35 At least in part for this reason, the R&D Regulation limits the application of the gross 
income-to-gross income method to cases when its results do not diverge too greatly from those of 
the gross sales method. See the discussion in the Present Law section, above. 

3. See paragraph (g) of Regulation, Example (4). 



36 

some of the R&D expense to foreign"source income unless the · tax
payer met the burden of showing very limited or long-delayed ap-
plication of the R&D abroad. -

Critics of the R&D rules argue that the use of narrower product 
categories (for example, three-digit instead of two-digit SIC catego
ries) should be permitted. Alternatively, they argue that allocation 
should be permitted on a project-by-project basis and product cate
gories should be eliminated. 

Narrower product categories might, however, eliminate the R&D 
rules' capacity to take into account for apportionment purposes 
that R&D sometimes contributes unexpected benefits. For instance, 
in the bulldozer/lawnmower example above, it is assumed that the 
R&D relating to the bulldozers yields no results applicable to the 
lawnmower engines. But in some circumstances, a taxpayer's bull
dozer-related R&D might unexpectedly benefit its lawnmower 
engine line. 

Also, the structure of the product categories Wholesale trade and 
Retail trade sometimes allows a taxpayer to apportion all its R&D 
expense relating to a product that sells both in the United States 
and abroad to U.S.-source income. This may be viewed as a mitigat
ing factor in connection with the breadth of the product categories. 
For example, suppose a U.S. corporation manufactures and sells 
forklift trucks in the United States and distributes them abroad 
through a wholesaling subsidiary. The U.s. corporation performs 
R&D relating to the forklift trucks but none relating to wholesale 
trade. The manufacture and sale of forklift trucks in the United 
States belongs to the product category, Transportation equipment, 
but the wholesaling of the trucks abroad belongs to the product 
category, Wholesale trade (assuming that the wholesaling subsidi
ary performs no other functions with respect to the trucks and is 
not a domestic international sales corporation (DISC) for which the 
U.S. corporation is a related supplier of goods and services from 
any other of the U.S. corporation's product categories). None of the 
U.S. corporation's R&D expense attributable to the forklift trucks 
is allocable to the wholesaling subsidiary's sales abroad because 
those sales are in a different product category (Wholesale trade) 
from the product category to which the sale and manufacture of 
forklift trucks belong and to which the R&D relates (Transporta
tion equipment). 38 

Treatment of basic research 
The treatment of basic research expense under the R&D rules 

has also been questioned. The Regulation states that R&D that 
cannot be clearly identified with one or more product categories is 
to be divided among all product categories. One of the examples 
given in the Regulation (Example (15), at paragraph (g) of Regula
tion) indicates that the Internal Revenue Service might regard 
some basic research as not clearly identifiable with any product 
categories and, thus, properly divided among all product categories. 

37 If the expenditures in this case were for testing existing products rather than for develop
ing new products. they would be related to income from those products. Such expenses are not 
subject to the allocation rules of the R&D Regulation (Treas. Reg. sec. 1.174·2(aXl )). Therefore. 
such expenses would typically be deductible from U.s.-source income. 

3. See paragraph (g) of the Regulation. Example (6). 
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In the example, basic research expense incurred by a U.S. manu
facturer of heating equipment is considered related to all the man
ufacturer's product categories and, as a result, is allocated in part 
to income from the manufacturer's foreign hotel subsidiary. Critics 
of the Regulation's R&D rules argue that this allocation is unfair. 
In their view, basic research expense generally should not be divid
ed among all product categories. They argue that while basic re
search, by its nature, is less narrowly focused than applied or de
velopmental research, basic research is frequently undertaken spe
cifically in relation to one product or a group of products to the ex
clusion of others. Therefore, basic research expense should general
ly be divisible between one or a few of a taxpayer's product catego
ries rather than all the taxpayer's product categories. Advocates of 
the R&D Regulation respond that it may be possible to allocate 
basic research expense in this manner under the Regulation as 
presently drafted. To do so, a taxpayer must· show that his basic 
research is clearly identified with certain product categories. The 
fact that the basic research may relate to several of the taxpayer's 
product categories should not normally prevent the taxpayer from 
dividing the expense between fewer than all of his product catego
ries since the R&D Regulation permits the aggregation of product 
categories for allocation purposes. 

Complexity 
Critics of the Regulation argue that the R&D Regulation is 

overly complex and lengthy. They state that assembling the data 
necessary to perform the allocation calculations is very time con
suming and difficult. They question whether the additional revenue 
that might be collected under the Regulation is worth the expendi
ture of taxpayers' and the Federal Government's time and money 
in attempting to comply with and administer the Regulation. On 
the other hand, the R&D Regulation applies to few taxpayers. In 
1976, for example, only 6,513 U.S. corporations claimed foreign tax 
credits. Moreover, much of the R&D Regulation's complexity arises 
from various options (such as the optional gross income methods of 

. apportionment) that benefit the taxpayers that choose them. 

G. Sourcing of Royalty and License Payments 

Under the moratorium, U.S.-performed R&D expenses are de
ducted exclusively from U.S.-source income. On the other hand, 
royalty income from foreign affiliates attributable to this R&D is 
allocated exclusively to foreign sources. This mismatch in sourcing 
rules can lead to a double deduction for R&D expense as described 
above. If the moratorium is continued, this double deduction prob
lem can be cured by treating all or part of royalty payments from 
foreign affiliates as U.S.-source income in situations where the 
parent deducts R&D exclusively from U.S.-source income. Of 
course, this approach would reduce the benefit of the moratorium. 
To protect against avoidance (of this approach) by taxpayers who 
did not require a royalty for intangibles, it would require amending 
the rules governing transfers of intangibles (Code sec. 367), as dis
cussed below. 
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H. Tax-free Transfer and use of Intangibles Resulting from R&D 

Some question the policy of tax incentives to encourage multina
tionals to do U.s. R&D when they may use the results of that R&D 
abroad tax-free. R&D produces intangible assets, including patents, 
know-how, and secret processes. U.S. companies may transfer the 
intangibles that their R&D produces to foreign subsidiaries without 
incurring U.S. tax under Code section 367. The foreign subsidiaries 
may generally use those intangibles (created in the United States) 
in active manufacturing for foreign markets without incurring U.S. 
tax. The principle of deferral generally prevents imposition of U.S. 
tax on the income of those foreign subsidiaries until they pay divi
dends to their U.S. parent corporations. 

If a foreign subsidiary of a U.S. corporation manufactures in a 
country whose effective tax rate is lower than the U.S. rate, it will 
have a tax competitive advantage over U.S. companies that operate 
solely in the United States. A U.s. corporation with valuable intan
gible assets arising out of U.S. R&D may have a tax incentive to 
locate its manufacturing plants in low-tax foreign countries rather 
than in the United States. This will depend on whether the invest
ment credit, accelerated depreciation, and other tax preferences 
provided to U.S. manufacturers are as valuable as deferral. In 
some cases, the tax advantage from establishing a new manufactur
ing plant outside the United States in a low-tax country may 
outweigh the economies of scale that arise from expanding an ex
isting U.S. manufacturing plant. 

In addition, if the foreign subsidiary of a U.S. corporation re
ceives valuable intangible assets (the fruits of U.S. R&D) without 
paying for them, it has a competitive advantage over companies 
that operate solely in that foreign country. Those wholly local com
panies must pay for their intangible assets, either by incurring 
R&D expenses or by paying for intangible assets. 

While this ability to transfer intangibles to a foreign subsidiary 
free of U.S, . tax could be an incentive for foreign investment, ex
pansion into foreign markets by U.S. firms may benefit the U.S. 
economy. Proponents of the current rules that allow tax-free trans
fers argue that such expansion leads to increased sales and more· 
rapid growth of U.S. multinational firms, which increases their 
ability to undertake research and reduces their per unit adminis
trative and other fixed costs. All this leads to an increase in profits 
and a consequent increase in investment both in the United States 
and abroad. Moreover, the movement of investment funds overseas 
causes the value of the dollar to decline in foreign ~xchange mar
kets, which tends to encourage U.S. exports. In addition, they 
argue that in many cases, foreign subsidiaries of U.S. firms tend to 
use U.S.-manufactured goods (and components) in their operations. 
Moreover, it is extremely difficult to value intangibles. Therefore, a 
tax on their value upon their transfer to a foreign subsidiary is dif
ficult to calculate. An approach that imposed tax on foreign manu
facturing subsidiaries of U.s. corporations to the extent that their 
income arose from U.S.-produced intangibles would involve evalu
ating the contribution of intangibles to profit, another difficult 
question of valuation. Alternatively, this kind of approach could in
volve formulary attribution of profit to intangible assets. 
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