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Treatment of 965 Income under Proposed Regulation 

The proposed regulation would include foreign earnings deemed repatriated under IRC section 965(a) in 
the Rhode Island state tax base, net of the deduction provided in IRC section 965(c).  With respect to 
whether the net 965 inclusion would be eligible for a dividend received deduction in Rhode Island, the 
proposed regulation provides that if the net 965 inclusion is attributable to a foreign corporation that 
would be part of the taxpayer’s Rhode Island unitary combined group (absent water’s-edge reporting), 
no dividend received deduction applies and the net 965 inclusion is taxable.    

With respect to apportionment, the proposed regulation would provide that the net 965 inclusion, 
reduced by the dividend received deduction (to the extent permitted) is only includible in the 
denominator of the receipts factor.   

Advocacy Points 

 Dividend Received Deduction: The dividend received deduction should apply to all 965 
income.  Rhode Island provides for a dividend received deduction for certain domestic 
dividends.  In Kraft General Foods, Inc. v. Iowa Department of Revenue & Finance, 505 U.S. 71 
(1992), the United States Supreme Court determined that it is unconstitutional for a state to tax 
foreign, but not domestic, dividends.  Thus, Rhode Island must provide the same deduction for 
foreign dividends as it does for domestic dividends.  In fact, in its historic response to Kraft, the 
Rhode Island Department of Revenue adopted an administrative deduction for dividends 
received from foreign corporations, including Subpart F income, to ensure that the Rhode Island 
taxation of dividends was constitutional.   
 
The Department now appears to take the position that Rhode Island’s adoption of a combined 
reporting regime (effective beginning in 2015) alleviates the need for the dividend received 
deduction for 965 income attributable to unitary affiliates.  However, even if combined reporting 
did allow states to tax foreign dividends of unitary affiliates not included in the state combined 
group, the 965 income that Rhode Island would tax is largely attributable to years before 2015, 
when Rhode Island was a separate company filing state (the 965 income is based on the post-
1986 earnings of the foreign subsidiary).  Accordingly, in order to ensure that the Rhode Island 
law is applied in a constitutional manner, the dividend received deduction must be applied to all 
965 income and not only 965 income attributable to a non-unitary subsidiary. 
 
(Note that Rhode Island’s statutory inclusion of 965 income in the tax base is itself 
unconstitutional.  We do not address that issue here).   
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 Apportionment:  A portion of the receipts of the foreign subsidiaries that are the deemed payors 
of the 965 income should be included in computing the single sales factor apportionment formula 
of the taxpayer.  A state tax is unconstitutional if it is not fairly related to the taxpayer’s activities 
in the taxing state.  Apportionment formulas are designed to ensure that the amount of income  
taxed by a state is fairly related to the taxpayer’s activities in that state.  If the 965 income is 
included in the apportionable tax base, but the activities related to such income (the foreign 
subsidiary’s activities) are not included in the apportionment formula, the amount of tax 
apportioned to Rhode Island will be distorted.  This is especially true in this case because the 
amount of 965 income included in the Rhode Island tax base will likely be significant.  The only 
way to ensure the Rhode Island tax is fair and constitutional is to include a portion of the receipts 
of the foreign subsidiary in the apportionment factor used to compute the Rhode Island tax on the 
965 income.  Furthermore, including the receipts of unitary domestic companies but not 
including the receipts of unitary foreign deemed dividend payors is also unconstitutional.   


