Jurisdiction and Residency
1. METHOD:
0. Residency of TP
0. Individual
0. US resident
0. Green card
0. Substantial presence test
0. IF US resident
1. US citizen living abroad [911]
0. Corporation
1. Determine classification for federal tax purposes (check the box rules)
1. Domestic vs. foreign corp
0. Expatriation [877/877A]
0. Treaty applies?
1. If nontreaty country, then apply statutory rules
1. If treaty country, then look at terms of treaty
1. Check the Box Regulations
1. METHOD:
0. Is it a business entity recognized for federal tax purposes?
0. RULE: Business entity =  recognized entity that is NOT: [301.7701-2(a)]
0. A trust (other than a Morrisey trust) OR
0. Distinguish btwn trust and association
0. Specially treated/taxed entity
1. Ex. Non-profit organizations, real estate investment trusts (REIT)
0. Per se corporation?
1. Any business entity organized under federal or state law as a corporation is recognized as a corporation for federal tax law purposes [301-7701-2(b)(1)]
1. Certain foreign entities listed in regs are treated as "per se" corporations [301.7701-2(b)(8)]
0. If foreign entity is NOT on the per se list, it is an eligible entity for which classification may be elected under the check-the box rules [301.7701-3]
0. Check the box elections [301.7701-3(b)]
1. If eligible entity w/ at least two members, then can elect to be classified as either a corporation OR a partnership
0. If elect to be classified as a corporation, then can further elect btwn S corp or C corp
1. If eligible entity w/ single member, then can elect to be classified as a 1 member corporation OR a disregarded entity
1. Disregarded entity - entity that is disregarded - all of the assets and liabilities are treated as owned by the entity's owner.  All income is treated as received by the owner and all deductions are treated as taken by the owner
0. DEFAULT RULES for foreign eligible entities [301.7701-3(b)(2)]:
2. If foreign eligible entity with ONE owner:
0. If personal liability, then default is disregarded entity
0. If limited liability, then default is corporation
2. If foreign eligible entity with MORE than one owner:
1. If all owners have limited liability, then default is corporation
1. If at least one owner has personal liability, then default is partnership
1. APPLICATION:
1. 301.7701-3(f) -  changes in the number of members of an entity can change the default classification for foreign entities
0. Ex. An eligible entity classified as a p/s becomes a disregarded entity when the entity's membership is reduced to one member
1. 301.7701-3(g) - gives rules re: what happens when an existing eligible entity changes classification
1. Other sources to use to research question re: check-the-box:
2. Preamble to regulation
2. BNA Tax management portfolios
1. Form 8832
3. Check the box election
3. Shows how the IRS implements the rule
1. Residency
2. METHOD:
0. Residency of TP
0. Individual
0. Green card
0. Substantial presence test
0. Corporation
1. Determine classification for federal tax purposes (check the box rules)
1. Domestic vs. foreign corp
0. Treaty applies?
2. When does it apply?
1. "US person" includes individuals, trusts, estate, p/s, association, company, or corporation [7701(a)(1), (30)]
1. Residency classification for individuals
1. Individuals are EITHER [7701]:
0. Domestic persons - US citizens and resident aliens
0. Foreign persons - nonresident aliens
1. An individual is a resident IF [7701(b)(1)(A)]:
1. Green Card Test [7701(b)(1)(A)(i)]
0. An alien is treated as a US resident if that individual is a lawful permanent resident in the US at any time during the calendar year at issue
0. Does NOT include nonresident aliens in the process of applying for a green card
1. Substantial Presence Test  [7701(b)(3)]
1. An alien is treated as a resident alien if he is present in the US on:
0. At least 31 days of the current year AND
0. The sum of the number of days on which such ind was present in the US during the current year at the 2 preceding calender years (when multiplied by the applicable multiplier determined under the following table) equals or exceeds 183:
1. 
	Days in
	Applicable multiplier

	Current year
	1

	1st preceding year
	1/3

	2nd preceding year
	1/6


1. EXCEPTION - 30-day de minimis rule:
1. If alien ind is in the US for 30 days or less in the current year, he will be considered a nonresident EVEN IF the 183 day formula would otherwise be met
1. EXCEPTION for tax home [7701(b)(3)(B)]
2. Alien ind is treated as a nonresident if the ind:
0. Is present in the US for fewer than 183 days during the current year AND
0. Establishes that, for the current year, his tax home is in a foreign country AND
0. Has a closer connection to such foreign country than to the US
1. EXCEPTION for exempt individuals or for certain medical conditions: an ind is not treated as being present in the US on any day if: [7701(b)(3)(D)]
3. Such ind is an exempt individual for such day OR
3. Such ind was unable to leave the US on such day b/c of a medical condition which arose while such ind was present in the US
1. NOTE: illegal alien is a US tax person for federal tax purposes (so can be taxed in US even though in the US illegally)
1. First year election (NOT TESTED ON THIS)
1. Residency classification for entities (corporations, p/s, and trusts)
2. Determine how entity should be treated for US tax purposes
0. See check the box rules (above)
2. Corporations and partnerships
1. Domestic - corp or p/s created/incorporated or organized in the US or under the law of the US or of any state [7701(a)(4)]
0. Don't care where HQ or primary office or how much income from US
1. Foreign - all other corporations or p/s that are not domestic [7701(a)(5)]
2. Trusts
2. Trust is a US person (and subject to US tax) IF: [7701(a)(30)]
0. The trust is subject to the authority of a court within the US AND
0. The fiduciaries in control of the trust are US persons
2. All other trusts are foreign trusts
2. What does it do if it applies?
2. RULES:
0. 
	Taxpayer
	Tax Base
	Tax Rate

	US person (citizen, resident individual, or dom corp)
	Worldwide income
	Graduated 

	Foreign person (nonresident alien ind or foreign corp) in TREATY country
	0. US source passive income
0. Income attributable to a permanent establishment in the US
0. Branch profits tax (for foreign corps ONLY)
	1. Flat (but often low)
1. Graduated
1. Flat (but often low)

	Foreign person (nonresident alien ind or foreign corp) in NON-TREATY country
	1. US source passive income
1. Income effectively connected w/ the conduct of a USTB
1. Branch profits tax (for foreign corps ONLY)
	1. Flat
1. Graduated
1. Flat 


1. Individuals
2. IRC 2(d) - nonresident alien individuals are taxed under regular rates only as provided by 871 or 877 
2. 871 Tax on nonresident alien individuals
2. 871(a) - passive income - ONLY tax US source income at flat 30% rate
2. 871(b) - income connected w/ US business - taxed at graduated rates
2. 877 Expatriation to avoid tax
1. Corporations
3. IRC 11(d) - foreign corps are taxed under 55 only as provided by 882
3. 881 Tax on income of foreign corps not connected w/ US business
2. ONLY tax US source income at flat 30% rate
3. 882 Tax on income of foreign corporations connected w/ US business (graduated)
1. US citizens are taxed on worldwide income, no matter where sourced and no matter where TP is located
2. Cook v. Tait
0. Issue: whether US can impose tax on income received by a US citizen on income earned from property located in Mexico
0. Facts: TP was a US citizen who was a resident of Mexico City.  TP earned income from property located in Mexico.  IRS assessed tax on income earned from property located in MX.
0. Holding: ct held that US can tax US citizens on worldwide income earned 
0. Reasoning:
4. TP argued that if both person and property are located outside the US, then the US should not be able to tax the income earned
4. Ct rephrased argument to mean that US can only tax when both person and property are located inside the US (BUT different
4. Ct finds that the power to tax is not limited by the situs of property or the domicile of the citizen - b/c the US citizen derives benefit from US citizenship no matter where person or property is located
0. RULE: US citizens are taxed on worldwide income, no matter where sourced, and no matter were domiciled
0. POLICY:
2. Why does residency matter?
0. Residency of ind/corp determines whether the TP will be taxed at flat rates or graduated rates
1. Expatriation to Avoid Tax [877/877A]
1. Individuals
0. When does it apply?
0. Applies when: [877(a)(2)]
0. US citizen or long-term resident (green card holders) AND
0. Avg net income tax for the period of 5 years ending before the date of loss of US citizenship is greater than 124k OR
0. Net worth of individual is $2mill or more
0. What does it do?
1. Requires a US citizen who relinquishes US citizenship to continue, for 10 years after expatriation, to be taxed as a US citizen on income from sources within the US [877(a)(1)]
1. BUT 877A Exit Tax replaces 10 year rule:
1. US citizen who abandons US residence must recognize gain or loss from all property, wherever located, as though the property had been sold for its FMV on the day before the expatriation date [877A(a)]
1. BUT ONLY applies when total gain is greater than $600k [877A(a)(3)]
0. Policy:
2. To prevent US citizens from renouncing US citizenship in order to move to a low income tax country
1. Citizens or Residents of the US Living Abroad [911]
2. When does it apply?
0. Applies when US citizen:
0. Has a tax home in a foreign country AND
0. EITHER be a: 
1. Bona fide resident of one or more foreign countries for at least one entire taxable year OR
1. Have spent at least 330 full days in foreign countries during a period of 12 consecutive months
2. What does it do?
1. Allows US citizen living abroad to ELECT to exclude from gross income:
0. The foreign earned income of the individual AND
0. Foreign earned income - earned income from  sources within a foreign country attributable to services performed during the period of overseas presence.  [911(b)(1)(A)]
0. Includes wages, salaries, and other amounts rec'd as compensation for personal services rendered
0. Does NOT include pension, annuity, amounts paid by the US, amounts received after the close of the taxable year in which the services to which the amounts are attributed are performed [911(b)(1)(B)]
0. Excluded amount = $92k (current) [911(b)(D)]
0. the housing cost amount of the individual
1. Housing cost amount = the excess of actual housing costs above a basic norm measured by an avg middle class housing cost.  [911(c)(1)]
0. Floor of 16% and ceiling of 30% - amount of housing expenses excluded
0. Housing expenses - reasonable expenses paid or incurred during the taxable year for housing for the ind, (and if they reside w/ him, spouse and dependents) [911(c)(3)(A)]
1. Also includes expenses for a second foreign household for spouse and dependents IF living conditions are dangerous, unhealthful, or adverse [911(c)(3)(B)]
2. Policy:
2. Based on idea that Americans living abroad do not derive the full benefit of public expenditures, cost of living abroad is higher, the foreign tax credit does not provide offset for indirect foreign taxes, and tax incentives are necessary to induce Americans to work in less developed areas
 
Source of Income
1. When does it apply?
0. 
	Type of Income
	Rule
	Exceptions

	Dividends [861(a)(2)]
	Residence of payor 
	· 25-percent rule [861(a)(2)(B)]
· Branch Profits Tax [884(a)]

	Interest [861(a)(1)]
	Residence of payor
	· 80% foreign business [861(a)(1)(A)]
· Foreign branch of domestic bank  [861(a)(1)(B)]
· US branch interest paid by foreign corp or p/s [884(f)(1)(A)]

	Services [861(a)(3)]
	Place of performance
	· $3000/90 day rule [861(a)(3)(A)-(C)]
· Member of foreign vessel [861(a)(3)(flush language)]

	Rents/Royalties [861(a)(4)]
	Place of use of property
	 

	Sales of Real Property [861(a)(5)]
	Location of real estate
	 

	Sales of Personal Property [865(a)]
	Residence of seller
	· Inventory Property [865(b)]
· Depreciable Personal Property [865(c)]
· Intangible Property [865(d)]
· US person w/ foreign office [865(e)(1)]
· Foreign person w/ US office [865(e)(2)]

	Sales of Inventory [865(d); 861(a)(6); 862(a)(6); 863(b)]
	Purchased: passage of title
Produced: Formula
If natural resource (title passage/FMV of resource)
If NOT natural resource (50% production/50% sales)
	· Foreign person w/ US office [865(e)(2)] 

	Sales of Intangible Property [865(d)]
	If NOT contingent: residence of seller
If contingent: place of use of property (royalty)
	 


0. Dividends
1. EXCEPTIONS (2):
0. 25% rule  [861(a)(2)(B)]
0. If more than 25% of GI of foreign corp over 3 year period is effectively connected w/ US trade or business, then ONLY proportionate amount of dividend is US source
0. Branch Profits Tax [884(a)]
1. Tax on the dividend equivalent amount
0. Interest
2. EXCEPTIONS (3):
0. 80% foreign business [861(a)(1)(A); 861(c)(1)]
0. Interest received from an alien resident individual OR domestic corporation has foreign source IF 80% of more of the payor's GI during the three years preceding the year of payment was "active foreign business income"
0. Active foreign business income - GI which:
0. Is derived from sources outside the US (includes income from sub of corp) and
0. Attributable to the active conduct of a trade or business in a foreign country (includes income of sub)
0. Foreign branch of domestic bank [861(a)(1)(B)]
1. Interest paid by foreign branch of domestic bank is foreign source income
0. US branch interest paid by foreign corp (Branch Interest Rules) [884(f)(1)(A)]
2. In the case of a foreign corporation engaged is a USTB (US branch), any interest paid by the US branch is treated as it were paid by a domestic corporation (treat as US source)
0. Services
3. RULE: Source of services is place of performance
0. BUT when payment for services has more than one source, if no allocation, then apply TIME RULE (Stemkowski)
0. Time basis rule: US source income = (US days)/(Total Days covered by K) x (amount of income) [1.861-4(b)]
3. EXCEPTIONS (2):
1. $3000/90 day rule
0. Compensation for labor or services performed in the US will be FOREIGN source IF:
0. The services are performed by a nonresident alien individual temporarily present in the US for a period or periods NOT exceeding a total of 90 days during the taxable year AND
0. Compensation does not exceed $3000 in the aggregate AND
0. The compensation is for labor or services performed as an EE of or under a contract with:
2. A nonresident alien, foreign p/s, or foreign corp NOT engaged in USTB OR
2. An individual who is a US person (ind, p/s, corp) if such labor or services are performed for an office of place of business maintained in a foreign country or in a possession of the US by such US person
1. Member of foreign vessel
1. Compensation for labor or services performed in the US is FOREIGN source if performed by a nonresident alien individual in connection w/ the ind's temporary presence in the US as a regular member of the crew of a foreign vessel engaged in transportation btwn the US and a foreign country or a possession of the US
3. APPLICATION:
2. Time Rule - apportion income from services from more than one source
0. Stemkowski v. Comm'r
0. Issue: How to allocate payments for services when performed partly in the US and partly in a foreign country
0. Facts: TP was a NR alien and citizen of Canada who was a hockey player for the NY Rangers.  Under the terms of the K, TP was paid a salary for two seasons, was given bonuses for each round won in the play-offs, and was required to give his services in all league championship and play-off games and to report in good condition at the club training camp.  TP lived in Canada during the offseason and most of the training camp period, and played in Canada 15 out of the 179 days during the regular season and 5 out of 28 days during the play-offs.  
0. Holding: ct held that the salary covered regular season, play-offs, and training camp, BUT not the off-season
0. Reasoning:
3. Ct applies the time rule to allocate services performed in the US and in Canada [TR 1.861-4(b)]
0. TP argued that the whole year should be included in the total amount of K days for time rule formula.  IRS argued that only the regular season should be included.
3. The ct finds that the salary includes play-off and training camp services
1. Finds that per diem payment of 600 for going to training camp were to cover the add'l expenses of being away from home
1. Finds that P was required to play and the amounts paid for play-off games won were simply bonuses
1. IRS argues that when a player is fined, fine is based on days in regular season, not training or play-off days
3. The ct finds that the off-season is not covered by the K b/c the K does not impose any specific obligations on the TP during that period
0. RULE: 
4. When mixed source basket of income, and income is not separately allocated, MUST allocate income on a time basis:
4. Time basis rule: US source income = (US days)/(Total Days covered by K) x (amount of income) [1.861-4(b)]
0. Rents/Royalties
4. RULE: Rentals or royalties from property located in the US, or from any interest in such property, is US source
0. Includes rentals or royalties from patents, copyrights, secret processes, good will, trademarks, and other like kind property
4. APPLICATION:
1. Rev. Rul. 80-362
0. Issue: whether royalties paid for the use of a patent in the US are subject to US tax
0. Facts: A, neither a resident of US or Neth, licenses patent to X, a Neth corp, for a fixed royalty amount.  X then re-licenses the patent to Y, a US corp, for royalties contingent on the amount of units produced under the patent.  The fixed royalty X pays to A is not contingent on the royalties X receives from Y.  Under US-Neth treaty, royalties paid to Neth resident are exempt from US tax.
0. Holding: royalties paid from X to A are subject to US tax at 30% rate (X must withhold)
0. Reasoning:
3. Finds that the royalties from X to A are not exempt from US tax b/c there is no treaty btwn A and the US that provides an exemption from US tax.
3. Since the royalties are paid for the privilege of using a patent in the US, the royalties are treated as income from sources within the US under 861(a)(4) and are subject to US tax
0. RULE:
4. Application of 861(a)(4)
4. Apply rule mechanically - when US source income, then subject to US tax
0. NOTES:
5. How can the US enforce this ruling?
0. US only has jdx over Y, not X or A
0. No effective way to enforce this judgment
1. Comm'r v. Wodehouse
1. Issue: whether the income was royalties or sales of personal property
1. Facts: TP was a British subject residing in France who was not engaged in USTB and did not have a US office.  TP sold articles and a few novels to publishing companies in the US.  TP didn't sell the story as a whole, just the right to publish them in certain regions.  IRS argues that the payments rec'd by TP were royalties for the privilege of using property in the US, therefore US source.  TP argues that each payment was for sale of a an interest in his copyright, and that even if they were royalties, he received them in a single lump sum and not annually or periodically, so source is foreign source.
1. Holding: ct held that the income was from royalties and is, therefore,  subject to US tax
1. Reasoning:
3. Ct finds that the income was a lump sum royalty payment
0. Ct assumed that this was a disguised royalty payment  b/c there was a licensing agreement and does not respect the TP's choice to make it into a sales transaction
0. Therefore, income is not exempt from tax
1. RULE:
4. After 1936, sales of personal property by nonresident aliens were not subject to US tax
4. Distinguish sales vs. royalties
1. Sale - sells ownership of all rights
1. Royalties - retain other ownership rights
4. If TP does not fully give up rights, then treat as licensing arrangement (royalties), even if paid in a lump sum
4. Ct looks at substance over form (compare to Boulez)
1. Dissent:
5. Treats the transaction as a sale b/c TP sold rights (different treatment)
0. Sales of Real Property
5. RULE: all gains, profits, and income from the disposition of a US real property interest is US source
0. Includes directly owned real property and holdings of stock in domestic corporations w/ substantial holdings of US real property
0. Sales of Personal Property
6. RULE: source of sales of personal property is the residence of the seller
0. NOTE: definition of residence DIFFERS from definition of resident in 7701
0. US resident (for personal property) [865(g)]:
1. Any individual who:
0. Is a US citizen or resident alien and does not have a tax home in a foreign country OR
0. Is a nonresident alien and has a tax home in the US
1. BUT US citizen or resident alien will NOT be treated as a nonresident w/r/t sale of personal property UNLESS an income tax equal to at least 10% of the gain derived from such sale is actually paid to a foreign country w/r/t that gain
6. EXCEPTIONS (5):
1. Inventory Property [865(b)] (see below)
1. Depreciable Personal Property [865(c)]
1. Depreciable personal property - any personal property the basis of which includes depreciation adjustments (includes nondepreciable personal property)
1. Gain is treated as US (foreign) source income to the extent the basis of the property reflects depreciation adjustments that were allocated to US (foreign) source income. 
1. Any gain in excess of the depreciation adjustments is sourced as though the property were inventory property (title passage) [865(c)(2)]
1. METHOD:
3. Portion of gain not in excess of depreciation adjustments treated as US source income to extent attributable to US depreciation adjustments
3. Remaining portion of gain not in excess of depreciation adjustments treated as foreign source income
3. Gain in excess of depreciation adjustments sourced as inventory property
1. Intangible Property [865(d)] (see below)
1. US person w/ foreign office [865(e)(1)]
3. If US resident maintains an office or other fixed place of business in a foreign country, then income from sales of personal property attributable to that office is FOREIGN source
1. Foreign person w/ US office [865(e)(2)]
4. If nonresident maintains an office or other fixed place of business in the US, then income from any sale of personal property (including inventory) attributable to such office is US source
4. BUT does NOT apply to sale of inventory property that is sold outside the US if an office of the TP in a foreign country materially participated in the sale
0. Sales of Inventory Property
7. RULES:
0. Purchased inventory (ONLY pure selling - retail and wholesale distribution) [861(a)(6); 862(a)(6)]
0. Income from the purchase and sale of inventory is sourced where title passes 
0. Title passes where parties to sale specify in agreement (TP have control over source of gains)
0. If inventory is a natural resource
1. Gross income is divided between FMV of natural resource and sale of purchased inventory (see rule above)
0. The FMV of the natural resource is measured and that amount of the total gross income is sourced in the country of extraction
1. Ex. Corp mines silver in US and sells it outside the US for 1000.  
1. FMV of silver at port is $900, and that amount is US source.
1. The remaining $100 of sale price is sourced in country of sale (title passage)
0. Produced inventory NOT a natural resource (includes manufacturing or processing) [863(b)]
2. Applies to GI derived from sources partly within and partly without the US.  Taxable income is first computed by deducting the expenses, losses, or other deductions apportioned thereto and a ratable part of any expenses, losses, or deductions which cannot definitely be allocated to some item or class of GI.  [863(b)]Then apply 50/50 method.
2. 50/50 Method  [1.863-3(b)(1)]
1. 50% of TP's GI is attributed to production activity and 50% of GI is attributed to sales activity.
1. The source of income within each 1/2 is then apportioned according to the location of the TP's production assets and sales activity [1.863-3(c)]
1. If production both w/in US and foreign countries: [1.863-3(c)(1)(ii)]
0. Income w/o US = (Production activity income) x (avg AB of production assets outside US)/(avg AB of all production assets)
1. In lieu of the 50/50 method, TP may elect to determine source income under the IFP method OR the books and records method
2. Independent Factory Price (IFP) Method (NOT TESTED)
2. An IFP must be fairly established
0. Fairly established based on a sale by the TP ONLY IF the TP regularly sells part of its output to wholly independent distributors or other selling concerns in such as way as to reasonably reflect income earned from production activity
0. NOT fairly established if sales activity by the TP w/r/t that sale is significant in relation to all of the activities w/r/t that product
2. The amount of gross sales price = to IFP is treated as attributable to production activity and the excess of the gross sales price over the IFP be treated as attributable to sales activity
2. If elect to use this method, then IFP method must be applied to ALL 863 property that is substantially similar
2. Books and Records Method (NOT TESTED)
3. Sales that are attributable to production and sales activity are based on the TP's books
3. CAN ONLY use this method if the TP has received in advance, the permission of the District Director having audit responsibility over its tax return
1. TP must establish that the TP will regularly employ in its books of account a detailed allocation of receipts and expenditures which clearly  reflects the amount of the TP's income from production and sales activities
7. EXCEPTION:
1. Foreign person w/ US office [865(e)(2)]
0. If nonresident maintains an office or other fixed place of business in the US, then income from any sale of personal property (including inventory) attributable to such office is US source
0. BUT does NOT apply to sale of inventory property that is sold outside the US if an office of the TP in a foreign country materially participated in the sale
7. APPLICATION:
2. 861(a)(6) is a bright-line test - NOT TOC test
0. US v. Balanovski
0. Issue: whether the rule for determining passage of title is a mechanical test or should be based on the totality of the circumstances ("substance of the transaction") test
0. Facts: TP was an Argentine citizen who was a partner in an Argentine partnership.  TP came to the US to purchase trucks and other equipment in the US that he would resell in Argentina.  There were two income streams: (1) 8 mill for the purchase and sale of property and (2) 800k for the discount or sales commission.  According to the K, title passed FAS in the US.  The lower ct addressed the title passage issue by using a totality of the circumstances test instead of the title passage test in the Code to find that Argentina was the place of sale.
0. Holding: the court held that a bright-line, mechanical rule should be used to determine when title passes
0. Reasoning: 
3. Ct applies the bright-line rule to determine when title passes
0. Ct finds that title passed in the US, therefore, US source
0. RULE: 
4. 861(a)(6) goods are deemed sold within the statutory meaning when the seller performs the last act demanded of him to transfer ownership and title passes to the buyer
4. For inventory property, mechanical, bright-line rule to determine when the title passes.
4. FOB (free on board) - seller has responsibility for property until loaded on ship 
4. FAS (free alongside) - seller has responsibility for property until loaded right next to the ship
0. NOTES:
5. Bright-line rule is good for consistency, allows people to plan their affairs
 
0. Sales of Intangible Property
8. RULE:
0. To the extent payments are NOT contingent on the productivity, use, or disposition of the intangible, then source based on residence of payor
0. To the extent payments ARE contingent, the source is based on place of use (as if such payments were royalties)
0. Intangible includes: patent, copyright, secret process or formula, goodwill, trademark, trade brand, franchise, or other like property
0. Guarantee Fees
9. RULE: guarantee fees paid by a domestic corporation are US source [861(a)(9)]
9. APPLICATION:
1. Container Corp v. Comm'r
0. Issue: whether the guarantee fees were income from services or interest
0. Facts:  Vitro is a MX corp that makes glass products.  Vitro decides to enter into the US market by purchasing two US glass companies.  Vitro created TP, as a US sub, to gain control of the two US glass companies.  B/c Vitro could not get MX financing, it used another US sub, International, to take out a loan from US banks.  Vitro guaranteed the loan, and International paid Vitro a guarantee fee, but International did not withhold US taxes from those fees.  IRS argues that tax should have been withheld on the guarantee fees paid to Vitro.
0. Holding: ct holds that the guarantee fees were payments for services, so the source of income is Mexico (foreign)
0. Reasoning: 
3. Ct finds that the fees were not interest and not payments for services
3. Ct reasons by analogy and finds that the fees are closer to payments for services, so should be treated as Mexican source income b/c services were provided in Mexico
0. RULE:
4. When income does not clearly fall into a certain income category, analogize to other types of income to determine source
4. 861(a)(9) guarantee fees paid by a domestic corporation are US source (BUT rule was not out when case was decided, so overrides case law)
0. APPLICATION:
10. Royalty payment vs. services
0. Karrer v. US
0. Issue: whether payment is for services or royalty payment
0. Facts: TP was a professor of chemistry who found a way to synthesize vitamin B-2 and E.  TP entered into agreement with Basle, pharm company, where he would get a portion of the net proceeds of the sales of the products manufactured using TP's process for 12 years.  Basle then sells the patent rights to US company, Nutley, in exchange for 4% net proceeds.  TP originally applied for US patents, but TP assigned rights to Nutley.  Nutley paid TP  5% of net proceeds for 12 years (obligation btwn TP and Basle) even though there was no contractual obligation.  IRS argued that payment was royalty payment, so US source.  TP argued that payment was for services, therefore foreign source.
0. Holding: ct held that the payment was for services, so not subject to US tax
0. Reasoning:
3. Ct found that the payment was for services
0. Ct looked at the agreement btwn TP and Basle - whether agreement was for employment or sales agreement
0. Ct found that Swiss law would find that it was an employment K, therefore, payment was for services
3. BUT ct if court looked at Nutley (Nutley paid Basle, then Basle paid K), then different result
0. RULE:
4. Look to foreign law to determine type of agreement (BUT for the most part, courts DO NOT look to foreign law)
0. NOTE:
5. Compare to Wodehouse where TP received a single payment that was characterized as a prepaid royalty.  Here, TP received a series of contingent payments that were characterized as payment for services
0. Boulez v. Comm'r
1. Issue: whether payments received by TP were royalties or compensation 
1. Facts: TP was a citizen of France and resident of FRG, who was a nonresident alien in the US during 1975.  Since 1969, TP had K w/ CBS records to make recordings; the master recordings would belong to CBS.  TP made approx $40k in 1975 but did not pay US tax on the amount; TP paid German tax on the amount.  TP argues that the type of income was royalties.  IRS argues that the income was for services.  US-FRG treaty does NOT tax on royalties, but taxes income from performance of services.
1. Holding: ct held that the payments were compensation for personal services rendered
1. Reasoning:
3. Ct looks at two issues:
0. Whether TP intended to license a property interest in the recordings
0. Ct finds that the parties intended a K for personal services based on the K terms and language
0. Whether TP had a property interest in the recordings that he could have sold as of the 1969 K date
1. Until 1971, it was not possible to get a property right in the recording, so the parties could not have meant that TP would get a sale or property interest in the recording
3. Ct chose form over substance b/c that is the legal form that the parties chose
1. RULE:
4. Distinguish royalties from income from services
4. Ct applies form over substance (compare to Wodehouse)
10. Source of non-compete clause
1. Korfund v. Comm'r
0. Issue: what is the source of income for a non-compete clause
0. Facts: TP is a NY corp that manufactures and sells foundation material.  In 1926, TP entered into agreement w/ Zorn, a NR foreign corp that engages in the same business as TP, where Zorn agrees to provide consulting advice and not to compete in US or Canada.  TP agrees not to compete outside US or Canada.  In 1928, TP entered into K w/ Stoessel, a NR alien and citizen of Germany, to act as an advisor and not to compete w/ TP. In 1933, TP cancelled both Ks and paid both Zorn and Stoessel settlements.  IRS found that settlement payments represented income from sources within the US and TP should have withheld tax on those amounts
0. Holding: ct holds that the source of income is US source
0. Reasoning:
3. Ct regards all amounts as payments fro non-compete agreement (since the Ks were not apportioned btwn amount rec'd for services and amounts for non-compete)
3. IRS argues that the source is US, where the abstinence of performance occurred under the K
3. TP argues that the source of income is Germany, where the negative performance occurred (the continuous exercise of will to NOT do something), therefore foreign source
3. Ct finds that both Zorn and Stoessel had a right to compete in the US with P.  Ct finds that that right is an interest in property in the US.  The payments were made in lieu of payments they could have received from services performed in the US, therefore, the situs of the right was in the US and the income that flowed from the right was produced in the US
3. Therefore, the source of income was the US
0. RULE:
4. Payments from non-compete clause are sourced where the right to compete is located
4. Non-compete agreements create a right in property
4. The source of income is the situs of the income producing property
1. What does it do if it applies?
1. For nonresidents
0. If US source, then taxed in US
0. If not-US source, then NOT taxed
1. For residents
1. Source determines the limitation on the foreign tax credit - the extent of credits allowed for foreign taxes paid as offsets to US income tax
0. HYPO: US soccer player now plays for a team in the UK.  Player earned 500k of income in UK and 200k of income in US
0. UK tax rate = 50%
0. US tax rate = 30%
0. UK tax = 500k x 50% = 250k
0. Total US tax (on WW income) = (200k + 500k) x 30% = 210k
0. Foreign tax credit allowed for the amount that the US tax would have been on the 500k of UK income (capped at 150k)
4. Foreign tax credit = 500k x 30% = 30% 150k
0. Total US tax (w/ credit)  = 210k - 150k = 60k
0. Total UK tax = 250k
0. BUT if mixture of foreign tax sources, some taxed at 0, then the effective foreign tax rate would go down
0. US citizens can increase the amount of foreign income to make sure of the foreign tax credit
1. Policy: 
2. Why does source matter?
0. Goal of sourcing rules
0. To properly determine the economic source of income
0. BUT difficult to determine where income comes from b/c it can come from many places
0. Source rules originated in the 1920s
1. Query whether modern rules make the source rules obsolete
1. Based on time period when most property was real property or clearly identifiable property
1. Compare to today when more property is intangible (ex. Legal rights w/ value)
1. Different countries could view instruments differently
2. Ex. One country views source as equity and another country views source as debt
2. When hybrid debt-equity instrument, substantive tax rules and sourcing rules can be affected
1. Increase in international commerce
3. Compare to past when commercial travel was not as prevalent
0. Should source rules be mechanical or more flexible (TOC test)?
0. Should we look at the type of income at issue, or should we look at the identity of the payor or the recipient?
Income Tax Treaties (bilateral)
1. METHOD:
1. Why do Income Tax Treaties Exist?
1. To eliminate double taxation
0. Double tax occurs when BOTH residence country and source country tax income
0. Generally, double taxation is eliminated by reducing source country tax
0. Usually the source country cedes to the residence country
0. Ex. Art 11 - Interest
0. What taxes are usually covered by treaties?
1. Income tax (Art 2)
1. NOT covered:
1. State taxes
1. SS taxes
1. Customs, duties, etc.
1. Encourage trade/travel/investment
1. Minimal contacts are exempt
0. Ex. Entertainers and Sportsmen (Art 16) - If US resident makes less than 20k US dollars in entertainment or sports income in the other contracting state, then exempt from tax in the other contracting state
1. Certainty/bright-line rules are provided
1. Common Features of Tax Treaties
2. Non-discrimination
0. Generally provide for four basic types of nondiscrimination:
0. A citizen of the treaty country who resides in the United States may not be subjected to U.S. taxation that is more burdensome than the taxation that applies to U.S. citizens in the same circumstances.
0. The U.S. permanent establishment of a resident of a foreign treaty country may not be subjected to more burdensome taxes than a U.S. person conducting the same activities.
0. A U.S. corporation owned in whole or part by residents of the foreign treaty country may not be subject to more burdensome taxes than certain other U.S. corporations.
0. Amounts paid by a U.S. resident to a resident of the foreign treaty country generally are deductible by the payor as if paid to a U.S. resident
0. Ex. Art 24
2. Exchange of Information
1. The US and treaty country obligate themselves to exchange information to carry out treaty provisions
0. The information to be exchanged includes info that each country has at its disposal and information it can obtain through procedures available under its revenue laws
0. Treaty generally provides that a country need not furnish information requested by the other country if doing so would violate the first country's domestic laws
0. Treaty may not require a country to furnish info that is not obtainable under the laws of the treaty country requesting the info
1. Ex. Art 26
2. Mutual Agreement (Competent Authority) Procedures
2. Provides a procedure whereby a resident of either treaty country can contest actions by one or both of the countries that may result in taxation not in accord with the treaty.  The resident presents his case to the competent authority of the country, and if the competent authority believes the resident's objection is justified, then he can present the case to the competent authority of the other treaty country, where they can resolve the case by mutual agreement
2. Ex. Art 25
2. Savings Clause
3. Clarifies that the US does not give up its rights to tax its own citizens on worldwide income - each treaty country saves its taxing power over its own constituents (as if the treaty was not in force)
3. Ex. Art 1(4)
2. Limitation of Benefits/Anti-Treaty Shopping (see below)
4. Ex. Art 22
1. Policy Questions
3. Is it a net revenue gain for the US to enter into income tax treaties that limit source country taxation?
0. Depends on country
0. Do we want to have more US resident investment in foreign country or more foreign resident investment in US
0. Should the US only enter into treaties in which the US comes out ahead
3. Is it fair to developing countries, who are net importers of capital, to reduce or eliminate source country taxation?
1. Developing countries are less likely to have tax infrastructure, so they tax inbound corporations (easier administratively)
0. BUT if source country rules are ceded, then developed countries benefit
1. UN Model Treaty takes developing countries into account
1. Relationship of Tax Treaties to US Federal Law
4. When statute conflicts w/ treaty - Treaty Overrides
0. General rule: "Last in time" rule of construction - the later enacted provision controls.  But if a treaty and a later enacted Code provision conflict, the code provision will prevail UNLESS the subsequent enactment does not plainly indicate an intent to supersede the treaty
0. 7852(d) and 894(a)(1) - treaties and the IRC are generally accorded equal weight
0. Generally, treaty provisions control b/c most US tax treaties were entered or renegotiated after the adoption of the 1954 code (the code referenced in 7852(d))
0. Interpretive rule discourages conflicts
1. First read rule to discourage conflicts
1. If conflict, then later in time rule controls
4. Examples of treaty overrides
1. 163(j) thin capitalization/earnings stripping rule
0. HYPO: interest paid from US sub to foreign parent is deductible by US sub w/ no withholding tax (due to treaty).  When interest payment increases, then amount of US tax base is decreased
0. 163(j) overrides the treaty provision by getting the tax in another way
1. 894(c) modern treaty override
1. RULE: Foreign person is not entitled to reduced rate of withholding tax under income tax treaty if:
0. fiscally transparent for US purposes AND
0. Income is not taxable as income to the person in his foreign country AND
0. Tax treaty is silent as to handle income derived from fiscally transparent companies AND
0. The foreign country does not impose tax
1. Rationale: 894(c) was intended to override the US-Canada treaty
4. Are treaty overrides justifiable?
2. Is it OK for the US to fix treaties by enacting statutory fixes, or should it respect its treaty obligations
1. Definition of Resident 
5. General rule:  resident is any person who is liable to tax by reason of his domicile, residence, place of management, place of incorporation, or any other criterion of similar nature and national, state, and local gov'ts (Art 4)
0. BROADER than 7701 defn of resident
0. BUT foreign individuals and corps do not become US residents merely by receiving US source income that is subject to US tax
5. Tie breaker for residents of two countries: 
1. For individuals: [Art 4(3)]
0. Resident is deemed to be a resident only of state in which he has a permanent home; if he has a permanent home in both states, he is deemed to be a resident only of the state in which his personal and economic relations are closer (center of vital interests)
0. If the state in which he has his center of vital interests cannot be determined or if does not have a permanent home in either state, he is deemed to be a resident only of the state in which he has an habitual abode
0. If he has a habitual abode in both states OR neither of them, he shall be deemed a resident of the state in which he is a national
0. If he is national of both states or of neither of them, the competent authorities shall endeavor to settle the question by mutual agreement
1. For Corporations: [Art 4(4)]
1. If company is resident in both contracting states, then if it is created or organized under the laws on one contracting state, then the company will be deemed a resident of that state
1. In all other cases involving dual resident companies, the competent authorities will settle the question through mutual agreement
1. If the competent authorities do not reach an agreement, the company will not be treated as resident of EITHER contracting state
1. Limitation on Benefits Article
6. What is the LOB article seeking to prevent?
0. GAME: when TP attempts to structure transaction to obtain benefits of a favorable tax treaty btwn the country in which the investment is to be made and a country other than one in which the TP is resident - "treaty shopping"
0. HYPO: Saudi corp owns Lux corp, Lux corp has US sub.  NO tax under treaty btwn US-Lux.
1. If we allow the Saudi corp to use the US-Lux treaty, then there is no benefit to the Saudi gov't to negotiate a US tax treaty
1. Therefore, to prevent this, ONLY want to give treaty benefits to real residents of the treaty country, and NOT to residents of a third country
0. Why do we need this?
2. To prevent other countries from benefitting from treaties that they are not apart of
2. Want to make sure that there are reciprocal agreements w/ other countries
6. Art 22
1. RULE: a resident of a contracting state is not entitled to the benefits of the treaty UNLESS such resident is also a "qualified person"
6. What are the different methods for a resident to be a qualified person?
2. Individual or contracting state
2. Publicly traded company
1. Publicly traded IF: [Art 22(2)(c)]
0. Publicly traded and EITHER:
0. Principal class of shares is primarily traded on one or more recognized stock exchanges OR
0. Company's primary place of management and control is the contracting state of which it is a resident OR 
0. at least 50% of the agg vote and value of the company is owned directly or indirectly by five or fewer companies entitled to benefits under the treaty
2. Subsidiary of publicly traded company
2. Pension funds
2. Ownership/base erosion test [Art 22(2)(e)]
4. Ownership requirement - At least 50% of the aggregate voting power and value of the person is owned by residents of the contracting state AND
4. No more than 50% of the entities income for the year is paid out as deductible payments to persons who are not residents of either contracting state
2. Active trade or business test [Art 22(3)]
5. Substantiality
0. Must be substantial in relation to the US business that is involved
0. Guidelines on what it means to be substantial
1. Ex. 10% of payroll or profits to determine when substantial in relation
5. Treaty gives standards for what it means to be substantial in relation
1. Look at treasury technical explanation
2. Competent authority agreement [Art 22(4)]
6. Competent authorities can agree that a certain entity can get the treaty benefits even though they don't meet the other requirements
6. Each country has their own competent authority
1. Conduit Financing Regulations
7. RULE: regs recharacterize any multiple-party financing transaction as a transaction directly among any 2 or more of such parties which the secretary determines is appropriate to prevent avoidance of any tax [7701(1)]
0. If they apply, then need to look at whether it is an impermissible conduit arrangement by pretending that there was no intermediate entity
0. RED FLAG: Regs treat most chains of debt/back-to-back structures and many combinations of debt and leases as multiparty financing transactions; IRS can disregard any intermediate entity as a conduit 
7. GOAL: Tax treaty benefits are only available to the "beneficial owner of an item of income
1. Anti-conduit regs seek to enforce this principle
1. If an intermediary entity is required to, and does, simply pass on the income to another entity, then the treaty analysis should involve the "real" beneficial owner
7. Terms of art: financing entity, financed entity, intermediate entity, financing transaction, financing arrangement
 
1. METHOD:
0. 871/881 applies?
0. Non-US person (individual or corp)
0. Passive investment income
0. If sale of US real property interest, then FIRPTA applies?
1. Does FIRPTA apply [897]
0. Foreign person
0. US real property interest
1. FIRPTA withholding requirements [1445]
0. Tax treaty applies to reduce tax?
 
Taxation of Inbound Non-Business Income [871/881]
1. When does it apply?
1. Applies to:
0. Non-US persons
0. Nonresident alien individuals [871(a)]
0. Foreign corporations [881]
0. Partnerships w/ nonresident alien partner - apply at partner level
0. Income NOT connected w/ US business (mostly passive income)
1. Income other than capital gains [871(a)(1); 881(a)]
0. FDAP income (interest, dividends, rents, salaries, wages, premiums, annuities, compensations, remunerations, emoluments, and other fixed or determinable annual or periodical gains, profits, and income [871(a)(1)(A)]) 
0. Includes royalties [1.871-7(b)], alimony, and gambling winnings (Barba)
0. DOES NOT include gains from the sale of property
0. Gains from the sale or exchange of intangible property (including patents, copyrights, secret processes, goodwill, trademarks, etc.), IF contingent on the productivity, use, or disposition of the property or interest sold or exchange (like royalties)
1. Capital gains of alien individuals present in the US for 183 days or more during the taxable year [871(a)(2)]
1. Does NOT apply to foreign corps (NOT taxed on capital gains not effectively connected w/ USTB)
1. Interest
1. General RULE: Interest is FDAP income (BUT many limitations)
1. EXEMPTIONS:
1. Portfolio Interest Exemption [871(h); 881(c)]
0. RULE: portfolio interest received from US sources by foreign TPs are exempt from flat rate tax
0. Portfolio Interest - interest or OID, not derived from a US business, that is paid on any obligation EITHER:
0. In bearer form, issued w/ restrictions on US ownership, OR
0. Elements: [163(f)(2)(B)]
0. MUST be arrangements reasonably designed to ensure that the obligation will be sold (or resold in connection with the original issue) only to a person that is not a US person
0. Interest MUST be payable only outside the US and its possessions
1. US possessions - Puerto Rico, US virgin islands, guam, american samoa, wake island, and the northern mariana islands
0. Face of the obligation MUST bear a prescribed legend
0. Test applies on an obligation-by-obligation basis
0. In registered form
1. Elements:
0. Obligation must be in registered form AND
1. An obligation is in registered form IF: [Regs under 163(f) via regs under 103]
0. The obligation is registered as to principal and any stated interest w/ the issuer or its agent and is transferable ONLY by surrender of the old instrument and the reissuance of that instrument or the issuance of a new instrument to the new holder OR
0. The right to principal and any stated interest is transferable only through a book entry system maintained by the issuer or its agent OR
0. The obligation is registered as to both principal and any interest w/ the issuer or its agent and is transferable through both of the methods described above
0. US withholding agent must receive a prescribed statement that the beneficial owner of the obligation is NOT a US person
0. EXCLUSIONS (3):
1. 10% shareholders and partners
0. Portfolio interest does NOT include any interest or OID received by a SH or partner that owns 10% or more of the voting power of the corp's stock/partnership interest of the p/s.
0. Apply 318 attribution rules to determine ownership interest
0. 10% test is applied at the time the withholding agent would be required to withhold under 1441/1442
1. Interest Paid to Foreign Banks [881(c)(3)(A)]
1. Portfolio interest does NOT include interest received by a bank on an extension of credit made pursuant to a loan agreement entered into in the ordinary course of its trade or business
1. Rationale: 
1. Prevent foreign banks from gaining a competitive advantage over US banks by making loans to US persons outside the US
1. Contingent interest [871(h)(4); 881(c)(4)]
2. Portfolio interest does NOT include contingent interest
0. Contingent interest - interest when the amount of the interest is determined by reference to:
0. The receipts, sales, or cash flow of the debtor
0. The income or profits of the debtor
0. A change in the value of appreciation or depreciation of property OR
0. Dividends or similar payments made by the debtor
2. Rationale:
1. Prevents direct participations by foreign persons in the profits of US business operations from escaping US tax
0. Rationale: 
2. Tax exemption for portfolio interest was adopted to make US debt more attractive in the global market and to increase foreign investment in the US
2. BUT leads to a global race to the bottom, so that other countries cannot tax interest earned on debt instruments held by foreign persons
1. Interest on bank deposits [871(i); 881(d)]
1. RULE: US source interest on deposits not effectively connected w/ US trade or business is exempt from flat rate tax and from withholding under 1441/1442
0. "Deposits" include:
0. Deposits w/ persons carrying on the banking business
0. Certain deposits w/ savings institutions chartered and supervised as savings and loan or similar associations under federal or state law
0. Amounts held by an insurance company under an agreement to pay interest
0. Dividends paid by a foreign corp
1. Rationale: 
1. Incentivizes non-US people to invest in US banks, attracts foreign capital to the US
1. Dividend Equivalent Payments
2. RULE: a dividend equivalent shall be treated as a dividend from US sources [871(m)]
0. Dividend equivalent is:
0. Any substitute dividend made under a securities lending or a sale-repurchase transaction that, directly or indirectly, is contingent upon, or determined by reference to, the payment of a US source dividend OR
0. Any payment made under a "specified notional principal contract" that, directly or indirectly, is contingent upon, or determined by reference to, the payment of a US source dividend OR
0. Any other payment determined by the Service to be substantially similar to a payment described above
0. Specified notional principal contract - any notional principal contract if:
1. Any long party to the K transfers the underlying security to any short party to the K, in connection w/ terminating the K OR
1. Any short party to the K transfers the underlying security to any long party to the K, in connection w/ terminating the K OR
1. The underlying security is not readily tradable on an established securities market OR
1. The underlying security is posted as collateral by any short party to the K w/ any long party to the K, in connection w/ entering into the K OR
1. The K is identified by the IRS as a specified notional principal K
2. Policy:
1. GAME: hedge funds in Cayman islands enter into K w/ US person that is either tax-exempt or subject to tax at less than 30%.  US person uses money from hedge funds to invest in US securities.  When US person receives dividends, then US person is not taxed (or low rate of tax).  US person then gives dividend received to hedge funds.
0. Substance is a dividend, BUT in form, this is a K payment
0. Game eliminated the tax on dividends paid to the hedge fund
1. 871(m) prevents this tax shelter/game by classifying the payment as a dividend equivalent b/c the transaction is based on a dividend, and requiring the notional US owner to withhold 30% tax
1. Gambling winnings
3. General RULE: Gambling winnings are FDAP income
3. EXEMPTION for Certain Gambling Winnings [871(j)]
1. Exempts proceeds from a wager placed on BJ, baccarat, craps, roulette, or big-6 wheel BUT does not apply where the regs determine that collection of the tax on these winnings is administratively feasible
3. APPLICATION:
2. Barba v. US
· Issue: whether nonresident alien's gambling winnings should be taxed and whether they should be taxed on a net basis or gross basis
· Facts:  TP is a resident of Mexico who has no trade or business in the US.  In NV in 1980, TP won over $60k playing keno.  The casinos withheld 30% tax in accordance with IRC 871.  In 1981 TP reported his winnings on a non resident alien tax form and requested a refund of the withheld tax, which was denied by the IRS.  TP also had over $400k of losses in 1980 from gambling in NV.
· Holding: ct held that the nonresident aliens gambling winnings are fixed and determinable income under 871, and is taxed on a gross basis (should not be offset by gambling losses)
· Reasoning:
· TP argues that the gambling winnings are not income within the scope of 871 b/c it is not fixed and determinable income.
· Ct looks at history of the statute and legislative purpose to find that congress, in enacting 871, intended to tax gambling winnings of nonresident aliens from US sources
· TP argues that he had no net income to be taxed under 871 b/c he had net gambling losses for the year that exceed his winnings
· Ct looks to the statute and finds that the statute was intended to tax the TP's gross income, not on the TP's gross income for the entire year, so the TP's 871 income is not  offset by any losses for the year.
· RULE:
· 871 passive investment income includes gambling winnings
· 871 taxes foreign persons on their gross amount of US source passive investment income, so NO deductions allowed (CANNOT offset gambling winnings by gambling losses)
· Under 871(j) exemption for certain gambling winnings - same result in this case b/c keno winnings are NOT exempted
1. What does it do?
2. For non-US persons, applies flat 30% tax on gross income not effectively connected w/ US trade or business (USTB) (passive investment income) [871(a)(1), 881]
0. NO deductions available (b/c taxed on gross income, NOT net income)
2. Treaties may reduce or eliminate 30% flat tax
2. Non-US persons are NOT taxed on income from foreign sources  [871(a)(1), 881]
2. Enforced through withholding tax pursuant to 1441 and 1442
3. RULE: 1441 and 1442 impose an obligation to withhold 30% of FDAP payments to foreign persons
0. Payor of income taxable under 871 or 881 withholds the tax when it is paid
0. Generally imposed on the last US person who controlled the payment (IRS goes after the last person for taxes)
0. Detailed regulations exist (NOT COVERED)
0. Payor can generally rely on statement (W-8BEN) from payee to determine how much to withhold (UNLESS payor has reason to know that it is false)
3. EXCEPTION: Foreign Partnerships can elect to become withholding agents (if election made, then last person does not have to withhold)
3. BUT 1441/1442 do not exactly correspond, so 871/881 can apply when 1441/1442 do not
1. Policy:
3. Tax treatment of nonresidents is determined by how the nonresident earned the item of income
0. Nonbusiness income vs. business income
 
FIRPTA (Foreign Investment in Real Property Tax Act) [897]
1. When does it apply?
4. Applies:
0. Foreign person (ind or corp)
0. Foreign person does not need to be present in the US at any time during the taxable year
0. Disposition of
0. US real property interest [897(c)]
2. "US real property interests" subject to 897 (4):
0. Interest in real property located in the US or the Virgin Islands
0. Includes fee-ownership, co-ownership, leasehold, option to buy, option to lease [897(c)(6)]
0. Interest in a domestic corp that is, or was, a US real property holding corp
0. Interest in a foreign corp that elects under 897(i) to be treated as a domestic corp and that is, or was, a US real property holding corp
0. Publicly traded interest in a p/s or trust held by a 5% or more owner [897(c)(3)]
2. Does NOT include an interest SOLELY as a creditor
1. BUT if loan is secured by a mortgage on a US real property interest, and the terms of the loan give the holder any direct or indirect right to share in the appreciation in value of the real property, then the loan IS an interest in real property (not solely as a creditor)
2. US real property holding corp [897(c)(2)]
2. RULE: US real property holding corp is any corp (either domestic or foreign) IF:
0. The FMV of its US real property interests equals or exceeds 50% of
0. The FMV of:
1. Its US real property interests PLUS
1. Its interests in real property located outside the US PLUS
1. Any other of its assets which are used or held for use in a trade or business
2. Presumption:
1. Presumption that every domestic corp is a US real property holding corp
1. Burden on the TP to prove otherwise
2. CANNOT use non-business assets (ex. Cash) to avoid characterization as a US real property holding corp
2. Ex. Corp has 80 US real property, 20 non-US real property, 50 business assets
0. 80/150 is greater than 50%, therefore US real property holding corp
0. If corp has 50 cash, the 50 of cash is not included (NOT 80/200), so corp cannot avoid characterization as US real property holding corp by throwing cash into the company
2. NOTE: foreign corp stock CANNOT be a real property interest BUT a foreign corp itself can be a US real property holding company
3. Therefore, foreign persons could set up a non-US company to purchase US real property and then sell its stock to buyers to avoid 897
0. BUT look at the buyers of stock
0. US buyers would not want to buy BA when it is owned by a foreign corp
0. Foreign buyers would not care
0. Therefore, the resale value of the property is reduced b/c less demand (thus, don't need to worry about this hole)
4. Does NOT apply to sale of non-real property
1. What does it do?
5. General RULE: gains and losses of foreign TP (individuals and corps) from the disposition of US real property interest are treated as effectively connected with a US trade or business [897(a)(1)]
0. Does NOT itself impose a tax, rule characterizes gain as ECI
0. ECI is taxed at graduated rates of section 1 (includes deductions)
0. Compare to: 871 FDAP income - flat tax of 30% taxed on gross basis
0. Coordination with Nonrecognition Provisions [897(e)]
1. RULE: Gain is recognized when the gain inherent in the US real property interest sold or exchanged would not be subject to tax on a later disposition of the property by the recipient BUT nonrecognition rules apply where it is clear that gain inherent in a US real property interest will remain subject to US tax
1. Ex. If TPs engage in a like-kind exchange of US real property interests, then get the benefit of nonrecognition b/c TP will still pay US tax when property is sold
1. Policy:
6. Before FIRPTTA was passed in 1980, foreign investors paid no tax on gains on real property
0. This encouraged foreign investors to purchase US real estate, especially during the 1970s, such as Rockefeller Center, Pebble Beach, etc.
6. Congress passed FIRPTA in 1980 to discourage foreign investment in real property and to establish equity btwn tax treatment of US real property interests btwn foreign and domestic investors (public relations issue - don't want major US cites owned by foreign investors)
 
FIRTPA Withholding [1445]
1. When does it apply?
7. Applies when:
0. Transferor is a foreign person (ind, corp, p/s, estate, trust)
0. If BOTH foreign and nonforeign transferors jointly own real property interest, then withholding ONLY applies to the AR allocable to the foreign transferors
0. The transferee acquires a US real property interest
0. The transfer of the US real property interest constitutes a disposition
0. The transferor has an amount realized greater than zero
1. What does it do?
8. RULE: 1445 requires transferee to deduct and withhold a tax equal to 10% of the amount realized on the disposition [1445(a)]
0. Amount realized = the full proceeds of the transaction (NOT only the gain on sale)
0. BAD b/c withheld tax could be more than the entire gain recognized on the disposition
0. BUT if one of the parties properly asks the service to determine the amount of the transferor's maximum tax liability, then the transferee does not need to hold more than that amount [1441(c)(1)]
0. Person required to withhold
1. If a foreign person disposes of a US real property interest, the purchaser of the property is the withholding agent, regardless of whether the purchaser is a foreign or US person
8. EXCEPTIONS (No person is required to deduct and withhold):
1. [1445(b)(2)] Transferor furnishes nonforeign affidavit - the transferor furnishes a certificate stating that the transferor is NOT a foreign person and provides the transferor's tax ID number
1. [1445(b)(3)] Nonpublicly traded domestic corp furnishes affidavit that interest in corp not US real property interests - the domestic corp must furnish statement that states that: 
1. the corp is not and has not been a US real property holding corp AND
1. as of the date of the disposition, interest in such corp are not US real property interest
1. [1445(b)(5)] residence where amount realized does not exceed $300k - applies when:
2. The property is acquired by the transferee for use as his residence AND
2. The amount realized for the property does not exceed $300k
1. [1445(b)(6)] stock regularly traded on established securities market - applies when:
3. Disposition is of a share of a class of stock that is regularly traded on an established securities market
1. Policy:
9. Congress implemented the withholding requirement of section 1445 in 1984 to replace information reporting
0. Withholding is a more effective method of collecting tax
9. Withholding places the burden on the TP to calculate the amount of tax
 
Inbound Taxation of Business Income
1. METHOD:
0. Ask whether non-US person is engaged in a US trade or business (USTB)
0. 864(b)
0. 875
0. 897
0. Case Law
0. IF engaged in a USTB, then non-US person is taxed on all income that is effectively connected (ECI) to that USTB [864(c)]
0. Ask whether treaty applies?
2. US Model Treaty - Articles 5 and 7
0. Deductions
0. Branch Profits Tax
0. Calculate Taxable Income
1. When does it apply?
1. Applies when non-US person is engages in a US trade or business
0. USTB:
0. Definition in 864(b) 
0. Case law provides USTB definition
0. Practitioners say that it is a low threshold BUT gray area (unclear when USTB)
1. Engaged in a US Trade or Business
1. Personal Services
0. RULE: Trade or business within the US includes the performance of personal services within the US at anytime within the taxable year [864(b)]
0. EXCEPTION:
1. Performance of personal services for foreign employer [864(b)(1)]
0. Nonresident alien individual's performance of services in the  US is treated as NOT in USTB IF performance of personal services: 
0. Is as an EE of under K with:
0. A non-US person/corp NOT engaged in USTB OR
0. A US citizen or resident, a domestic p/s , or a domestic corp ONLY IF the services are performed for an office or place of business maintained by the ind, p/s, or corp in a foreign country or possession of the US AND
0. Non-US person who performs the services is not in the US for more than 90 days during the taxable year AND
0. Nonresident alien individual's total compensation for services performed in the US must not exceed $3,000
1. Trading in securities or commodities [864(b)(2)]
1. Stocks and Securities
0. Trading through independent broker - Foreign person does not have a USTB as a result of trading stocks or securities through a resident broker, commission agent, custodian, or independent agent [864(b)(2)(A)(i)]
0. ONLY applies if the TP at no time during the year has an office or other fixed place of business in the US through which the transactions in stocks or securities are effected [864(b)(2)(C)]
0. Trading for TP's own account - foreign person does not have USTB as a result of trading in stock or securities for the TP's own account [864(b)(2)(A)(ii)]
1. Rule applies if done by either the TP or EES that have discretionary authority
1. DOES NOT apply to dealers in stocks or securities
1. Commodities
1. Trading through independent broker - Foreign person does not have a USTB as a result of trading in commodities through a resident broker, commission agent, custodian, or independent agent [864(b)(2)(B)(i)]
0. ONLY applies if the TP at no time during the year has an office or other fixed place of business in the US through which the transactions in stocks or securities are effected [864(b)(2)(C)]
1. Trading for TP's own account - foreign person does not have USTB as a result of trading in stock or securities for the TP's own account [864(b)(2)(B)(ii)]
1. Rule applies if done by either the TP or EES that have discretionary authority
1. DOES NOT apply to dealers in commodities
1. Rules ONLY apply IF the commodities are of a kind customarily dealt with on an organized commodity exchange AND are of a kind customarily consummated at such exchange
1. Partner in Partnership Engaged in USTB [875(1)]
2. RULE: A nonresident alien individual or corp that is a partner in a p/s engaged in USTB is treated as being engaged in USTB
0. Applies to both general and limited partners
0. Applies even if p/s interest is small (ex. 1%)
1. Beneficiary of Estate or Trust Engaged in USTB [875(2)]
3. RULE: A nonresident alien ind or corp that is a beneficiary of an estate or trust that is engaged in any USTB is treated as being engaged in such USTB
1. Gains or Losses from Disposition of US Real Property Interests [897 - FIRPTA]
4. RULE: If non-US person has gains or losses from the disposition of US real property interests, 897(a) treats the TP as if he was engaged in a USTB AND treats the gains and losses as if they were ECI
1. IF 864(b) does not apply, then "Considerable, Continuous, and Regular" Activities
5.  APPLY facts and circumstances approach (LOOK to case law)
5. APPLICATION:
1. Attribution Through Agents
0. TEST for independent agent [TR 1.965-7(d)]:
0. Acting in the ordinary course of business
0. BOTH legal and economic independence
0. Chang Hsiao Liang v. Comm'r
1. Issue: whether TP is engaged in a USTB when TP has an agent in the US conducting investment transactions on his behalf
1. Facts:  TP was a warlord who controlled Machuria.  Banker who belonged to the Mongolian branch of NY bank creates a securities account to manage the TP's investments.  TP gives banker $3mill to invest.  Banker moves back to the US to manage and supervise TP's investments.  During the K period, banker bought and sold securities for TP.  Banker had sole discretion in managing the account; most of the funds were invested in stock, which required close supervision.  TP did not have any contact w/ banker in 1946.  IRS issued deficiency for capital gains income for 1946.
1. Holding: ct held that TP was not engaged in a USTB
1. Reasoning:
3. Ct finds that agents actions can be attributable to the principle if dependent agent
3. Ct finds that TP left the management of the account solely to the banker (not dependent agent)
3. Ct applies 211(b) [predecessor of 864(b)], which exempts cap gains from transactions in commodities, stocks, or securities UNLESS such transactions constitute carrying on of a trade or business rather than personal investment (this distinction no longer matters under 864(b)
3. Ct finds that TP did not engage in a USTB b/c the TP's main objective was investment activity
1. RULE: 
4. Force of attraction case (before 1966) - all TP's US source income would be taxed at regular rates if TP is engaged in a USTB
0. NOW there is change in incentive structure, TPs may want to have ECI w/ USTB
4. A dependent agent's actions can be attributed to the principle
4. Application of 211(b), predecessor of 864(b)
1. NOTES:
5. Under current 864(b), NO USTB, same result
0. Comm'r v. Piedras Negras
2. Issue: whether TP was engaged in a USTB
2. Facts: TP is a MX corporation that has its principal place of business in MX - TP operates a radio broadcasting station located in MX that is near Eagle Pass, TX.  All of TPs services were performed in MX, and all of its contracts were rendered in MX.  The majority of the TP's listeners came from the US and 95% of its income was from US advertisers.  TP had US bank accounts, a mailing address in TX, and used US hotel room to cont and allocate funds received by mail.
2. Holding: ct held that TP was not engaged in USTB
2. Reasoning:
3. Ct found that TP did not have enough physical presence in US to have USTB
0. All TP's services and broadcasting activities took place outside the US
0. Only connection to US is hotel room and bank accounts
2. RULE:
4. Some physical presence is required to have a USTB
0. Can be provided by agent, machine, or real property
2. Dissent:
5. Finds that the TP had USTB based on all the facts and circumstances b/c 90% listener base in US, 95% advertising came from US, agents solicited ads in US, name registered in TX, US mailing address, US hotel room for business, US bank account
2. NOTES:
6. Application of the physical presence requirement to e-commerce - it is easy to have presence in the US w/o physical presence - query whether the physical presence requirement still makes sense
0. Modern communication can exploit the physical presence test
6. 863(e) international communications income
1. For US persons - 50% of comm income sourced in the US and 50% comm income sourced outside the US
1. For foreign persons - 100% comm income is sourced outside the US UNLESS comm income is attributable to office or fixed place of business in the US
0. Lewenhaupt v. Comm'r
3. Issue: whether the use of a dependent agent in the US gives rise to a USTB
3. Facts: TP was nonresident alien who was a swedish count.  TP was the beneficiary of two trusts, under which he received property in the US.  TP gave his cousin power of attorney in 1941 to manage his affairs and property in the US.  TP also gave his father identical power of atty.  TP has no presence in US during the years at issue; unable to leave Sweden.  TP's cousin was not to act w/o first contacting TP or TP's father; cousin was in frequent contact w/ TP's father and gave monthly reports regarding status of TP's properties.  TP's cousin, on behalf of TP, executed leases, rented properties, collected rents, kept books, paid taxes, etc on TP's property in the US.
3. Holding: ct held that TP was engaged in USTB
3. Reasoning:
3. Ct found that the activities of agent should be attributable to TP b/c the activities were considerable, continuous, and regular.
0. TP hired LM to manage TP's activities in the US
0. TP owned three parcels of commercial real estate and TP purchased residential property
0. LM had regular contact with TP's father throughout the period
0. LM gave monthly reports to TP
0. LM advised TP re: his property interests
3. RULE:
4. Pre-FIRPTA case - case replaced by FIRPTA
4. Provides guidance re: level of activity required to have USTB - activities must be considerable, continuous, and regular
1. Shows that low level of activity can give rise to USTB
3. NOTES:
5. Compare to Chang case, where ct found no USTB
0. Both were prisoners, both agents didn't get direction from TP
0. Real estate possibly different - when real estate, more likely to be found as USTB
0. Handfield v. Comm'r
4. Issue: whether TP was engaged in USTB through a dependent agent
4. Facts:  TP was a nonresident alien residing in Canada was was engaged in the business of making postal cards (Flokards) in Canada.  TP managed business from office in Montreal but had a US EE that would ensure that his cards were being properly displayed.  TP had an agreement w/ News Company where TP would sell his cards in bulk to News Co., News Co. would display TP's cards, and TP would take unsold products back without charge.  TP views the transaction as selling cards to News Co. in Canada, so NOT US income.  IRS views the transaction as News Co. acting as TP's agent, and actual sales are btwn TP and retailers.
4. Holding: ct held that TP was engaged in USTB b/c News Co. was TP's dependent agent
4. Reasoning:
3. Ct finds that News Co. was TP's dependent agent b/c:
0. News Co. was exclusive distributor
0. TP paid for transportation
0. Agreement controls the retail price
0. News CO does not have risk of loss in the transaction b/c they can return the cards without charge
3. Ct finds that TP was engaged in USTB through actions of his agent, therefore subject to US taxation at graduated rates
4. RULE:
4. Activities of dependent agent are attributable to principal
4. Agent is dependent when agent does not bear risk of loss or control of transaction
0. Spermacet Whaling v. Comm'r
5. Issue: whether TP is engaged in USTB; should the activities of Smidas (as agent) be attributed to Spermacet
5. Facts:  TP (Spermacet) is a corp that was incorporated in Panama.  ADM - US corp that manufactures and processes sperm oil.  Business plan is to get ADM a reliable supply of sperm oil.  Original plan was to have TP charter the necessary ship from Falkland, UK company, to go whaling for sperm oil.  When oil was loaded onto the ship, title of the oil would pass to ADM.  BUT OG plan did not pass b/c TP, as a Panama co, was not a member of the Int'l Whaling Agreement.  In its place, the parties contract so that Smidas, a US co, charters the ship from Falkland, and Smidas contracts w/ ADM to provide oil to ADM for money.  Smidas will also hire TP to produce whale oil (basically to do everything except provide the mother ship from Falkland).  On paper, TP works for Smidas, and Smidas owns the oil; when oil arrives in NY, Smidas passes title to ADM.  Smidas then transfers all profit, less 25k to TP.
5. Holding: ct held TP was NOT engaged in USTB and the activities of Smidas should not be attributed to Spermacet 
5. Reasoning:
3. Activities of Spermacet in US:
0. Bank account
0. Delivered oil in NY, title passes in NY
0. All board meetings in NY
0. No fixed US office
0. Only customer is a US company
0. Anglo Norse (Falkland mother boat) whaling boat comes to NY as part of delivery
0. One of its directors is Smith, who is based in the US
0. Lawyer is also based in US
3. Ct respects the form of the transaction
1. Finds that Smidas was an independent entity, so its actions were not attributable to TP (even though funds were paid directly into TP's bank account and TP's initial brief stated that TP was the real owner of the oil)
5. RULE:
4. Form of transaction may be respected over substance if TP is well-advised
4. USTB - NOT a bright-line area
5. Dissent:
5. Dissent argues for substance over form
5. Says that TP got the 1 million of income and paid Smidas a fee for chartering the boat from Falkland (CONTRARY to majority view that finds Smidas received 1 million of income and paid TP all profit less 25k)
5. NOTES:
6. Outcome may NOT come out the same way today:
0. Possible transfer pricing issue between related parties
0. Substance over form argument (dissent)
6. Compare to activities in Luwenhaupt and Handfield case, where ct found USTB
1. Sales Activity
1. RULE: Foreign person is engaged in USTB if:
0. Foreign person maintains stock of inventory in US AND has dependent agent pursuing sales efforts OR
0. If foreign person or dependent agents conduct significant marketing activity AND maintain stock of inventory from which it fills orders OR
0. If foreign person ships inventory on consignment basis to dependent or independent agent AND agent pursues sales efforts
1. Purchasing Activity
2. RULE: foreign person should not be viewed as engaged in USTB b/c it purchases products in the US for sale outside the US.  BUT a high volume of purchases and a highly sophisticated service component may lead to a finding of USTB
1. What does it do if it applies?
2. If USTB, then that person is taxed on all taxable income that is effectively connected (ECI) to that USTB at regular graduated rates (net basis tax) [871(b)(1); 882(a)(1)]
0. If income is ECI w/ USTB, then the income is taxable at regular rates even though the income would otherwise be of a type described in 871(a) or 881(a)
0. Taxable income = gross income ECI w/ USTB - deductions connected w/ income
2. Effectively Connected Income
1. RULES:
0. ONLY do this analysis if USTB (if NO USTB, then NO income is ECI) [865(c)(1)]
0. Apply RULES under 864(c)
1. FDAP income and capital gains [864(c)(2)]
0. Asset test - income, gain, or loss is derived from assets used in or held for use in the conduct of such trade or business
0. Activities test -  activities of such trade or business were a material factor in the realization of the income, gain, or loss
0. IF meet EITHER test, then income is ECI
1. Residual Force of Attraction Principle [864(c)(3)]
1. Other US source income - all non-FDAP and capital gain from US sources is treated as ECI
1. Foreign source income can be ECI in rare circumstances [864(c)(4)]
2. Narrow exception to general rule that foreign persons are only taxed on US source income
1. Deferred income received in years after USTB has ceased can also be ECI of a deemed USTB [864(c)(6)]
3. If foreign person receives ECI in a later year that would have been treated as ECI income in an earlier year, then treat income as ECI in the later year (even if no USTB in later year)
0. Election to treat income from US real property as ECI w/ USTB [871(d); 882(d)]
0. US Real Property Interest [897(a) - FIRPTA]
3. Gains or losses from disposition of US real property interests are treated as EC w/ USTB
1. APPLICATION:
1. Asset test
0. Asset is treated as used in, or held for use in, the conduct of a USTB if the asset is [TR 1.864-4(c)(2)(ii):
0. Held for the principal purpose of promoting the present conduct of the trade or business in the US OR
0. Acquired and held in the ordinary course of the trade or business conducted in the US (ex. Account or note receivable arising from trade or business) OR
0. Held in a direct relationship to the USTB
2. To determine direct relationship, look at whether the asset is needed in the trade or business
0. Asset is needed in a trade or business ONLY IF the asset is held to meet the present needs of the trade or business and NOT its anticipated future needs [TR 1.864-4(c)(2)(iv)(a)]
2. Presumption of direct relationship IF [TR 1.864-4(c)(2)(iv)(b)]:
1. The asset was acquired w/ funds generated by that trade or business AND
1. The income from the asset is retained or reinvested in that trade or business AND
1. Personnel who are present in the US and actively involved in the conduct of that trade or business exercise significant management and control over the investment of such asset
2. BUT can rebut presumption by showing that the fund was established to meet future needs, NOT present needs [1.864-4(c)(2)(v), ex 2]
1. Business activities test
1. Applies to make a determination w/r/t income, gain, or loss which, even though generally of the passive type, arises directly from the active conduct of the TP's trade or business in the US [TR 1.864-4(c)(3)(i)]
1. Test is of primary significance when:
1. Dividends or interest are derived by a dealer in stocks or securities
1. Gain or loss is derived from the sale or exchange of capital assets in the active conduct of a trade or business by an investment company
1. Royalties are derived in the active conduct of a business consisting of the licensing of patents or similar intangible property
1. Service fees are derived in the active conduct of a servicing business
1. Examples [TR 1.864-4(c)(3)(ii)]
2. Example 2: Foreign corp N has a US branch.  Because of activities of US branch, N is engaged in USTB for 1968.  N also carries on business in which it licenses patents to unrelated persons in the US for use in the US.  The businesses to which the licenses are sold have no direct relationship to the business of N's US branch, although the merchandise marketed by the branch is similar to that manufactured under the patents.  Royalties received by N are not ECI w/USTB b/c the activities of that business are not a material factor in the realization of that income.
1. Foreign source income [864(c)(4)(B) and (5)]
2. Foreign source income, gain, or loss is EC if six conditions are met:
0. TP must be engaged in USTB
0. ONLY applies to 
1. Rents and royalties
1. Dividends and interest
1. Gains or losses from inventory-type property
1. Income or gain that is equivalent to any item above
0. Foreign person must have, at some time during the taxable year in which the income, gain, or loss is realized, an office or other fixed place of business in the US
0. The foreign source income, gain or loss must be attributable to that office or fixed place of business
0. If the foreign source income, gain, or loss were from a US source, the rules governing US source income would treat the income as effectively connected w/ USTB
0. The foreign source income, gain, or loss must NOT:
5. Consist of dividends, interest, or royalties paid by a foreign corp in which the TP owns more than 50% of the total combined voting power of all classes of stock entitled to vote OR
5. Be subpart F income w/in the meaning of 952(a)
2. In determining whether foreign person has an office or fixed place of business, office of an agent is disregarded UNLESS: [864(c)(5)(A)]
1. Agent has authority to negotiate and conclude contracts for foreign person and regularly exercises that authority or has a stock of merchandise from which he regularly fills orders on behalf of foreign person AND
1. Is not a general commission agent, broker, or other agent of independent status acting in the ordinary course of his business
2. Income, gain, or loss is not considered as attributable to an office UNLESS: [864(c)(5)(B)]
2. Office is a material factor in the production of income, gain, or loss AND
2. Office regularly carries on activities of the type from which such income, gain, or loss is derived
2. Special cap for inventory-type property - the income attributable to a US office shall NOT exceed the income that would have a US source if the sale were made in the US [864(c)(5)(C)]
1. Policy:
3. Until 1966, the US used the "force of attraction" regime whereby a foreign person with any US business was subject to full tax on all US source income (even on income not related to the US business)
 
 
Income Tax Treaty Standard
1. Business Profits and Permanent Establishments
4. METHOD:
0. If treaty applies:
0. Ask what is a permanent establishment (Art 5)
0. Ask whether business profits (Art 7)
0. If tax still applies, then apply US rules to determine tax
4. When does it apply?
1. Applies when:
0. Treaty applies (treaty contains terms similar to U.S. Model treaty)
0. Business Profits 
0. attributable to 
0. Permanent establishment
1. Permanent Establishment:
1. RULE: permanent establishment is a fixed place of business through which the business is wholly or partly carried on
0. Generally, significantly higher threshold than USTB
0. Rule is substantially clearer than USTB std
1. Nonexclusive list of types of assets and facilities that constitute a permanent establishment:
1. Place of management
1. Branch
1. Office
1. Factory
1. Workshop
1. Mine, oil or gas well, quarry, or any other place of extraction of natural resources
1. Construction Projects [art 5, para 3]
2. Building site or construction or installation project ONLY if it lasts, or the exploration activity continues for more than 12 months
1. Safe Harbor Activities that DO NOT create permanent establishment [Art 5, para 4]:
3. Use of facilities for storage, display, or delivery of goods or merchandise belonging to the resident;
3. Maintenance of a stock of goods or merchandise belonging to the resident for storage, display, or delivery; 
3. Maintenance of a stock of goods or merchandise belonging to the resident for the purpose of processing by another person;
3. Purchase of goods or merchandise or collection of information for the resident; and
3. Advertising, the supply of information, scientific research, or similar activities that have a preparatory or auxiliary character for the resident.
1. Agent's Activities
4. Dependent Agent [Art 5, para 5]
0. If dependent agent that habitually exercises authority to conclude contracts in the principal's name, then enterprise will be deemed to have a PE w/r/t the agent's activities UNLESS the activities of the agent is limited to activities that would not create a PE if performed by principal
4. Independent Agent [Art 5, para 6]
1. Enterprise will not be deemed to have a PE if it carries on business through an independent agent that is acting in the ordinary course of their business
1. To be independent agent:
1. MUST act in the ordinary course of business
1. MUST have BOTH legal and economic independence
1. Legal independence
0. Agent cannot be acting under detailed instructions from the principal
1. Economic independence
1. Two factors:
1. Risk of business loss
1. Whether the agent acts exclusively or nearly exclusively for the principal (look at whether forced to be exclusive or allowed to get other business)
1. Use SAME test under USTB [1.865-7(d)]
1. "Attributable to"
2. "Attributable to" - similar to "effectively connected income" standard BUT not idnetical
0. BROADER than ECI - More foreign source income is "attributable to" a PE than "effectively connected" to USTB
4. If it applies, what does it do?
2. RULE: US treaty exempts business profits of a resident of a treaty country UNLESS those profits are attributable to a permanent establishment maintained by that resident in the US
0. If permanent establishment, then TP is taxed only on those business profits that are attributable to the permanent establishment (Art 7)
2. IF BOTH USTB and treaty applies, TP can choose to use EITHER the USTB std or the PE std (can choose the best result)
1. Once TP chooses - all or nothing choice (BUT choice can be changed yearly)
2. Connection with Interest [art 11, para 4]
2. General rule: Interest arising in a contracting state and beneficially owned by a resident of the other contracting state may be taxed ONLY in that other state
2. EXCEPTION: If the beneficial owner of the interest carries on business in the contracting state, and the interest arises from debt that is effectively connected w/ a permanent establishment in the contracting state, then Art 7 applies (business profits), then taxed in the contracting state
1. No tax on interest UNLESS linked to permanent establishment
2. APPLICATION:
3. Taisei Fire & Marine Insurance v. Comm'r
0. Issue: whether Fortress is an agent of TP, so that TP has a US permanent establishment
0. Facts: TP are Japanese insurance companies w/ principal places of business in Japan.  Each TP uses Fortress, a reinsurance underwriting manager, to underwrite reinsurance on its behalf.  Reinsurance - when  insurance companies offload risk of more risky insurance policies that are costlier and riskier.  Fortress had ability to conclude contracts and had total control over the handling and disposition of claims on TP's behalf.  Fortress paid US tax
0. Holding: ct held that Fortress is not TP's agent, so TP did not have US permanent establishment, so NO US tax
0. Reasoning:
3. Whether Fortress is an independent agent
0. Legal independence (whether Fortress operated under detailed instructions)
0. Fortress had limits but the ct finds that it was not given detailed instructions, even though TPs could have.
0. Ct finds that Fortress was legally independent of TP b/c it had complete discretion over its work and was not subject to external control
0. Economic independence
1. Did F bear the risk of loss
0. Although Fortress's costs were covered by the premiums, Fortress still bore risk to acquire sufficient premiums to produce the premiums.  Therefore, Fortress did bear some risk of loss
1. Did F act exclusively or nearly exclusively, for a principal or a group of principals? Did F have the ability to obtain new clients?
1. If agent is de facto forced to be exclusive to existing customers, then evidence of dependent agent (Treas Tech Expl)
1. Fortress asked the TPs to add a new client, Dai Tokyo, but Dai Tokyo was not added
1. Ct finds that Fortress was not seeking approval, but was maintaining good customer relations w/ its existing clients (so NOT dependent)
1. Ct finds that Fortress was economically independent of TP
0. RULE:
4. TEST: Standard for whether agent is independent in PE context (USE SAME std to determine whether independent agent for USTB std ; TR 1.865-7(d)):
0. Acting in the ordinary course of business
0. BOTH legally and economically independent
1. Legal independence
0. Detailed instructions
0. Control/discretion
1. Economic independence
1. Risk of loss
1. Exclusive
1. De facto exclusive is evidence of dependent agent
0. NOTES:
5. Compare to Handfield or Luwenhaupt
0. Here, more extensive business than Handfield or Luwenhaupt and more control
5. Compare to Spermacet
1. Spermacet was more aggressive, and company looked like strawman, whereas here, Fortress seems like a real company
4. Policy:
3. Gives benefits to TPs that are subject to treaty benefits
3. If non-US person has a permanent establishment, then business profits attributable to that permanent establishment are taxable in the US
 
 
1. Deductions - Allocation/Apportionment
0. When does it apply?
0. Applies when:
0. Non-US person has taxable income that is effectively connected w/ USTB (then taxed at regular graduated rates - net basis taxation) [871(b)]
0. Non-US person can deduct expenses only if and to the extent they are related to the effectively connected income [882(c); 873]
0. What does it do?
1. Allows non-US persons who have a USTB or PE to be taxed on a "net" basis
1. Two-step Process:
1. Allocation based on class of gross income [TR 1.861-8(a)(3) - not responsible for detailed rules]
0. TEST: match deduction to the class of GI to which deduction is "definitely related"
0. If deduction is not definitely related to ANY class of GI (e.g. general legal expenses, headquarters, fees, etc.), then the deduction is treated as related to ALL classes of the TP's GI
0. See examples TR 1.861-8(e); (e)(9)
1. Apportionment between US/foreign source income
1. Apply ONLY if mix of US and foreign source income
1. NO apportionment
1. IF all US, then US (ECI)
1. IF all foreign, then foreign (non-ECI)
1. IF deduction is an unmatched expense that is not definitely related to any class, then it is apportioned ratably across all classes
1. IF BOTH foreign and US, then apportion btwn the two (see regs - don't need to know details, just need to know concept of apportionment)
1. Branch Profits Tax [884]
1. When does it apply?
0. Fact Pattern: 
0. Foreign parent w/ US sub - When US sub pays dividends to its foreign parent, the foreign parent is subject to a 30% withholding tax on dividends.  BUT distributions from a US branch to foreign parent were NOT taxable b/c they were made to the same entity
1. What does it do?
1. Determines the branch's equivalent of the dividend paid by a US sub to its foreign parent and taxes that amount like a dividend
1. Tax of 30% is imposed on the "Dividend Equivalent Amount":
1. Dividend Equivalent Amount = Effectively Connected Earnings & Profits  [884(d)]
0. - MINUS Any net increase in (net equity) investment in the US [884(b)(1)]
0. + PLUS Any net decrease in (net equity) investment in the US [884(b)(2)]
1. BUT cannot exceed accumulated E&P for preceding year [884(b)(2)(B)]
0. Acc EP = (agg EC E&P for preceding years) - (agg dividend equivalent amounts for preceding years)
1. Net equity = US assets reduced by US liabilities
1. US asset = money and agg AB of property of the foreign corp that is EC w/ USTB [884(c)(2)(A)]
1. HYPO: Initial investment of 1000 in US biz.  If 60 income in yr 1 and reduction of net equity of 260
2. EC E&P cannot be increased by more than 60 (acc EP for preceding year)
1. Avi-Yonah Problems
1. Interest paid to effectively connected income w/ USTB paid by US branch is treated as if paid by domestic corporation (so may be subject to withholding tax) [884(f)]
2. BUT can amount of interest can be reduced by treaty [884(f)(3)]
2. Ex. US sub borrows money from foreign parent and makes interest payments.
1. Coordination with Income Tax Treaties [884(e)]
3. Treaties can reduce the rate of the branch profits tax like they reduce the rate of withholding tax on dividends (see Article 10(8)(b)(2) of model treaty)
0. Often, the exact same reduction (ex. If BPT is 10%, then treaty reduction is also 10%)
3. Limitation of treaty exemption
1. MUST be a qualified resident (BPT and regs discuss what it means to be a qualified resident)
1. Policy:
2. Anti-tax avoidance
0. Prevents foreign corporations from avoiding US tax by using branches instead of subsidiaries
0. Branch profits tax seeks to create equivalency by withholding tax on dividends from the foreign owner of the US branch (forces brances into US sub fact pattern)
2. Other methods to get to same result?
1. If wait until foreign parent pays dividends to its SHs to tax (like in domestic corps), then administratively difficult to collect tax (b/c all foreign, profits may be stuck in the parent corp for a long time, etc.)
 
1. 163(j) - Earnings Stripping/Thin Capitalization Rule
2. METHOD:
0. Does 163(j) apply
0. Debt to equity ratio
0. Excess interest expense
1. Determine amount of disqualified interest
0. If none, still calculate excess interest expense to determine amount of excess limitation c/f
1. Determine "excess interest expense"
· FORMULA:
· Excess interest expense = net interest expense - [50% x ATI] + excess limit c/f]
· If excess limitation c/f: 
· Apply amount of excess limitation c/f needed so that the EIE is either zero or POSITIVE, then calculate remaining excess limitation c/f
· If excess interest expense, then excess interest expense = disallowed disqualified interest
· Amount of disallowed disqualified interests is treated as disqualified interest of the next taxable year (increases the total net interest expense for the next year) [163(j)(1)(B)]
· If 0 or NEGATIVE excess interest expense, then no reduction in the deduction for disqualified interest
1. Determine "excess limitation carryforward"
2. If excess interest expense = NEGATIVE, then excess limitation c/f = (50%ATI) - (net interest expense)
2. If excess interest expense = 0 or POSITIVE, then no excess limitation c/f for that year
2. Excess limitation carries forward for three years (use older first)
2. When does it apply?
1. Applies when:
0. Domestic corp takes an interest deduction for debt owed to related parties who are themselves not subject to US tax IF:
0. Corp's debt to equity ratio exceeds 1.5 to 1 AND
0. Corp has "excess interest expense" for taxable year
1. Debt to equity ratio = ratio of total debt (debt) to the sum of its money and all other assets reduced by such total debt (equity).  For this rule, the value of any asset is its adjusted basis
1. 163(j) treats all members of an affiliated group as one taxpayer [163(j)(6)(C)]
1. Coordination with other code sections
2. Other provisions in the code that deny, limit, or defer interest deductions apply BEFORE the rules on earnings stripping
2. BUT 163(j) applies BEFORE the at-risk and passive loss rules [163(j)(7)]
2. What does it do?
2. Limits a domestic corp's interest deduction for debt owed to related parties who are themselves NOT subject to US tax
2. 163(j) limits a corp's deduction for "disqualified interest" by a disallowed amount.
1. Disqualified interest (2 categories):
0. Interest paid to a related person (defined under 267(b) or 707(b)(1)) IF no US tax (either withholding tax or net basis tax) is imposed on such interest AND
0. Interest paid (to anyone) on debt which has a "disqualified guarantee" AND on which no gross basis tax (i.e. withholding tax) is imposed.  (Disqualified guarantees added in 1993)
1. A guarantee is a disqualified guarantee if it is made by a related person who is a foreign person or who is a tax-exempt entity 
1. Exceptions (2): [163(j)(6)(D)(ii)]
1. If related person would have been subject to net basis tax on the interest (if it had paid the interest)
1. If the TP owns a controlling interest in the guarantor
1. Rationale: prevent sub from stripping earnings by paying interest on a loan guaranteed by the foreign parent
1. The maximum amount disallowed is the corp's "excess interest expense" for a taxable year
1. Any amount disallowed carries forward to the next taxable year as disqualified interest
2. FORMULA: Excess interest expense = net interest expense - (50% ATI + excess limitation c/f)
2. Net interest expense = interest paid or accrued by the TP in a tax year (MINUS) interest includible in the GI of the TP in that year
2. Adjusted taxable income (ATI) = taxable income w/ certain deductions added back in, which ends up being substantially similar to EBITDA (add back interest, NOLs, domestic production activities, and depreciation/amortization)
2. Excess limitation carryforward = in a given tax year, 50% of ATI (MINUS) net interest expense
2. Excess limitation can be carried forward up to 3 years or until it is used, whichever is earlier (use the carryforward from earliest carryforwards first)
2. Rationale: protects the interest deductions of corp that has a temp decline in profits
2. Treaty Reductions - Interest is treated as tax-exempt to extent of treaty reduction
3. If treaty reduction is all the way to 0%, then 100% is treated as tax-exempt
3. If treaty reduction is NOT all the way to 0%, then a ratable portion of such interest is treated as tax-exempt [163(j)(5)(B)]
1. Tax-exempt Interest = interest x (rate w/o treaty - rate w/ treaty)/(rate w/o treaty)
2. Policy:
· Prevents earnings stripping (anti-tax avoidance) - when US sub pays interest to a foreign parent that is thinly capitalized (has high debt to equity ratio), interest paid by US sub is deductible, which reduces or eliminates US tax strips the US sub's tax on its US earnings.  Foreign parent may also be exempt from withholding tax on dividends paid to foreign sub under treaty terms
· Gives foreign corporation an advantage in buying US businesses
· Congress was concerned about erosion of the tax base that could result from interest deductions
· 163(j) was Congress' attempt to limit the deduction of interest paid to certain foreign persons
· US was the first to address this problem, other countries have taken different approaches (US rules are more TP-friendly):
· Definition of excessive interest
· Some use set debt to equity ratio
· Some compare local entity to worldwide group's debt to equity ratio
· Banks and other financial institutions are particularly difficult to handle
· Consequences of excessive interest
· Some permanently disallow
· Some convert interest into a deemed dividend
 
Transfer Pricing Rules [482]
· Allocation of income and deduction among controlled taxpayers
· METHOD:
· Does it apply?
· Controlled Transaction 
· Applies in BOTH domestic and international contexts
· When does it apply?
· Applies to:
· Controlled Transactions or Transfers - Transactions between two or more organizations, trades, or businesses owned or controlled, directly or indirectly, by the same interests
· Control - when the actions of two or more TP act in concert or with a common goal BUT no bright-line test for "control"
· Applies regardless of whether the organizations are US or foreign (US-foreign, foreign-US, foreign-foreign)
· ONLY the IRS can invoke 482
· If IRS makes an adjustment, TP has right to make corrective allocations
· TP can report taxable income based on arm's length prices (even when different from actual prices)
· TP cannot use 482 to decrease taxable income on an untimely or amended return
· Burden of Proof
· 482 determinations are sustained by courts UNLESS the TP can prove that the service abused its discretion by showing that the allocation was arbitrary, capricious, or unreasonable
· 482 does NOT apply when allocation is a result of foreign restrictions (BUT Treas. Reg. 1.482-1(h)(2))
5. Proctor & Gamble v. Comm'r
1. Issue: whether IRS's allocation of GI from Espana to AG was arbitrary, capricious, or unreasonable when no royalty payments from Espana to AG were allowed under Spanish law
1. Facts: US Parent (P&G) owned a Swiss sub (AG); AG has a Spanish sub, Espana. PG and AG operating under a license and service agreement where AG would pay PG royalty payments in exchange for use of PG's patents, trademarks, etc.  AG sublicensed that IP to its own subs, including its Spanish sub, Espana.  Royalties received by AG were Subpart F income, subject to current US tax (on PG's return). Spanish law prohibited any royalty payment to parent corp w/o gov't approval.  PG was not able to get gov't approval.  IRS used 482 to impute a royalty payment from Espana to AG.
1. Holding: Ct held that the IRS's allocation was arbitrary, capricious, and unreasonable
1. Reasoning:
4. TP argued that there should not be a 482 reallocation b/c Spanish law prohibits royalty payments from Espana to AG, therefore PG did not improperly shift income
4. IRS argued that the prohibition on royalty payments was an administrative decision that Espana voluntarily did not appeal
4. Ct looks at precedent case First Security Bank
3. Case involved  two national banks, wholly owned subs of First security corp, that would issue insurance to their borrowers.  The insurance premiums were sent to an independent insurer who  would reinsure their policies with Security Life insurance co, another sub of First Security Corp.  The arrangement shifted 85% of the premiums to Security Life (who had lower effective tax rate as a life insurance company)
3. Ct looked at whether there was a shifting of income.  Ct found that the federal banking laws prohibit banks from receiving a share of insurance premiums.
3. Ct found that section 482 reallocation did not apply b/c there was no shifting of income since the banks could not receive insurance premium income
4. Ct analogizes to precedent and finds that 482 does not apply to reallocate income when restrictions are imposed by law
4. Therefore, ct finds that 482 does not apply
1. RULE:
5. 482 does not apply to reallocate income when non-arm's length allocation of income is a result of restrictions imposed by law and NOT the actions of the controlling entities
5. BUT note that foreign gov'ts have an incentive to tell US MNEs that they are prohibited from paying royalties in order to bring in business.
5. Exxon Corp v. Comm'r
2. Facts: Saudi gov't agrees to sell oil to US at 20.  Exxon buys the oil from Aramco for 20 and then sells it to another company who sells the oil for 50
2. Holding: tax ct refused to allocated intercompany oil sales btwn Exxon subs based on Saudi Arabian price controls set at below market rates
5. In response, IRS issued Treas. Reg. 1.482-1(h)(2), which accepts certain foreign legal restrictions ONLY if they apply to BOTH controlled and uncontrolled transactions 
3. BUT question whether regs can overturn US s ct decision?
· What does it do if it applies?
· 482 allows the IRS to reallocate income and expense among related persons to reflect income clearly
· Transactions between related persons that differ substantially from arm's length transactions are subject to immediate revision by the IRS 
· Arm's Length Standard - that of an uncontrolled TP dealing at arm's length with another uncontrolled TP
· Even when the controlled TPs had an overall loss and when the TP has not attempted to avoid taxes
· Transactions btwn related persons that are substantially similar or identical to arm's length transactions are almost immune from 482
· Ex. Parent and subsidiary.  P sells widget to S at wholesale.  S sells widget to customers for 100.
· If cost is 50 and P sells to S for 50, then allocate nothing to P, and when S sells, S will be taxed on 50 of profit
· If cost is 50 and P sells to S for 100, then allocate 50 to parent, and when S sells for 100, S will have 0 profit (and no tax)
· 482 allocates the 50 of profit btwn P and S to an arm's length price
· Choice of Methods to Allocate Profit
· Best Method Rule - the method that provides the most reliable measure of an arm's length result
· Factors to determine "best method":
· **Degree of comparability btwn the controlled transactions and the uncontrolled comparables
· Reliability increases as comparability increases and inaccuracies decrease
· Factors to use to determine comparability btwn uncontrolled and controlled transactions:
· Functions
· Compare economically significant activities undertaken in each
· Contractual terms
· Risks
· Economic conditions
· Property or services
· **Quality of the data and assumptions used in the analysis
· Factors:
· The completeness and accuracy of underlying data
· The reliability of the assumptions made
· The sensitivity of the results to deficiencies in the data and assumptions
· Whether the results of one method are consistent with the results of another method
· When two methods produce inconsistent results, the method that produces consistent results with a third method serves as a tie breaker as to the better method
· Adjustments Based on Arm's Length Range
2. Arm's Length Range - When application of a single pricing method (determined by best method rule) creates a number of results from which a range can be computed
1. If fall in arm's length range, then no 482 allocation occurs
2. Calculation of arm's length range - apply a single pricing method to two or more uncontrolled transactions of similar comparability and reliability
2. Adjustments to uncontrolled transactions may be made to improve the result when uncontrolled comparables are not similar enough to the controlled transaction
2. Uncontrolled comparables that have a significantly lower level of comparability and reliability do not enter the calculation
2. Transfers of Tangible Property (5 methods + unspecified methods):
3. Comparable Uncontrolled Price (CUP) [1.482-3
1. Use when have comparable transactions and ability to adjust transactions to enhance reliability
1. Determines the arm's length result of a controlled sale by reference to the amount charged in a comparable controlled transaction
2. Facts and circumstances inquiry for determining comparability
1. Look at the similarity of products sold
2. Take into account differences in circumstances by making adjustments to pricing
1. Usually the most reliable method
1. Not very manipulable - BUT can avoid comparable sales to avoid this method
1. Ex. Parent sells widgets to sub, a wholesaler.  P also sells the same widgets to other unrelated retailers.
5. Not comparable b/s sales to wholesaler would be less than sale to retailer
3. Resale Price Method
2. Use when purchaser resells purchased goods w/o adding substantial value by physical alteration or by the use of intangible property
1. Does NOT work when sub is not a buyer and seller of finished goods
1. Ex. When sub purchases goods and adds a brand name, this method will NOT work well b/c does not take cost of branding in analysis
2. Determines the arm's length result of a controlled sale by reference to the gross profit margin of comparable uncontrolled transactions - focus on the distributor/sub
2. Two methods:
3. Look at gross revenue from sales made by distributors other than sub to determine how much  profit we would expect sub to make
3. Look at the profit margin for all goods sold by the sub to unrelated parties to determine the profit margin that should apply to sub's sales of goods to related parties
3. Cost Plus Method
3. Use when seller is a manufacturer and/or seller that adds substantial value to the goods
3. Determines the arm's length result of a controlled sale by reference to the profit realized by a comparable manufacturer on the uncontrolled sale of its goods - focus on the parent/manufacturer
2. Deemed price = manufacturer's cost + reasonable profit
1. To determine "reasonable profit": 
1. look at other goods that parent sells OR 
1. Look at profit margin of other comparable manufacturers
2. Facts and circumstances inquiry whether or not "comparable"
3. NOTE: this method can result in guaranteed profit EVEN though there is a loss or no profit in the worldwide group
3. Comparable Profits Method (NOT TESTED)
4. Determines the arm's length result for a controlled transfer of property by reference to objective measures of profitability derived from uncontrolled TP engaged in similar business activities with other uncontrolled person under comparable circumstances
4. Difficult to apply (b/c hard to find financial information for comparables) BUT easily manipulated (b/c can choose your own comparables)
2. Less reliable than other methods
2. Relatively new method
4. Look at manufacturer OR distributor (whichever is less complex)
4. Identify other comparable companies that have similar functions and responsibilities in the same industry
4. Look at the 25th to 75th percentile range of operating profit margins for uncontrolled comparables
4. The tested related party MUST achieve profit within that range of proftit - then arm's length transaction
3. Profit Split Method (NOT TESTED)
5. Determines the arm's length method of the allocation by focusing on the relative value of each controlled TP's contribution to that profit or loss
5. Determine the overall profit or loss attributable to the transaction(s) for the related entities
5. Allocate profit or loss to the two parties based on the relative value of each party's contribution (using either comparable profit split method or residual profit split method)
3. Factors:
1. Functions performed
1. Risks assumed
1. Resources employed
3. Residual profit split method:
2. Routine contributions
2. Non-routine contributions (generally intangible property according to US rules)
2. Transfers and Licenses of Intangible Property (3 listed methods + unspecified methods)
4. Comparable Uncontrolled Transactions Method (CUT)
1. Similar to CUP (above)
1. Veritas v. Comm'r
2. Issue: whether the buy-in payment from Veritas IR to Veritas US was arm's length
2. Facts: 
2. Veritas is a US corp that develops, manufactures, markets, and sells storage management products.  In 1999, Veritas Ireland was incorporated in Ireland.  In 11/99, (1) Veritas US assigned all sales contracts to Veritas Ireland, (2) Veritas US, Veritas Ireland, and two other US subs entered into a cost sharing research and development agreement (RDA) to deal with future intangibles, and (3) Veritas US and Veritas Ireland entered into a technical licensing agreement (TLA) to deal with preexisting intangibles.  
2. The parties stipulated the issues re: RDA, so only issue re: buy-in payment for the TLA.
2. The buy-in payment attempts to measure the arm's length price for the pre-existing intellectual property and license rights for the EMEA and APJ regiods
3. TP argues that the buy-in payment value is 118mill
3. IRS initial valuation was 2.5bill
3. IRS later valuation was 1.675bill
2. IRS views the transaction as the purchase of a complete business by Veritas Ireland, so look at everything to value profits (including distribution channel, existing customer relationships, goodwill, etc.)
2. TP argues that the only thing that is being sold is the license to the IP (and everything else is irrelevant to valuation)
2. Holding: ct held that the buy-in payment was no arm's length and the CUT method is the best method of determining the buy-in payment
2. Reasoning:
4. Ct applies arbitrary, capricious, or unreasonable standard
4. IRS method: 
2. IRS first applied the foregone profits method and then applied an akin to a sale analysis.
2. Ct does not think very highly of the IRS's experts and finds that the expert's testimony was not reliable
2. Ct finds that BOTH of the IRS's method were arbitrary, capricious, and unreasonable
4. TP method:
3. TP applies CUT method, and ct finds that CUT is the best method
3. Looks at bundled and unbundled sales made by other operating manufacturers
3. Ct finds that the unbundled sales are more comparable than unbundled sales
3. Ct finds that the appropriate arm's length royalty rate is 32%
4. Ct makes adjustments to the CUT analysis
4. Ct starts with the 32% royalty rate, then makes adjustments based on the appropriate useful life and royalty degradation rate. 
4. Ct finds that the appropriate discount rate is 20.47%, which is higher than what the TP wanted, but lower than what the IRS wanted
2. RULE:
5. Application of 482 to intangibles
5. Application of CUT method
2. Find comparable transactions
1. Factors:
· Functional analysis - compare economic significance
· Comparability of contractual terms - compare terms that could affect the results of the transaction
· Significant risks borne by the parties
· Economic conditions that could affect prices or profit
· Property or services provided
2. Adjustments to CUT can be made if material differences exist btwn controlled and uncontrolled transactions to improve the reliability of the results
. Comparable Profits Method
2. Same as above
. Profit Split Method
3. Same as above
· Ownership of Intangible Property
· When two or more controlled entities participate in the development of an intangible asset, MUST ascertain which party is the owner to determine whether a royalty should be imputed or whether payments for services, loans or use of property should be imputed under 482
· Periodic Adjustments for Multi-Year Arrangements [482; 1.482-4]
. 482 (last sentence) gives the IRS power to make periodic adjustments to the consideration of intangible assets in multi-year arrangements
. Rationale: Congress was concerned about understatement/overstatement of income attributable to intangibles
· Cost Sharing Arrangements
. Cost sharing arrangement - written agreement btwn controlled entities that delineates the sharing of costs and risks of development of intangible property in return for a specified interest in the intangible property produced
. SAFE HARBOR: [TR 1.482.7] 
2. If joint development costs are fair, then IRS won't question the allocation of income
1. Ex. Veritas - when 30%/70% allocation is in accord with actual share (RDA)
2. BUT if disproportionate, then IRS can apply 482 and realign costs
2. Xilinx case
1. Issue: whether stock option compensation for EE must be included in development cost for intangibles
1. Holding: ct held that stock option compensation does have to be included in development cost b/c cost sharing regulations trump arm's length regulations
2. BUT the ct later withdrew this opinion, finding that the comp would not be included in an arm's length transaction (b/c unrelated parties would not include stock options)
1. RULE: arm's length transaction regulations trump cost-sharing arrangement regs
· Other Transactions [1.482-2]
· Use of tangible property
. Price and terms must be same as they would be in a transaction with an independent party
· Provision of services
. E.g. marketing, managerial, or administrative services
. Rebuttable presumption that arm's length price is equal to costs or deductions incurred by service provider
. No separate price for services embedded (or ancillary) in a sale or lease of property
· Loans or Advances
. Terms must conform to arm's length pricing
· Policy
· Prevents "transfer pricing" - the pricing of goods and services transferred between related persons not dealing at arm's length
· Arm's length prices  - prices charged after bargaining between related persons
· The pricing of transactions among related entities is inherently suspect and can be used for improper tax avoidance/evasion
· Multinational Enterprises (MNEs) generally consist of hundreds of related corporations in dozens of jdx
· When related persons (ex. Groups under common control) enter into transactions, they do not necessarily price transactions to reflect current market prices and could shift the gain among parent corp and sub corp to divert taxable profit from a high tax to a low tax environment (ex. When each corp is subject to different tax rates)
· PURPOSE: to ensure that transactions between related entities clearly reflect income and do not avoid US income tax from such transactions by forcing them to price the transactions at "arm's length"
· Alternatives to Transfer Pricing
· Competent Authority
· Competent authority will attempt to negotiate with counterparts on other treaty countries to provide correlative adjustments
· BUT IRS will usually only consider request if TP agrees to extend the SOL
· Use when 482 reallocation of income causes double taxation of income or when two countries have differing views as to the proper source of income
· Ex. Country A finds that 80 out of 100 total profit should be taxed in Country A.  US will tax on half total profit, 50.
· When this happens, then can use competent authorities to agree on what the fair price should be so that the whole group does not pay twice on the total profit
· Advance Pricing Agreements
· Can be EITHER unilateral OR bilateral
· Unilateral agreement (TP and IRS)
· Bilateral or multilateral agreement (TP, IRS and foreign taxing authority)
· How does it work:
· TP submits an application outlining a proposal  for determining arm's length price. 
· If IRS (and foreign authority) agree, then there is no challenge to pricing during term of agreement, as long as parameters of APA are followed
· Usually covers a period (ex. 5 yrs) and can look both backwards and forwards
· Program began in 1996, still relatively small (900 total APAs through 2009)
· Good for TPs who are more conservative and who want the right answer, to avoid audit, and avoid double tax whipdaw
· NOT good for aggressive TPs who want to move more profit offshore
· Formulary Apportionment
· Allocates a MNE's aggregate worldwide income among different countries using formulary apportionment
· Similar to state formulary apportionment
· How it works:
· Look at profit of whole group (ignore transactions btwn related parties w/in the MNE)
· Look at three factors to determine allocation:
· Property - where property is located
· NOTE: if taxed based on where property is located, then encourages ppl NOT to locate in country
· Sales - who buys product (least manipulable factor - can't choose where sales occur)
· Labor - where labor/EE located
· BUT two issues:
· Whether states divide the pie the same way
· Whether all states have same apportionment formula
· Problems occur (double tax) when states don't use the same apportionment formula
· IF BOTH are the same, then proper transaction
· Possible application to international context
· Eliminates problems with transfer pricing BUT will introduce new set of problems
· Needs international cooperation, otherwise there will be under or over taxation
· BUT different countries have different revenue sources (ex. Manufacturing, natural resources, so hard to agree on a single factor)
· BUT creates easy tax avoidance opportunities - a foreign corp can buy all products outside country and then sell for a small profit
· Countries must choose between taxing in state and the effect of pushing business outside the state

