1. Overview of US Taxing Jurisdiction

a. Domestic Persons

i. US Income

1. Residence Basis Jurisdiction: Domestic persons generally taxed in the US on worldwide income

ii. Foreign income

1. Residence Basis Jurisdiction: Domestic persons generally taxed in the US on worldwide income

 

2. Foreign persons

a. United States Income

i. Source Basis Jurisdiction

1. Foreign persons generally taxed in the US on US source income

b. Foreign Income

i. Generally not subject to US taxation

 

3. Policies of International Taxation

a. Capital export neutrality” – residents should pay same tax on foreign investments that they do on domestic investments (encourage domestic investment)

b. “Capital import neutrality” – foreign and domestic persons should be taxed in the exact same manner

c. Revenue needs

d. Fairness – do taxpayers who “benefit” from a particular country’s market (either their employees or customers) pay a “fair share” of tax to such countries?

 

4. Classification of Business Entities

a. Relevant Statutes

26 CFR § 301.7701-2: Business entities; definitions.
5. For purposes of this section and § 301.7701-3, a business entity is any entity recognized for federal tax purposes (including an entity with a single owner that may be disregarded as an entity separate from its owner under § 301.7701-3) that is not properly classified as a trust under § 301.7701-4 or otherwise subject to special treatment under the Internal Revenue Code. 

 

A business entity with two or more members is classified for federal tax purposes as either a corporation or a partnership. 

 

A business entity with only one owner is classified as a corporation or is disregarded; if the entity is disregarded, its activities are treated in the same manner as a sole proprietorship, branch, or division of the owner. But see paragraphs (c)(2)(iii) through (vi) of this section for special rules that apply to an eligible entity that is otherwise disregarded as an entity separate from its owner.

 

6. Corporations. For federal tax purposes, the term corporation means -

a. A business entity organized under a Federal or State statute, or under a statute of a federally recognized Indian tribe, if the statute describes or refers to the entity as incorporated or as a corporation, body corporate, or body politic;

b. See other parts of the statute for other corporations and other foreign corporations that qualify as per se corporations for US tax purposes.
 

7. Other Business Entities.  For federal tax purposes -
a. The term partnership means a business entity that is not a corporation under paragraph (b) of this section and that has at least two members.

b. Wholly owned entities -

i. In general. Except as otherwise provided in this paragraph (c), a business entity that has a single owner and is not a corporation under paragraph (b) of this section is disregarded as an entity separate from its owner.

 

26 CFR § 301.7701-3 - Classification of certain business entities.
8.  In General. A business entity that is not classified as a corporation under § 301.7701-2(b) (1), (3), (4), (5), (6), (7), or (8) (an eligible entity) can elect its classification for federal tax purposes as provided in this section. 

 

An eligible entity with at least two members can elect to be classified as either an association (and thus a corporation under § 301.7701-2(b)(2)) or a partnership, and an eligible entity with a single owner can elect to be classified as an association or to be disregarded as an entity separate from its owner. 

 

Paragraph (b) of this section provides a default classification for an eligible entity that does not make an election. Thus, elections are necessary only when an eligible entity chooses to be classified initially as other than the default classification or when an eligible entity chooses to change its classification. 

 

An entity whose classification is determined under the default classification retains that classification (regardless of any changes in the members' liability that occurs at any time during the time that the entity's classification is relevant as defined in paragraph (d) of this section) until the entity makes an election to change that classification under paragraph (c)(1) of this section. 

 

9. Classification of eligible entities that do not file an election

a. Domestic eligible entities. Except as provided in paragraph (b)(3) of this section, unless the entity elects otherwise, a domestic eligible entity is

i. A partnership if it has two or more members; or

ii. Disregarded as an entity separate from its owner if it has a single owner.

b. Foreign eligible entities

i. In general. Except as provided in paragraph (b)(3) of this section, unless the entity elects otherwise, a foreign eligible entity is
1. A partnership if it has two or more members and at least one member does not have limited liability
2. An association if all members have limited liability; or

3. Disregarded as an entity separate from its owner if it has a single owner that does not have limited liability.

 

10. Elections

a. Time and Place for Filing

i. In General. Except as provided in paragraphs (c)(1) (iv) and (v) of this section, an eligible entity may elect to be classified other than as provided under paragraph (b) of this section, or to change its classification, by filing Form 8832, Entity Classification Election, with the service center designated on Form 8832.

 

11. Further Notification of Elections. An eligible entity required to file a Federal tax or information return for the taxable year for which an election is made under § 301.7701-3(c)(1)(i) must attach a copy of its Form 8832 to its Federal tax or information return for that year. If the entity is not required to file a return for that year, a copy of its Form 8832 (“Entity Classification Election”) must be attached to the Federal income tax or information return of any direct or indirect owner of the entity for the taxable year of the owner that includes the date on which the election was effective.

 

i. Effective Date of Election. An election made under paragraph (c)(1)(i) of this section will be effective on the date specified by the entity on Form 8832 or on the date filed if no such date is specified on the election form. 

 

The effective date specified on Form 8832 cannot be more than 75 days prior to the date on which the election is filed and cannot be more than 12 months after the date on which the election is filed. 
 

If an election specifies an effective date more than 75 days prior to the date on which the election is filed, it will be effective 75 days prior to the date it was filed. If an election specifies an effective date more than 12 months from the date on which the election is filed, it will be effective 12 months after the date it was filed.

 

ii. Limitation. If an eligible entity makes an election under paragraph (c)(1)(i) of this section to change its classification (other than an election made by an existing entity to change its classification as of the effective date of this section), the entity cannot change its classification by election again during the sixty months succeeding the effective date of the election.

 

However, the Commissioner may permit the entity to change its classification by election within the sixty months if more than fifty percent of the ownership interests in the entity as of the effective date of the subsequent election are owned by persons that did not own any interests in the entity on the filing date or on the effective date of the entity's prior election. 

 

An election by a newly formed eligible entity that is effective on the date of formation is not considered a change for purposes of this paragraph (c)(1)(iv).

 

a. Elective changes in classification

1. Deemed treatment of elective change

i. Partnership to association. If an eligible entity classified as a partnership elects under paragraph (c)(1)(i) of this section to be classified as an association, the following is deemed to occur: The partnership contributes all of its assets and liabilities to the association in exchange for stock in the association, and immediately thereafter, the partnership liquidates by distributing the stock of the association to its partners.

ii. Association to partnership. If an eligible entity classified as an association elects under paragraph (c)(1)(i) of this section to be classified as a partnership, the following is deemed to occur: The association distributes all of its assets and liabilities to its shareholders in liquidation of the association, and immediately thereafter, the shareholders contribute all of the distributed assets and liabilities to a newly formed partnership.

iii. Association to disregarded entity. If an eligible entity classified as an association elects under paragraph (c)(1)(i) of this section to be disregarded as an entity separate from its owner, the following is deemed to occur: The association distributes all of its assets and liabilities to its single owner in liquidation of the association.

iv. Disregarded entity to an association. If an eligible entity that is disregarded as an entity separate from its owner elects under paragraph (c)(1)(i) of this section to be classified as an association, the following is deemed to occur: The owner of the eligible entity contributes all of the assets and liabilities of the entity to the association in exchange for stock of the association.

 

b. Classification of Entities that Do Not Make an Election

1. Domestic Eligible Entities

Under Treas. Reg. 301.7701-1, -2, -3, certain entities are automatically considered to be corporations for U.S. tax purposes (“per se” corporations):

Any entity organized under U.S. federal or state law if such law refers to the entity as a “corporation” (domestic entities).

A foreign corporation is not one which is domestic.

A partnership's residency is determined in the same way a corporation’s residency is determined, by its place of organization. A partnership will be a U.S. resident if it is “organized” under U.S. state or federal law. Since a partnership is a pass-through entity, its residency doesn’t matter as much as its income flows through to its partners. However, it may matter for source and withholding rules that we will study later. IRC §7874 can also apply to partnerships that invert.

 

· A domestic “eligible entity” (such as an LLC) that does NOT make a choice is:

· A partnership if it has more than one owner

· A “branch” or “disregarded entity” if it has one owner only

 

Revenue Ruling 2044-77

If an eligible entity has two members under local law, but one of the members of the eligible entity is, for federal tax purposes, disregarded as an entity separate from the other members of the eligible entity, then the eligible entity cannot be classified as a partnership and is either regarded as an entity separate from its owner or as an association taxable as a corporation.  The reason being is that if the eligible entity owner is a DRE, the sub cannot have more than one owner and thus cannot be a partnership.

 

i. Foreign Eligible Entities

0. In General

. Certain foreign entities that are listed in §301.7701-2(b)(8). These entities are the foreign-law equivalent of a domestic corporation.

· Thus, these entities are per se corporations and are not eligible entities

 

· A foreign “eligible entity” that does NOT make a choice is:

· A partnership if it has more than one owner, and at least one owner does NOT have limited liability
· A corporation if ALL owners have limited liability
· A “branch” (or “disregarded entity,” or “DRE” for short, which means the same thing) if it has one owner who does NOT have limited liability
 

Anti-Inversion Statutes

Rules below mandate domestic status to prevent a potentially abusive outcome.  

Requirements for the strong version of the statute. (treat foreign corp as US corp)

The foreign corporation directly or indirectly acquired substantially all of the properties of a domestic corporation

At least 80% of the vote or value of the foreign corporation is held, after the acquisition, by former shareholders of the domestic corporation

After the acquisition, the MNC does not have substantial business activities in the foreign corporation's country as compared to the WW business activities of the multi-national group.

 

Weaker version of the statute will still treat the foreign corporation as foreign, but U.S. penalties, including shareholder-level tax and loss of U.S. tax attributes, will apply if:

0. A U.S. corporation becomes a subsidiary of the foreign corporation through the foreign corporation directly or indirectly acquiring substantially all of the properties of the domestic corporation;

1. The former shareholders of the U.S. corporation own at least 60% of the vote or value of the stock of the foreign corporation after the transfer; and

2. The foreign corporation (including its subsidiaries) has no substantial business in the foreign corporation’s country of incorporation.

3. Generally will occur on sale or liquidation

 

· Relevant Statute

· Section 7874(a): Surrogate foreign corporation
A foreign corporation shall be treated as a surrogate foreign corporation if, pursuant to a plan (or a series of related transactions)—

 

(i)the entity completes after March 4, 2003, the direct or indirect acquisition of substantially all of the properties held directly or indirectly by a domestic corporation or substantially all of the properties constituting a trade or business of a domestic partnership,

 

(ii)after the acquisition at least 60 percent of the stock (by vote or value) of the entity is held—

 

(I)in the case of an acquisition with respect to a domestic corporation, by former shareholders of the domestic corporation by reason of holding stock in the domestic corporation, or

(II)in the case of an acquisition with respect to a domestic partnership, by former partners of the domestic partnership by reason of holding a capital or profits interest in the domestic partnership, and

 

(iii)after the acquisition the expanded affiliated group which includes the entity does not have substantial business activities in the foreign country in which, or under the law of which, the entity is created or organized, when compared to the total business activities of such expanded affiliated group. An entity otherwise described in clause (i) with respect to any domestic corporation or partnership trade or business shall be treated as not so described if, on or before March 4, 2003, such entity acquired directly or indirectly more than half of the properties held directly or indirectly by such corporation or more than half of the properties constituting such partnership trade or business, as the case may be.

 

· § 7874(b): Notwithstanding section 7701(a)(4), a foreign corporation shall be treated for purposes of this title as a domestic corporation if such corporation would be a surrogate foreign corporation if subsection (a)(2) were applied by substituting “80 percent” for “60 percent”.

 

Available Elections

0. In General

Any other entity (foreign or domestic) that is NOT a “per se” corporation may ELECT its classification under these rules.

Entities that are NOT “per se” corporations are called “eligible entities.” Hence, a Limited Liability Company (LLC) formed under U.S. state law is an eligible entity.

Eligible entities can fill out a check the box election in Form 8832 to determine classification.

Eligible entities can choose to be:

Corporation

Partnership, if it has more than one owner

A DRE if it only has one owner.

 

· If a choice is made, then no change is allowed for 5 years.

· Whether or not you prefer the default classification, you are permitted to change your “initial” classification at any time. However, once you change the classification, you cannot change again for five years. So, if you decide to file a Form 8832 for an initial classification, make certain that it is effective on the first day of the entity’s existence (elections may be made up to 75 days retroactive, i.e., an election made on March 15 can be made effective on the previous January 1), so that it is considered an “initial” classification.

 

Deemed Elections

An eligible entity that has been determined to be, or claims to be, exempt from taxation under section 501(a) is treated as having made an election under this section to be classified as an association. Such election will be effective as of the first day for which exemption is claimed or determined to apply, regardless of when the claim or determination is made, and will remain in effect unless an election is made under paragraph (c)(1)(i) of this section after the date the claim for exempt status is withdrawn or rejected or the date the determination of exempt status is revoked.

 

An eligible entity that files an election under section 856(c)(1) to be treated as a real estate investment trust is treated as having made an election under this section to be classified as an association. Such election will be effective as of the first day the entity is treated as a real estate investment trust.

 

1. An eligible entity that timely elects to be an S corporation under section 1362(a)(1) is treated as having made an election under this section to be classified as an association, provided that (as of the effective date of the election under section 1362(a)(1)) the entity meets all other requirements to qualify as a small business corporation under section 1361(b).

 

2. Residency Classification for Individuals

. Overview

· Under Section 7701, individuals belong to one of two categories:

0. US Citizens and resident aliens, who are domestic persons

1. Non-resident aliens, who are foreign persons

 

· U.S. Citizen Definition: Every person born or naturalized in the United States and subject to its jurisdiction is a citizen

· If an individual has file a declaration to become a US citizen but has not yet been admitted to citizenship, that person is deemed an alien and not a citizen.

· All US citizens, even if they are also citizens or residents of another jurisdiction, are subject to WW taxation.

 

· A non-US citizen will be deemed a resident alien if they meet the green card or substantial presence test

 

Green Card Test  - 7701(b)(6)
An alien is treated as a US residence if that individual is a lawful permanent residence of the US at any time during the calendar year at issue.

The alien's green card status must not be revoked or determined administratively or judicially to have been abandoned.

Non-resident aliens in the process of applying for a green card do not meet the green card test.

 

Substantial Presence Test - 7701(b)(3)
An alien individual is treated as a resident alien in a given year if he is present in the US 

On at least 31 days of that year and

At least 183 days during a three year period, weighted towards the year in question.

 

· Notes
· The 183 day test is met using a composite, weighted measure of the days of physical presence in the US over a three year period including the year in question and the two preceding years.

· If an alien individuals' presence equals or exceeds 183 days using the multipliers set forth in the statute, and equals or exceeds 31 days during the year in question, the individual meets the substantial presence test and is treated as a US resident unless an exception allies.

· The way this test works is that the sum of the days for the current year and the preceding two years (counting ⅓ of each day from the last year, and ⅙ of each day from the year before that) must be 183 days or greater.

· Ex. Year 1: 90 days; Year 2: 90 Days; Year 3: 90 days = (90 + (90*(1/3)) + (90*(1/6))) = 135 days.

 

· 7701(b)(4)(A)(iv)(II): an individual shall be treated for purposes of this subclause as present in the United States for a number of days during the testing period not exceeding 5 days in the aggregate, notwithstanding his absence from the United States on such days

· This adds 5 days to alien's presence in US even if absent.
 

· Strong Version of Substantial Presence Test: Actual presence in the U.S. for more than 183 days.

· Weak Version of Substantial Presence Test: Meeting the criteria for substantial presence other than by presence for more than 183 days in a single year.

 

Exceptions to the Substantial Presence Test

30 Day De-Minimis Exception

If an alien individual is in the US for 30 days or less in the current calendar year, a de minimis exception to the substantial presence test applies.

0. If this exception applies, the alien will not be treated as a resident even if the 183 day formula would otherwise be satisfied.

 

12. The Tax Home Exception (only an exception for the weak version of the test) - 7701(b)(3)(B)
. An alien individual is treated as a non-resident even if he meets the substantial presence test for any current year if the individual is:

· Present in the US on fewer than 183 days during the current year

· Establishes that, for the current year, his tax home is in a foreign country

· Has a closer connection to such foreign country than the United States

 

13. What is a tax home (ex-pats)

. A tax home is located at an individual's regular or principal place of business.

a. If the individual lacks a regular or principal place of business, his tax home is his principal place of abode.

b. The “tax home” also must be in existence for the entire current year. With respect to the individual’s connection to the foreign country, the relevant facts and circumstances to consider are listed in Treasury Regulation 301.7701(b)-2(d)(1), which include the location of the individual’s:

· permanent home,

· family,

· personal belongings,

· current social, political, cultural or religious organizations of the individual,

· routine personal banking activities,

· driver’s license, and

· voting jurisdiction.

 

14. How to establish a "closer connection"

. The individual must demonstrate a significant lifestyle nexus to that country.

 

15. The tax home exception is not available for any year in which 

. An individual has applied for a green card

a. Has taken other affirmative steps to become a permanent resident

b. Has an application for adjustment of status pending

 

16. Available Elections that Classify an Individual as a US Resident
. First year-election - 7701(b)(4)
· An individual may elect to be treated as a residence in the first year of presence even if the substantial presence test is not met.

0. Five requirements to make this election

a. The TP must have failed to be a resident under the green card or substantial presence tests

b. The TP must not have been a resident in the year preceding the election year

c. The TP must met the substantial presence test for the year following the election year

d. The TP must be present for 31 consecutive days in the election year

e. The TP must be present for 75% of the period beginning with the first day of the 31-day period described in 4 and ending with the last day of the election year.

1. Election cannot be made before the individual satisfies the substantial presence test for the following year.

2. Residency start date begins on the first day of the earliest presence period meeting both the 31 day and 75% measuring periods.

a. You would want to make this election if you had FDAP and you wanted to take deductions against that income, which is allowable if you are a US resident

· 7701(b)(4)(A)(iv)(II) provides the 5 notional days here.

 

17. Elections for Non-resident alien spouses of US citizens or residents - 26 CFR § 1.6013-6
. An election may be made by a spouse who is a non-resident at the close of the taxable year.

a. An election may be made by a spouse who is a non-resident at the beginning of the taxable year, but becomes a resident by the end of the taxable year.

b. Election is not beneficial if the non-resident has substantial foreign-source income due to double taxation.

 

18. Exempt and Other Special Categories of Alien Individual

Certain days of presence by specified "exempt" individuals and special aliens are not counted towards the individual's US residency

 

Exempt Individuals (See IRC §7701(b)(5) and Treas. Reg. §301.7701(b)-3.)

. Foreign-government related individuals, teacher or trainees, students, and professional athletes competing in charitable sporting events.

a. Lengthy stays lose the protection of the exception.  This prevents foreign persons from enjoying a timeless pursuit of experience and knowledge in the US without contributing to national revenues.

20. Medical Conditions (See Treas. Reg. §301.7701(b)-3(c).)

. Presence does not arise for any day on which an individual objectively intended to leave the US but was unable to leave due to a medical condition or problem arising while the individual was present in the US.

a. The condition causing the failure to leave must not be a pre-existing problem or condition known at the time the individual entered the US.

 

21. Days in Transit (See IRC §7701(b)(7)(C) and Treas. Reg. §301.7701(b)-3(d).)

. Days in transit between foreign points are excluded as days of presence for the substantial presence test.

a. The exemption is condition on physical presence of less than 24 hours and the absence of any non-travel activities

 

22. Contiguous country commuters (See IRC §7701(b)(7)(B) and Treas. Reg. §301.7701(b)-3(e).)

. Regular commuters residing in Mexico and Canada are shielded from resident status

a. Regular commuter is an individual who commutes to his place of employment or self-employment in the US on more than 75% of workdays during the working period.

b. Commuting is determined on a daily basis; overnight or extended stays will not qualify as commuting for purposes of this exemption.

 

23. Residency Commencement and Termination

Green Card Test

Commencement

If an alien individual satisfies the green card test but does not meet the substantial presence test, 

the individual's residency starting date is the first day of  physical presence during a calendar year as a lawful permanent resident.

If an alien individual satisfies the green card test but is not physically present in the US during the current year, 

the residency starting date is the first day of the following year.

Termination

Residency terminates on the first day during the calendar year on which the individual is no longer a lawful permanent resident, if the individual establishes that, for the remainder of the calendar year, his tax home was in a foreign country and he maintained a closer connection to that foreign country than the US.

Resident may abandon resident alien status by surrendering the green card to the government.  If this occurs, the date of such surrender controls the termination date of residency, rather than the subsequent date, if any, on which the US gov. processes the surrendered green card.

 

· Substantial Presence Test
· Commencement

· If the substantial presence test is met, residency generally commences on the first day the individual is present in the US.
· De Minimis Rule: If an individual can establish that he had a closer connection to a foreign country than to the US, up to ten days of presence can be disregarded for purposes of determining the residency starting date.

· The de-minimis rule applies to determine whether someone is a resident or not, but it does not alter the commencement and termination dates.

 

· Termination

· An individual's last day of physical presence will close the period of residency, provided that after such date the individual has a closer connection to a foreign country for the balance of the calendar year and is not a US resident the next year.

 

· Meet both the Green Card and Substantial Presence Test
· Commencement

· If an individual meets both tests, residency commences on the earlier of the two dates that residency would begin under both tests.

 

· Termination General Rule
· If an individual ceases to be a resident during a calendar year and is not a resident at any time during the following calendar year, the residency termination date is the last day of the calendar year.

 

Case Name: Cook v. Tait

Case Cite: SCOTUS 265 U.S. 47 (1924)


Issue: Whether Congress has the power to impose a tax upon income received by a native citizen of the US who at the time the income was received, was permanently a resident and domiciled in Mexico, the income being from real and personal property located in Mexico.

 

Holding: Yes, the government benefits the citizen and his property wherever found, and thus, has the power to make the benefit complete.  The government has the power to tax a citizen on WW income even though the citizen is permanently residing in another country and has income earned from another country.

 

Revenue Ruling 2044-77

· If an eligible entity has two members under local law, but one of the members of the eligible entity is, for federal tax purposes, disregarded as an entity separate from the other members of the eligible entity, then the eligible entity cannot be classified as a partnership and is either regarded as an entity separate from its owner or as an association taxable as a corporation.  The reason being is that if the eligible entity owner is a DRE, the sub cannot have more than one owner and thus cannot be a partnership.

 

Source Rules

Overview and General Rules

Only income that is sourced in the United States or is in some way connected with business conducted in the United States is subject to US taxation.

Categories of income not expressly addressed by a particular sourcing rule are sourced administratively or judicially, often by reference to the statutory rule which is most congruous with the transaction or income type under consideration.

If, after the application of 861 and 865, the item does not have a US source, then, typically by definition, the income has a foreign source.

These provisions generally adopt a singular focus, categorizing income as either exclusively US source or exclusively foreign source.

Losses, expenses, and other deductions are not separately sourced under 861 but are allocated and apportioned per 861b.

Source income is also important for determining US resident's foreign tax credits.  

The U.S. generally prevents double taxation on its own residents by permitting those U.S. residents to take a credit, against their U.S. tax liability, for foreign income taxes paid to a foreign government. The credit reduces U.S. tax liability, dollar for dollar. This credit mechanism is necessary because the U.S. taxes its residents on their worldwide income; without the credit, those residents would face double taxation if they also paid foreign tax on the same income.

However, the Code imposes a limit on the amount of foreign tax credits that can offset U.S. tax. IRC §904 says that, in general, your foreign tax credit cannot exceed the U.S. tax imposed on your “foreign source income.” 

Without the §904 FTC limitation, the $2,000 in Kuwaiti taxes would be offsetting part of the U.S. tax on your U.S. income! And the U.S. government doesn’t want foreign tax to be able to offset U.S. tax on U.S. income

 

Interest Income

General Rule

The source of interest income is generally controlled by the residence or the place of incorporation of the obligor (the person paying the interest).

 

Notes

In addition to noncorporate residents and domestic corporations, foreign partnerships and corporations that are engaged in a trade or business in the US are also considered to be residents of the US for purposes of the interest sourcing rules.

As a result, interest paid by a foreign entity will be considered US source if the entity is conducting a  trade or business in the US. 

Ex. Foreign sub in US that pays interest is US source.

 

· The concept of interest is quite broadly defined.

· Although the statute only refers to interest on bonds, notes, or other interest bearing obligations, 861(a)(1) covers imputed interest under 483 (interest on deferred payments from certain property sales) and 127 (OID).

· Other disguised interest payments are within the scope of these sourcing rules.  So are guarantee fees.

 

Applicable Statute

Section 861(a)
(a) Gross income from sources within United States.  The following items of gross income shall be treated as income from sources within the United States:

(1)Interest. Interest from the United States or the District of Columbia, and interest on bonds, notes, or other interest-bearing obligations of noncorporate residents or domestic corporations not including—

(A)interest—

(i) on deposits with a foreign branch of a domestic corporation or a domestic partnership if such branch is engaged in the commercial banking business, and

(ii) on amounts satisfying the requirements of subparagraph (B) of section 871(i)(3) which are paid by a foreign branch of a domestic corporation or a domestic partnership, and

 

(B) in the case of a foreign partnership, which is predominantly engaged in the active conduct of a trade or business outside the United States, any interest not paid by a trade or business engaged in by the partnership in the United States and not allocable to income which is effectively connected (or treated as effectively connected) with the conduct of a trade or business in the United States.
 

Section 862(a)(1)
Interest paid by a non-resident alien or foreign corp. = foreign source

 

i. Exceptions

0. Active Foreign Business Exception: Until 2010, interest payments would not be deemed to arise from a US source if they were made by a US resident or corporation that met the 80% foreign business requirements (most income is active foreign business income) of 861(c).  This provision was repealed in 2010 but grandfathered for certain payments of interest on obligations issued before 8/10/10

 

ii. Banking Obligors (861)(a)(1)(A)(i): Interest on deposits with certain foreign banking branches of domestic corporations and partnerships will be considered foreign source.

0. Thus, interest income will be exempt from US tax in the hands of most foreign investors, even though the interest is paid by a resident obligor.

1. Permits domestic banks to operate foreign branches and pay interest on deposits without subjecting account holders to US tax.

 

iii. United States Branches of Foreign Partnerships ("Branch Interest") (861)(a)(1)(A)(ii):

0. Any interest deemed paid by the U.S. branch of a foreign corporation (“branch interest”) is U.S. source. The amount deemed paid by the branch is determined under Reg. §1.882-5 (is generally the amount allocable to the branch). Similar to the rule above, a U.S. “branch” of a foreign corporation is essentially the U.S. trade or business owned or operated by that corporation.

 

iv. Foreign corporations and foreign partnerships are treated as US residents for purposes of the interest sourcing rules if they are engaged in a trade or business in the US at any time during the year of payment.

0. Interest paid by these foreign obligors is US source to the recipient.

 

v. Dividends

0. General Rule

0. Dividends are generally sourced according to the place of incorporation of the payor corporation under 861(a)(2) and 862(a)(2).

 

vi. Notes

The term dividend for source rules encompasses distributions defined as such in 316.  Under that section a dividend is a distribution of property made by a corporation to its shareholders out of current or accumulated E&P.

Distributions made in the absence of E&P are applied against and reduce the adjusted basis of the stock under 301, or if the basis is insufficient, they are treated as gain from the sale or exchange of property under 301, implicating the source rules applicable to gains.

 

Applicable Statutes

0. 861(a)(2) The amount received as dividends—
(A) from a domestic corporation, or

(B) from a foreign corporation unless:

less than 25 percent of the gross income from all sources of such foreign corporation for the 3-year period ending with the close of its taxable year preceding the declaration of such dividends (or for such part of such period as the corporation has been in existence) was effectively connected (or treated as effectively connected other than income described in section 884(d)(2)) with the conduct of a trade or business within the United States; 

 

but only in an amount which bears the same ratio to such dividends as the gross income of the corporation for such period which was effectively connected (or treated as effectively connected other than income described in section 884(d)(2)) with the conduct of a trade or business within the United States bears to its gross income from all sources

 

viii. Section 862(a)(2)

dividend paid by foreign corp. = foreign source

 

ix. Exceptions to the Dividend Source Rules

Dividends from foreign corporations with a de minimis or no US business nexus are generally foreign source.

However, under 861(a)(2)(B), dividends paid by a foreign corporation may be US source, if, over a defined three year period, 25% or more of the gross income of the corporation was effectively connected with a US trade or business. 

The “25% rule” – IF more than 25% of a foreign corporation’s gross income is “effectively connected” (ECI) with a U.S. business for 3 years preceding the dividend, then dividend it pays is U.S. source (instead of foreign source, as it would be under the general rule) in the same proportion as its ECI bears to its total income.

If the 25% threshold is met, a proportionate shares of the dividend received will be US source.

 

Personal Services Compensation

General Rule

Compensation for personal services is generally sourced according to the locale in which the services are performed.

Thus, compensation for labor or personal services performed in the US has a US source.

This rule holds true irrespective of the residence of the payor, the place in which the contract for services was made, or the place or time of payment.

 

Applicable Statute

Statutes

Section 861(a)(3) & 862(a)(3)

· Service Performed in U.S. = U.S. source

· Service Performed outside U.S. = foreign source

 

Proposed Regs

Prop. Reg. sec. 1.861-18(f)(2)(ii) that when copyrighted articles are sold and transferred through an electronic medium, the sale is deemed to occur at the location of download or installation onto the end-user's device used to access the digital content.

 

Exceptions

The 90 day Rule (861(a)(3)(A))

0. There is a small exception for foreign persons working in the U.S. for a short time, called “the 90 day rule.” Under this exception, compensation income is foreign source to a nonresident alien (i.e., foreign person) who is in the U.S. for 90 days or less, working for a foreign person with no U.S. business, and the total compensation is $3k or less.

 

xvi. Specific Cases Mentioned in Class

0. Cloud Computing- Prop. Reg. sec. 1.861-18(f)(2)(ii)
New proposed regulations, issued in Fall 2019, would treat most of these payments as payments for services. These rules are not yet final.

In these cases, the location for the performance of the services will be the place where the customer downloads or accesses the item. 

Hence, payments by foreign persons for cloud computing will generally be foreign source income, and payments by U.S. persons for using cloud computing will be U.S. source income.

Payments for cloud computing are generally not allocated, according to the proposed regulations

 

Covenant Not to Compete and Bonus

Source is where you would have competed (but for the covenant), or where your services will be performed (in case of a signing bonus).

Ex. if you are paid to not work or compete in the U.S., then that payment is U.S. source income; likewise if you get a $5,000 signing bonus, and all your future work will be in the U.S., then the bonus is U.S. source as well.

 

Allocating compensation between US and Foreign Services

When services are performed in and out of the US.

Question is how to allocate time

Tipton: Using time allocated more time to Pakistan .

Regs in 1.861-4 state that time is the best method, but facts and circumstances to see if another method may be required.

 

Rent and Royalties

General Rule

0. Rents and royalties are generally sourced according to the jurisdiction where the property giving rise to the income is located or used under 861(a)(4).

 

xx. Applicable Statute

Section 861(a)(4) & 862(a)(4)
“Use” or “privilege of using” within U.S. = U.S. source

“Used” outside U.S. = foreign source

 

xxi. Notes:

“Use” often means determining which type of IP rights (U.S. rights or foreign rights) the payment is for. For example, payment for U.S. IP rights is generally U.S. source income (even if the rights are not used).

In other words, you look to where the legal rights are protected. 

 

· In Rev. Rule. 68-443, a foreign corporation earned a trademark royalty from a domestic corporation equal to a percentage of the domestic corporation’s sales into foreign markets. The ruling held that this royalty was foreign source because it represented a payment for the use of foreign IP rights, notwithstanding the fact that the domestic corporate payor manufactured the underlying product in the U.S.

 

· Advertising is also a hard case. Paying an advertising firm for their work should be compensation for services, while renting a billboard should be rental income to the recipient. Online advertising is a harder case still. In general, this is probably payment for a service, which will be sourced based on the location of the person paying for the service (as described above).

 

Differentiating Between Licenses and Sales

Licenses and sales are often distinguished by reference to the bundle of rights relinquished--in the case of complete relinquishment, a sale is deemed to have occurred, while a license may be the proper characterization if some rights are retained.
Per the source rules of personal property in 865, income arising from a transaction that is in substance a sale of intangible property is nonetheless sourced according to the royalty rule if the payment is contingent on the productivity, disposition, or use of the intangible asset.

Under this rule in 865, income derived from the transfer is therefore generally sourced according to the jurisdiction in which the property is used.

 

Gains from disposition of US Real Property Interests

General Rule

0. Gains from the disposition of real property, or an interest in real property, located in the US is generally sourced in the US.

 

xxvi. Applicable Statue

Section 861(a)(5) – location of the property

Sale of a “United States Real Property Interest” (USRPI) = U.S. source

Sale of any other (i.e., foreign) real property interest = foreign source

Notes

USRPI Definition? See §897(c):

An interest in real property located in U.S., OR

Any interest in a DOMESTIC corporation (897(a)(1)(A)(ii), UNLESS the corporation can establish that it was NOT a “United States Real Property Holding Corporation” (USRPHC) at any time during the shorter of the taxpayer’s ownership of the stock or the 5 years preceding the sale of such stock.

 

· Ultimately, it means that the U.S. will tax disposition of U.S. real estate by foreign persons (and stock in any domestic corporation set up to hold such real estate).

· If more than 50% of the holdings are real estate, it will generally be a USRPHC

 

· It is therefore necessary to determine whether the property involved is real or personal property.  If it is personal property, the situs rule does not apply unless:

· The property is associated personal property defined in 897.

· Associated personal property generally includes personal property structurally or operationally associated with the use of real property.

 

Personal Property Sales

Definition of Personal Property

0. Personal Property is “movable” property (i.e., anything other than “real property”), including:

· Corporate stock

· Inventory and intangible assets

 

xxxi. General Rule

0. Rule

0. The residence of the seller determines the source of the income.
· If seller is U.S. resident, then gain is US source

· If seller if foreign residence, then gain is foreign source

 

xxxii. These source rules will only apply IF consideration paid to the seller is not contingent on the productivity, use, or disposition of the asset.  Then 865(d) applies instead of 865(a)

 

1. Determining Residence of the Seller under 865

. Here, there is a special meaning of “resident” for purposes of §865.  The standard used to determine a TPs residence under 865 is different than 7701.

a. Where you are a “resident” depends upon the location of your “tax home.” 
. If you have a U.S. “tax home,” then you are a U.S. resident for this purpose (even if you are a nonresident alien). 

i. Likewise, if you have NO U.S. tax home, then you are NOT a U.S. resident under §865, even if you are a U.S. citizen! 

 

2. Your “tax home” is generally your main place of work.

 

a. A major implication of this general rule is that gain from sale of stock (even in U.S. corporations) by foreigners NOT taxed by U.S., because the income is not U.S. source (assuming the foreign person does not have a “tax home” in the U.S.).

 

i. Applicable Statute

0. General Statute

865(a) General rule. Except as otherwise provided in this section, income from the sale of personal property—

(1 )by a United States resident shall be sourced in the United States, or

(2) by a nonresident shall be sourced outside the United States.

 

ii. Exceptions to General Rule

0. Sale of Intangible Property (865(d))

. Non-contingent consideration intangible property sales

. If the sale of an intangible asset, as that term is defined in 865(d)(2), is not contingent on the productivity, use or disposition of the asset, then the rules in 865(a) apply

 

iii. Contingent consideration intangible property sales

0. If the sale of an intangible asset is contingent on the productivity, use or disposition of the asset, the source of such payments shall be determined as if the payments were royalties and thus, 861(a)(4) would apply.

 

iv. Under 861(a)(4), income is sourced to where the property is used.  So, if the property was used in the U.S., US source and vice versa.

0. Ex. Surya selling patent with rights to US production.  That would be US source.

 

v. Statute:

0. 861(a)(4): Rentals or royalties from property located in the United States or from any interest in such property, including rentals or royalties for the use of or for the privilege of using in the United States patents, copyrights, secret processes and formulas, good will, trade-marks, trade brands, franchises, and other like property.

 

vi. Goodwill is sourced in the country where it was generated.  

0. In cases involving multi-jurisdictional business, an allocation of gain among various jurisdictions may be required.  However, as goodwill in some cases is amortizable, the depreciable property rules would apply to the extent of amortization

 

vii. Sale of Corporate Stock in Affiliate

0. Section 865(f)—If a U.S. resident sells stock in a foreign affiliate, the gain will be foreign source, if the stock is sold in the same foreign country where the affiliate earned 50% or more of its income in the prior 3 years from an active business in that same country. For this purpose, an “affiliate” is basically a subsidiary—a corporation that is at least 80% owned by the seller.

 

viii. Sale of Non-Inventory Property Through US or Foreign Office

0. Section 865(e)—If foreign person sells personal property and the sale is “attributable to” a U.S. office of that foreign person, then the gain on sale of this item is US source (unless a foreign office “materially participated” in the sale and the inventory was sold for use/consumption outside the US).

 

ix. On the flip side, if a U.S. person sells personal property and the sale is “attributable to” a foreign office of that U.S. person, then the gain is foreign source, but only if 10% tax actually paid to a foreign country on such income (rare).

 

1. Sale of Purchased Inventory 
. 865(b) states that income derived from the sale of inventory property shall be sourced under the rules of 861(a)(6), 862(a)(6), and 863

. The jurisdiction where title transfers controls the source of the sale.

 

2. Under 861(a)(6) income derived from the purchase of inventory property outside the United States and sold within the United States is US source income.

3. Under 862(a)(6) inventory property purchased within the US and sold outside the US is generally foreign source income.

4. Bought and sold within US = US source

. Revenue Ruling 75-263, 1972-2 C.B. 287 states that when inventory property is both purchased and sold domestically, the situs of the sale controls

5. Bought and sold outside US = foreign source

 

6. Sale of Manufactured Inventory

. Overview

. Inventory that is manufactured by a taxpayer is now sourced to the place of manufacture. 

. Prior to 2017, this income was sourced 50% to the place of manufacture, and 50% to the place of sale (based on title passage). See §863(b).

 

7. Statute: Reg. 1.863-3(c)(1)(i): Where the taxpayer's production assets are located only within the United States or only outside the United States, the income attributable to production activity is sourced where the taxpayer's production assets are located.

 

i. This rule also applies to foreign manufacturers who make product outside the U.S. and sell it into the U.S.; however, the IRS, in early 2020, issued rules stating that they will usually treat only 50% of the income on sale of foreign manufactured goods in the U.S. as being foreign source under §863(b). The other 50% will often be U.S. source, because it is attributable to the U.S. office of the foreign corporation that participates in the sale

 

1. Sale of Computer Hardware

. The proposed regs issued under 1.861-18 (cite above) would provide a sourcing rule for the sale of a copyrighted article through a digital medium. The proposed regulations would source such sales to the location of download or installation onto the end-user's device.

 

· Source Rules – Updated for New Proposed Regulations:

· Sale of copyright itself – residence of seller (but see intangible rule in §865)

· Downloading content (sale of copyright article, under old rules) – NOW based on the location of the buyer (any sale of digital content will now be sourced to the location of the buyer)

· License of copyright – use royalty rule (place of “use”)

· Lease of copyright article – a rental (place of “use”), but not a royalty

 

Statutory Override of 865(e)(2)(A) applicable to ALL personal property, including inventory, sales by non-residents.

. If the sales income is attributable to an office or fixed place of business maintained by the seller in the US, the income is deemed to have US source.

 

4. Section 865(e)(2)(B) provides an exception to the override stated above:

. The presence of a domestic office or fixed place of business will not cause the gain to be US source when such inventory property is destined for export and a foreign office "materially participates" in the sale.

 

5. Participation is material if it involves active participation in solicitation, contract negotiations, or other significant services related to the sale, but not if participation merely involves giving final approval, displaying samples, holding and distributing the sale property, providing a place for title passage, or providing other clerical functions.

 

6. Summary: If title passes in the US, the inventory gain will be considered US source, regardless of the existence of a domestic office; but if title passes outside the United States, the inventory gain may be re-sourced to the US under 865(e)(2) (if the good is not shipped to a foreign office)

 

i. Anti-abuse provision:

0. When a sale is arranged primarily to avoid tax, this regulation provides that the sale will be treated as having been consummated at the place where the substance of the sale occurred, rather than under the title passage rule.

. When dealing with purchase-and-sale income, as discussed above, only the sale is deemed responsible for generating income.

a. In production-and-sale situations, where inventory sold was also produced, in whole or in part, by the seller, on the production, rather than the sale, is deemed responsible for generating the income.

 

ii. Scholarships and Prizes

0. General Rule

. Scholarships, fellowship grants, grants, prizes and awards by reference are sourced to the residence of the payor
. Foreign payor, foreign source; domestic payor, US source

 

· However, scholarships, fellowship grants, targeted grants, and achievement awards received by a foreign person are foreign source if the scholarship, grant, or award relates to activities conducted outside the US.

 

iv. Transactions Involving Computer Programs

Transactions involving computer software are classified within one or more of four categories:

Transfers of copyright rights

Sourced as sales of personal property if  seller transfers all substantial rights in the copyright.

All other transfers of such rights will be treated as a license of producing royalty income

 

Transfers of copyrighted articles

0. Sourced as sales of personal property if all the benefits and burdens of ownership are transferred to the buyer.

1. All other transfers of copyrighted articles will be sourced as a lease generating rental income.

 

vi. The provision of services for the development or modification of the program

0. Sourced as services income ; the issue for computer software is the initial characterization of th eincome as compensation rather than one of the four transactions described here.

 

vii. The provision of know-how with respect to programming techniques specifically furnished under conditions preventing unauthorized disclosure because the parties consider such know-how to be trade secrets.

0. Sourced in the manner applicable to sales of intangible assets under 865(d) rather than as provision of a service.

 

viii. Other Income

In the absence of a particular source rule, one should, where possible, analogize to other source rules for guidance.

Alimony: residence of the payor

International Transportation income (§863(c)) – 50/50, if trip starts or ends in U.S. (e.g., United Airlines flights to U.K.) (U.S. to U.S. = U.S. source, and foreign to foreign = foreign source).

Space & Ocean income (§863(d)) – residence of taxpayer

International Communications income – 50/50 for U.S. persons, foreign for foreigners (unless attributable to U.S. office)

 

Deductions

Deductions also have a “source,” as either U.S. or foreign. Taxpayers prefer deductions to be U.S. source, because they are trying to maximize foreign source income.

 

· In general, deductions are “allocated” to income with respect to which they have a “factual” connection. In particular, §882 allocates deductions for foreigners between their U.S.-connected business and their non-US connected business.

 

· But there is a special rule for interest expense (under §861 regulations)—it is allocated based on the U.S. taxpayer’s relative tax basis in assets:

· Foreign interest expense = total int. exp. X (foreign assets/total assets)

 

· Fixed, Determinable, Annual, or Periodical Income

· Overview

· A non-resident alien individual is subject to US tax only on specifically defined categories of income under Section 871.  

· The major category is found in 871(a)(1) which includes items generally associated with passive investment assets, including interest, dividends, and rents, but also other forms of income such as wages, premiums, annuities, and "other FDAP gains, profits, and income"

 

· A second category found in 871(a)(2) consists of domestic source income from the sale or exchange of capital assets, but only if the non-resident individual is present in the US for at least 183 days during the taxable year.

· See below as this only applies to a subset of people since 183 days would trigger resident alien status and thus, tax at graduated rates.

 

· FDAP, capital gains, and social security benefits are taxed under 871(a) on a gross basis at a flat 30 percent tax rate, without setoff for deductions or credits.

· This tax is referred to as a withholding tax because in most cases it is enforced via 1441 and 1442 by imposing an obligation to withhold on the payor of the income item rather than collecting the tax directly from the recipient.

· Generally FDAP is passive income that can be measure by a person paying it.

· Passive means income that is not from business activities.

· With respect to "periodical", single, lump sum payments can still be FDAP

 

· Foreign corporations are subject to tax on specified domestic source investment income items described in section 881 which generally parallel the investment-related items in 871(a)(1) for individuals.

· Domestic source investment income items are taxed on a gross basis at a 30% rate without setoff for deductions or credits, and the tax is enforced by withholding at the source.

 

· To be subject to the gross tax imposed under 871(a) or 881(a), income must be derived from United States sources and not effectively connected to a US trade or business.  

· Thus, the income must be passive investment income generally.

 

Applicable Statutes

· 871(a)(1)(A),(D): Income other than capital gains. Except as provided in subsection (h), there is hereby imposed for each taxable year a tax of 30 percent of the amount received from sources within the United States by a nonresident alien individual as:

(A) interest (other than original issue discount as defined in section 1273), dividends, rents, salaries, wages, premiums, annuities, compensations, remunerations, emoluments, and other fixed or determinable annual or periodical gains, profits, and income.

 

(D) gains from the sale or exchange after October 4, 1966, of patents, copyrights, secret processes and formulas, good will, trademarks, trade brands, franchises, and other like property, or of any interest in any such property, to the extent such gains are from payments which are contingent on the productivity, use, or disposition of the property or interest sold or exchanged

 

but only to the extent the amount so received is not effectively connected with the conduct of a trade or business within the United States.

 

· When is income from intangible property FDAP?

· There are special rules for intellectual property. Generally, gains from selling property are not FDAP. But for intellectual property, gains from selling intellectual property are FDAP, but only to extent gains are from payment contingent on use of the intellectual property.
 

· Intangible assets

· Section 871(a)(1)(D) also includes gains from the sale or exchange of intangible assets or of any interest therein, to the extent such gains are contingent on the productivity, use, or disposition of the property, 

But gains from the sale or exchange of all other property are excluded from the scope of 871(a)(1)(D)

 

Patents

Section 1235 has a special rule that impacts taxation of gains derived from the sale or exchange of patents and patent rights
Under 1235, any transfer of a patent or patent right is considered to be the sale or exchange of a capital asset even if the payments in consideration for the transfer are contingent on the productivity, use, or disposition of the transferred property.
As a result, gain derived from transfers of patents and patent rights governed by 1235 would generally be addressed under 871(a)(2), which addresses capital gain income.

However, 865(d)(1)(B) overrides the rule above, stating that such gains are treated as royalty payments for sourcing purposes.  
As a result, in the case of patents, 865(d)(1)(A) causes non-contingent gain to be sourced as a sale of personal property under 865 (residence of the seller--tax home) and potentially subject to tax under 871(a)(2) (FDAP--capital gain treatment).
In contrast, contingent sale gain is sourced under 865(d)(1)(B) and 861(a)(4) and potentially subject to tax under 871(a)(1)(D) (WHT)
 

Exceptions

Bank Deposit Interest Exemption

Relevant Statute:

· 871(i)(1)-(2)

(1) No tax shall be imposed under paragraph (1)(A) or (1)(C) of subsection (a) on any amount described in paragraph (2).

(2) Amounts to which paragraph (1) applies.  The amounts described in this paragraph are as follows:

(A) Interest on deposits, if such interest is not effectively connected with the conduct of a trade or business within the United States.

 

· Notes:

· This statute covers U.S. source income from interest on deposits earned from U.S. banking branches or foreign branches of U.S. banks

 

· Portfolio Interest Exemption

· Requirements - 871(h)(2)

(2) For purposes of this subsection, the term “portfolio interest” means any interest (including original issue discount) which

(A) would be subject to tax under subsection (a) but for this subsection, and

(B) is paid on an obligation--

(i) which is in registered form, and

(ii) with respect to which--

(I) the United States person who would otherwise be required to deduct and withhold tax from such interest under section 1441(a) receives a statement (which meets the requirements of paragraph (5)) that the beneficial owner of the obligation is not a United States person, or

(II) the Secretary has determined that such a statement is not required in order to carry out the purposes of this subsection.

 

· Requirements Dumbed Down

The definition of portfolio interest is interest paid on an “obligation” 

in registered form, 

with foreign owners or in “bearer” form, with U.S. ownership not being permitted. 

Also, it must be a non-business loan made by foreigners. 

Any form of debt would qualify such as a bond, a loan, etc.

 

Exceptions to the Exemption

Interest Paid to 10% shareholder of Debtor

· A 10% shareholder of the debtor does not qualify for the portfolio interest exemption– this would be interest paid by U.S. debtor to its owner, and thus is not exempt from FDAP.

· Relevant Statute: 871(h)(3)

· The term “portfolio interest” shall not include any interest described in paragraph (2) which is received by a 10-percent shareholder.

 

· Interest Paid to Foreign Banks

· Any interest paid to a foreign bank on a loan made in the bank’s business is not exempt from FDAP because it would be ECI under both the assets test and the business activities test in 864.

 

· Relevant Statute: 864(c)(2): In determining whether income from sources within the United States of the types described in section 871(a)(1), section 871(h), section 881(a), or section 881(c), or whether gain or loss from sources within the United States from the sale or exchange of capital assets, is effectively connected with the conduct of a trade or business within the United States, the factors taken into account shall include whether—

(A)the income, gain, or loss is derived from assets used in or held for use in the conduct of such trade or business, or

(B)the activities of such trade or business were a material factor in the realization of the income, gain, or loss.

 

a. Contingent Interest

. Any interest contingent on the income, cash flow, property value, or dividends of the payor is not exempt from FDAP. The rationale for this is that it seems like a dividend.

 

b. Relevant Statute: 871(h)(4)

(4) Portfolio interest not to include certain contingent interest. For purposes of this subsection—

(A) In general. Except as otherwise provided in this paragraph, the term “portfolio interest” shall not include—

(i) any interest if the amount of such interest is determined by reference to—

(I) any receipts, sales or other cash flow of the debtor or a related person,

(II) any income or profits of the debtor or a related person,

(III) any change in value of any property of the debtor or a related person, or

(IV) any dividend, partnership distributions, or similar payments made by the debtor or a related person, or

(ii) any other type of contingent interest that is identified by the Secretary by regulation, where a denial of the portfolio interest exemption is necessary or appropriate to prevent avoidance of Federal income tax.

 

 

c. Examples
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· Emir would not have FDAP b/c of portfolio interest exemption

· Abu Dhabi Inv. Authority would have FDAP because it’s a greater than 10% owner

· Deutsche Bank would have FDAP because it is in its course of business

· CNIA would not have FDAP as the bonds have contingent interest

 

· FDAP Exception for Dividends (Grandfathered 80/20 Company)

0. Dividends from US sources are typically subject to taxation as FDAP under 871(a), with exceptions provided in 871(i) and 881(d).  

1. Dividends from a U.S. corporation are U.S. source. But U.S.-source dividends from a grandfathered “80/20” company are NOT FDAP, in the same proportion as the paying corporation’s foreign income bears to its total income. 

. So if foreign business has 90% US income, 10% is FDAP

a. Recall that an “80/20” company is one that has earned 80% or more of its income from an “active foreign business” for the 3 years preceding the dividend.

 

· Real Property Exceptions

0. While real property might typically be considered a passive investment, two special statutes permit or require certain income derived from real property by foreign persons to be treated as ECI rather than investment income.

. US Real Property as ECI Election

· First, 871(d) for individuals and 881(d) for corporations permit foreign persons to elect to treat income derived from US real property as ECI.

· This allows deductions to net down the income.

 

· Gains and Losses from Sales and Dispositions of USRPHI as ECI

0. 897(a) treats gains and losses derived from sales and other dispositions of US real property interests as ECI.

 

· Capital Gains of Aliens in US 183 days or More

The general rule is that non-resident alien individuals are subject to tax of 30% on net capital gains derived from domestic sources if such individuals are present in the US for 183 days or more during the taxable year.

In practice, the 183-presence requirement will generally result in a determination that the taxpayer is a US resident under 7701(b).  

Accordingly, such individuals will generally be taxed under section 1, including the preferential capital gains rates provided in section 1(h)(1), and not under 871.

Section 871(a)(2) is typically imposed only on non-resident alien individuals whose presence is excluded for purposes of determining residency under 7701(b)(5), but whose presence is counted for purposes of 871(a)(2), such as foreign government officials, teachers, students, and certain professional athletes.
Income from the sale of personal property other than inventory property is generally sourced according to the residence of the seller as defined by 865.

865(g) determines residence for these purposes not on the basis of presence and other tests in 7701, but on the location of the taxpayer's tax home.

As a result, the 183 day standard of 871(a)(2) only applies to non-resident alien individuals after it has been determined that the seller has a US tax home such that the sale of the property would give rise to US source income in the first place.

In other words, if the seller has no US tax home, the gain will not be US source under 865 and therefore 871(a)(2) won't apply.

 

Withholding Procedure

The 30 percent tax imposed under 871(a) and 881(a) is generally enforced by means of withholding at the source of payment.

 

· Under 1441 and 1442, any foreign or domestic person having "control, receipt, custody, disposal, or payment" of any item of US source income described in 871 and 881 is responsible for withholding the 30 percent tax from such payment and for remitting that tax to the Service.

· Persons required to withhold such tax are themselves liable for the tax.

· This requirement also applies to foreign persons.

 

· US payors of income must determine the residency status of persons to whom they will make payments.

· It is only required for payments to “foreign” persons, so if you have control of FDAP income (i.e., are the payor), you’ve got to determine if you are paying it to a U.S. or foreign person.

· Basically, you have to ask the payee for a tax form. If they give you form W-9, you can assume they are a U.S. person, and you don’t have to withhold. There are other forms (Forms W-8) that may prevent you having to withhold on certain payments to foreigners. 

· How can TP avoid withholding?

· Get a Form W-9, stating that recipients are U.S. persons (not possible here).

· Get a Form W-8 (more on this later).

· Determine that the income is not U.S. source (not possible here).

· Determine that the income is indeed “portfolio interest” and thus exempt from FDAP.

 

· Under 1461, the withholding agent is personally liable for any amount required to be withheld under 1441 or 1442.

· this liability is primary, not secondary (see §1461—i.e., IRS can come straight for payor, it doesn’t have to try the foreigners first).

· And if it does do withholding, then the tax liability of the foreign recipients is satisfied; i.e., they do not then have to file U.S. income tax returns.

 

Effectively Connected Income 

Overview

. General Notes

· Income that is effectively connected with the conduct of a trade or business in the US is potentially taxed on a net income basis rather than at graduated rates.

 

· There is a two-part (at least) determination to conclude whether income is effectively connected to a US trade or business

0. Does the foreign person have a “U.S. trade or business”

1. And if so, does the foreign person earn income that is “effectively connected” to that U.S. trade or business?

 

· This test can be modified by a tax treaty and income will only be taxable if associated with a PERMANENT ESTABLISHMENT

0. If the foreign person qualifies for tax treaty benefits, then the foreign person must first determine if it has ECI, but then, the foreign person can only be taxed by the U.S. on this ECI if the income is attributable to a U.S. “permanent establishment” of that foreign person.

 

· When is a foreign person engaged in a US Trade or Business?

0. Overview

. Whether a foreign person is engaged in a trade or business within the United States is generally a question of fact for which there are no hard and fast rules.

 

· To determine whether a US trade or business exists, precedent generally focuses on two factors.  

0. Activities pursued by the foreign person in the US

1. Physical presence in the US

 

· The degree and significance of the foreigners US activities are often the focus of the determination regarding US trade or business status.

0. A US trade or business is generally characterized by progressive, continuous, or sustained activity that occurs during some substantial portion of the taxable year.

1. However, the Service has held that one significant activity (such as racing a horse) can constitute a US trade or business.

 

· Factors that indicate a US Trade or Business Exists

0. If a foreign person's domestic activities are directly related or pivotal to the active pursuit of profit, a trade or business probably exists.

1. In order for a domestic trade or business to exist, its core activities must be conducted in the United States.

2. The use by a foreign person of an office, factory, warehouse, or other fixed place of business in the US can also be an important factor in the determination of US trade or business statute.

3. The combination of both physical presence and activities by the TP or her agent substantially increases the chance that a foreigner will be considered engaged in a US trade or business.

 

· Activities Conducted by a Partnership or DRE

0. If the entity is a partnership, then in general the entity is a pass-though, but whether the entity has a “U.S. trade or business“ (further defined below) is determined at the partnership level. See §875. If instead the entity is treated as “disregarded” then the foreign owner of the entity is treated as engaging directly in a U.S. business, in the manner described below (the entity is effectively a U.S. “branch” of the foreign person).

 

· Activities that Constitute a US Trade or Business

0. Services in U.S.: According to §864(b), conducting services in the U.S. is automatically a U.S. T or B (with a small exception for persons present fewer than 90 days and earning less than $3k). 

This is the case whether the person performs services as an employee or independent contractor.

This means that a “dependent” agent, like an employee, can create a U.S. T or B for their foreign employer by performing services for the employer while in the U.S.

 

Inventory Sales into U.S.: Selling inventory within the U.S., habitually, is generally a business, if the products are made or bought in U.S.

It is generally presumed that a US trade or business exists if the foreign person or agent maintains stock of inventory in the US and she pursues sales or engages in significant marketing activities in the US.

 

Manufacturing in the U.S.: This is a U.S. T or B

 

1. Money Lending: Lending money, repetitively, to U.S. persons is a U.S. T or B.

 

i. Activities that DO NOT Constitute a US Trade or Business

0. Promoting business in U.S.: Merely promoting the business in the U.S., or having U.S. customers, is not enough, or running ads in the U.S., generally is not enough;

 

ii. Buying inventory in U.S. to sell elsewhere: Merely buying inventory in U.S. to sell elsewhere does not qualify as a U.S. T or B.

0. A foreign person should not be viewed as engaged in a US trade or business simply because it purchases products in the US for sale outside the US.

. However, a high volume of purchases and a sophisticated service component together with certain sales activity may lead to a finding of a trade or business, as occurred in the Balanovski case

 

iii. If a foreign persons presence in the US is limited to maintaining an office for merely ministerial or collection functions, it is probably not a US trade or business.

 

iv. Real Property Activities in US by Foreign Persons

0. Merely owning US real property does not automatically mean that a person is engaged in a domestic trade or business.

. Must be some sort of active, continuous, regular managing for it to be U.S. T or B.

i. The fewer activities of the foreigner and her agents with respect to the development, rental, or maintenance of the properties, the less likely it will be that a US trade or business will be found to exist.

 

v. Under 871(d) for individuals and 881(d) for corporations, foreign persons may make a net income election to treat income earned from US real property as ECI.

0. Where rental income is treated as ECI, deductions are allowed for related expenses and the graduated rates apply; otherwise, no deductions are allowed and the flat 30% FDAP rate applies.

1. The net income election treats certain income as ECI, but it does not cause a person to be otherwise engaged in a trade or business.

 

vi. Under 897(a), foreign persons can treat gains and losses derived from sales and other dispositions of US real property interests as if that gain or loss were ECI.

0. In the absence of 897(a), foreign persons might escape US tax on their gains from the sale of US real property because the gains would be considered capital gains, not FDAP, and the foreign seller would avoid FDAP taxes under 871 and 881.

 

vii. Attribution Rules

0. Attribution of Agent's Activities to US Trade or Business

. Dependent Agents

0. An employee is a typical dependent agent.

. An individual or entity can be a dependent agent of a foreign person without necessarily being an employee.

i. Dependent agency can also be established where the agent acts exclusively for the principal

ii. Activities performed by dependent agents are almost universally attributed to their principal.

i. These activities are then combined with any activities performed by the foreign principal directly for purposes of determining if the foreign principal is engaged in a US trade or business.

 

viii. Independent Agents

0. Generally, actions of an “independent” agent in U.S. will not create a U.S. T or B for the principal.

1. An independent agent generally has looser contractual and economic ties to the principal.

. The actions of independent agents may still be attributed to their principal, but the attribution is less likely to occur, and the circumstances under which attribution occurs is not clear cut. 

i. Balanovski also illustrates how the distinction between dependent and independent agents is less relevant here than it was when applying US tax treaties.
 

ix. Attribution of Entity Owners

Where the entity is a corporation, its activities will not be attributed to its owners merely because the owners control the corporation.

Rather, since the corporation is a separate taxpayer, the corporation will be taxed on its activities directly.

This is true whether the corporation is organized domestically or under foreign law, and whether the foreigner owns some, or all, of the corporation's stock.

 

· Where the entity is a partnership, Section 875(1) states that any foreigner who is a partner in the partnership shall be considered engaged in a US trade or business if the partnership is so engaged.

· This is true whether the partnership is organized domestically or under foreign law, and whether the foreigner owns some, or all, of the partnership's equity, and whether the foreigner is a general or limited partner.

· Owners of LLCs classified as partnerships for US tax purposes are also subject to the provisions in 875(1).

 

· A domestic subsidiary's contractual relationship with the foreign parent may sometimes cause the domestic subsidiary to be classified as the foreign parent's dependent agent.

· In that case, any domestic subsidiary actions taken on behalf of the foreign parent will be attributed to the foreign parent, which may then cause the foreign parent to itself be considered engaged in a US trade or business.

 

When is Income Effectively Connected to US Trade or Business (Gross ECI Calculation)

Overview

. Section 864© contains rules setting forth three principal categories of income that will be considered ECI:

0. US source capital gain or loss from US sources and FDAP income

1. All other US source income

2. Certain foreign source income

 

xiii. The tax on ECI is a tax on NET income. Thus, you determine the gross income that is ECI, and also the allocable deductions (under §882, for corporations), to get to a net ECI figure. And then it is taxed at “graduated” rates (0-37% for foreign individuals, generally 21% for foreign corporations, after 2017).

 

xiv. FDAP Income - 864(c)(2)

0. This section determines when FDAP-type income (i.e., interest, dividends, rents & royalties, PLUS capital gains, and income from services) is ECI. 

. Keep in mind that, in general, FDAP-type income is treated under the FDAP provision (i.e., FDAP comes first). 

i. FDAP-type income is only ECI if the foreign person has a U.S. trade or business, AND the income satisfies either the “use” test or the “activities” test.  These tests are stated in the statute and 1.864-4

 

xv. Under the “use” test, the income is ECI if the income comes from assets used in the U.S. trade or business. 

0. Examples of this would include interest income from the “working capital” of the business, or rents earned if the business is renting equipment. 

1. If income from assets used in day to day operations, ECI

 

xvi. Under the “activities” test, the income is ECI if the activities of the U.S. T or B were a material factor in realization of the income. 

0. Examples of this would include services income from performing services in the U.S., royalties derived in active business of licensing IP in the U.S., or gains on sale of assets by a foreign broker with a U.S. T or B.

1. Foreign bank's lending activity to US borrowers would qualify as ECI under this test.

 

xvii. However, keep in mind that income must first be U.S. source in order to fall under the rules of §864(c)(2). If the income is instead foreign source, then it is governed by §864(c)(4).

 

1. Relevant Statute

864 (c) Effectively connected income, etc.

(1) General rule. 
For purposes of this title—

(A) In the case of a nonresident alien individual or a foreign corporation engaged in trade or business within the United States during the taxable year, the rules set forth in paragraphs (2), (3), (4), (6), (7), and (8) shall apply in determining the income, gain, or loss which shall be treated as effectively connected with the conduct of a trade or business within the United States.

 

(2) Periodical, etc., income from sources within United States—factors
In determining whether income from sources within the United States of the types described in section 871(a)(1), section 871(h), section 881(a), or section 881(c), or whether gain or loss from sources within the United States from the sale or exchange of capital assets, is effectively connected with the conduct of a trade or business within the United States, the factors taken into account shall include whether—

(A) the income, gain, or loss is derived from assets used in or held for use in the conduct of such trade or business, or

 

(B) the activities of such trade or business were a material factor in the realization of the income, gain, or loss. In determining whether an asset is used in or held for use in the conduct of such trade or business or whether the activities of such trade or business were a material factor in realizing an item of income, gain, or loss, due regard shall be given to whether or not such asset or such income, gain, or loss was accounted for through such trade or business.

 

i. US Source Non-FDAP Income - FORCE OF ATTRACTION DOCTRINE
0. Overview

0. Under this so-called “limited force of attraction” rule, if a foreign person has a US trade or business:

. 864(c)(3) treats ALL non-FDAP U.S. source income is AUTOMATICALLY ECI. 

 

ii. This means that any U.S. source income that is not FDAP or capital gain, even if not factually connected to the foreign taxpayer's U.S. business, is treated as ECI. 

0. Therefore, any sale of inventory where title passes in the U.S. would create ECI for a foreign person with a U.S. T or B. The same is the case for any other type of U.S. source non-FDAP income.

 

iii. Foreign OFFB Material Participation Exception: If foreign person's US OFFB in US sells inventory with title passing outside the US AND a foreign OFFB materially participated in the sale, the income will be foreign source income and not be ECI under 864(c)(4).  Factors:

0. A non-resident with a domestic OFFB sells inventory for use, disposition, or consumption outside the US;

1. Title to inventory passes outside US; and 

2. Foreign OFFB of the non-resident materially participated in the sale; then

3. The income so generated will be considered foreign source income and thus, not ECI

 

iv. Relevant Statute

864 (c) Effectively connected income, etc.

(1) General rule. 
For purposes of this title—

(A) In the case of a nonresident alien individual or a foreign corporation engaged in trade or business within the United States during the taxable year, the rules set forth in paragraphs (2), (3), (4), (6), (7), and (8) shall apply in determining the income, gain, or loss which shall be treated as effectively connected with the conduct of a trade or business within the United States.

(3) Other income from sources within United States
All income, gain, or loss from sources within the United States (other than income, gain, or loss to which paragraph (2) applies) shall be treated as effectively connected with the conduct of a trade or business within the United States.

 

v. Foreign Source Income
0. Overview

0. This rule was setup so foreigners don't setup a US branch to ship inventory with title passing overseas.  In that case, income would be foreign source in US and parent co's home country.

 

vi. The following types of FOREIGN source income are ONLY ECI if they are attributable to a U.S. office of the taxpayer:
0. Rents/royalties from an active business;

1. Dividends/interest/gains from U.S. banking business or active security investment company, OR

2. Inventory sales attributable to the U.S. office of the foreign taxpayer, UNLESS the property is sold for use outside U.S. and a foreign office of taxpayer materially participates in the sale.

0. Inventory income that is ECI under this last test cannot exceed income that would have been ECI if the title to inventory had passed in the U.S. 

1. The key element here is to determine what does it mean to say that income is “attributable” to a U.S. office of the foreign taxpayer? 

. See §864(c)(5). If the foreign source income is not attributable to a U.S. office, then it cannot be ECI. 

i. Under this rule, in order to be attributable to an office, the office must be a “material factor” in producing the income, and it must do so “regularly”. 

ii. And the office of an agent is treated as the office of the principal ONLY if agent is dependent, and has contract authority to bind the principal, or a stock of goods to fill orders.

vii. Relevant Statute

(1) General rule. 
For purposes of this title—

(A) In the case of a nonresident alien individual or a foreign corporation engaged in trade or business within the United States during the taxable year, the rules set forth in paragraphs (2), (3), (4), (6), (7), and (8) shall apply in determining the income, gain, or loss which shall be treated as effectively connected with the conduct of a trade or business within the United States.

 

(4) Income from sources without United States
(A)Except as provided in subparagraphs (B) and (C), no income, gain, or loss from sources without the United States shall be treated as effectively connected with the conduct of a trade or business within the United States.

 

(B) Income, gain, or loss from sources without the United States shall be treated as effectively connected with the conduct of a trade or business within the United States by a nonresident alien individual or a foreign corporation if such person has an office or other fixed place of business within the United States to which such income, gain, or loss is attributable and such income, gain, or loss—

(i) consists of rents or royalties for the use of or for the privilege of using intangible property described in section 862(a)(4) derived in the active conduct of such trade or business;

 

(ii) consists of dividends, interest, or amounts received for the provision of guarantees of indebtedness, and either is derived in the active conduct of a banking, financing, or similar business within the United States or is received by a corporation the principal business of which is trading in stocks or securities for its own account; or

 

(iii) is derived from the sale or exchange (outside the United States) through such office or other fixed place of business of personal property described in section 1221(a)(1), except that this clause shall not apply if the property is sold or exchanged for use, consumption, or disposition outside the United States and an office or other fixed place of business of the taxpayer in a foreign country participated materially in such sale. Any income or gain which is equivalent to any item of income or gain described in clause (i), (ii), or (iii) shall be treated in the same manner as such item for purposes of this subparagraph.

 

viii. Deferred Payments and Installment Sales

0. 864(c)(6) & (7): This section of code contains special rules for deferred payments and later sale of assets that were used in the U.S. T or B. Both of these are ECI. These are basically timing rules—if the income in question would have been ECI if earned in an earlier year, but is earned later (because the payment is deferred, or the assets used in a prior U.S. T or B are sold), then such income is still ECI.

 

ix. Determining Expenses Allocable to ECI (Net ECI Calculation)

0. General Rules

Foreign persons may only deduct expenses to the extent they are related to the ECI

If a foreign person is engaged in a domestic trade or business and is also engaged in some other activity, the person must allocate expenses between income derived from its US trade or business and income earned from the other activities.

In general, with respect to inbound transactions, the Regulations create a two tiered method for dealing with deductions: first allocation and then if necessary, apportionment

 

Allocation

The allocation process requires taxpayers to allocate deductions to a class of gross income.

Classes of gross income are not predetermined and may consist of one or more items of gross income classes enumerated in section 61 and the regulations.

Some examples include, service income, gross income derived from business, gains from dealings in property, and various types of passive and flow-through income

Taxpayers then match deductions to the class of gross income to which those deductions most factually relate.

As a general rule, a deduction is allocated to the gross income class to which that deduction is definitely related.

A deduction is definitely related to a class of gross income if it is incurred as a result of, or incident to, an activity or in connection with property from which such class of gross income is derived.

Two types of expenses are not subject to the allocation process:

A deduction may not bear a definite relationship to any particular class of gross income.  In such case, the deduction is treated as definitely related and allocable to all of the TPs gross income.

Ex. G&A salaries

Such unmatched expenses, by definition, bypass the allocation process but are ratably apportioned using the apportionment process.

Interest expense is not subject to the allocation rules.

 

Apportionment

The process of apportioning deductions occurs within a class of gross income and matches deductions with the foreign or US source income to which they are related

For these purposes, once a deduction has been allocated to a class of gross income, the source of the gross income comprising that class must be determined.

Taxpayers analyzing deductions which bear no direct relationship to any gross income are also fortunate from a computational vantage point.

These expenses bypass the initial allocation process and are merely apportioned on a ratable basis between groupings.

If the class of gross income to which a deduction has been allocated consists of both US and foreign source income, the deduction must be apportioned between those groupings of income.

The apportionment process must be accomplished in a fact-based manner which reflects to a reasonably close extent the factual relationship between the deduction and the gross income grouping.

Examples of bases and factors to make determination may be comparison of sales, gross receipts, etc.

 

Interest Expense

The regulations adopt the view that interest expense is fungible, reasoning that borrowing money for one activity allows more money to be devoted to others.  This means that borrowing for one activity actually services to facilitate multiple activities.

Accordingly, deductible interest expense should normally be allocated among all activities.

As it applies to foreign corporations with a US trade or business, these regulations implement this fungibility approach, generally, by requiring that interest expense be allocated based on the relative asset values of assets generating ECI and other, non ECI generating assets.

There is a three step approach to allocating interest.

First, the total value of US assets for the taxable year must be determined.  This is done by starting with adjusted basis of the assets and making certain adjustments, if necessary.

Then a determination is made of the total amount of US connected liabilities for the year.

The amount of interest expense allocable to ECI is determined by 

making adjustments to interest expense paid or accrued on US booked liabilities based on a comparison of 

the US booked liabilities with the amount of US connected liabilities determined in the second step

Ex: US assets of $3K, Foreign assets of $5K. US liabilities of $1K, Foreign liabilities of $3K.

Calculate US connected liabilities by computing (US assets * (total liabilities / total assets)) = (3000 * (4000/8000)) = 1500 1.5K

Because US connected liabilities exceed US liabilities, interest expense allocated to ECI will be 

Interest paid and accrued on US liabilities. 80

Interest on excess of US connected liabilities over US booked liabilities. (1500-1000)*.10 = 50 

Total interest allocated to ECI would be 130.

 

Branch Profits Taxes

Overview

The branch profits tax (BPT) applies to foreign corporations only (not individuals), and only to those foreign corporations that earn ECI.

These rules are designed to conform the US tax treatment of foreign corporations doing business through a US branch to tax treatment of foreign corporations operating in the US through a US subsidiary.

The branch profits taxes impose on foreign corporations doing business in the US in an unincorporated form an additional tax of 30% that is designed to replicate the additional tax that would be imposed on earnings repatriated by a US subsidiary via dividends or interest payments to a foreign corporate parent.

 

Differences Between Operating a US Trade or Business and a Branch

US Subsidiary - In practice, many foreign corporations choose to operate in the U.S. via a U.S. subsidiary. Choosing to operate in the form of a U.S. subsidiary generally has the following consequences:

0. Avoidance of these ECI rules, which can be uncertain (as we will see);

1. Allocation of income between the foreign parent and the U.S. subsidiary using transfer pricing principles, which you will learn next week;

2. The potential of withholding tax on payments (such as dividends);

3. Potential application of the BEAT tax, which we will discuss below.

4. Avoidance of the “branch profits tax,” also discussed below.

 

xv. US Branch - Conversely, a foreign person operating directly in the U.S. generally faces the following:

0. Application of the ECI rules (potentially mitigated the “permanent establishment” rules of an applicable tax treaty) to determine income that is taxable in the U.S. (as opposed to transfer pricing rules)

1. Application of the branch profits tax, or branch interest tax, potentially

2. No BEAT tax

3. No dividend or other withholding tax

 

xvi. Three Branch Profits Taxes (SECTION 884)

0. Branch Profits Tax on Dividend Equivalent Amount

0. Overview 

. The basic purpose of this tax is to impose a 30% tax on the annual ECI of a foreign corporation which are not reinvested in the assets of a domestic trade or business and which are thus considered extracted from the US in some fashion.

 

xvii. Under 884(b), the dividend equivalent amount, the measurement base of the tax, is equal to the foreign corporations current effectively connected E&P adjusted for increases or decreases in US net equity as defined in 884c.

0. A foreign corporation's US net equity is determined by reducing, but not below zero, the amount of money and the adjusted basis of its effectively connected US assets by its effectively connected US liabilities.

 

xviii. The branch profits tax is avoided if these earnings remain in the US since there has been no removal of earnings without tax.  Thus, if a foreign corporation's US net equity increases during its taxable year, the corporation's effectively connected E&P--and thus its taxable bas on which the branch profits tax is levied--is reduced (but not below zero) by the amount of this reinvestment in the US.

 

1. Conversely, if the foreign corporation's US net equity decreases during the taxable year, its EC E&P are increased by the amount of the reduction.  Any such increase in the dividend equivalent amount, however, cannot exceed the foreign corporations accumulated EC E&P

 

2. How to Calculate Dividend Equivalent Amount

· It is the foreign corporation’s “effectively connected earnings & profits” (ECEP)

 

· REDUCED by excess of the foreign corporation’s “U.S. Net equity” at the end of the tax year over the U.S. net equity at the beginning of such year, OR

· INCREASED by the excess of U.S. net equity at the beginning of the year over the U.S. net equity at the end of the year (i.e., decrease in equity)

 

· For BPT purposes, “U.S. net equity” is the amount by which the adjusted basis of U.S. assets used in generating ECI exceeds liabilities that support the U.S. trade or business.

 

· If your U.S. assets went DOWN during the year, then it assumes you sent the money home (and thus the DEA and BPT go up).

 

· If your U.S. assets went UP during year, it assumes you invested your profits in the U.S. business (and thus DEA and BPT go DOWN).

 

Calculation
Foreign Corporation's Effectively Connected E&P

-- (Foreign Corporation US Net Equity at end of year -- Foreign Corporation US Net equity at beginning of year)
= Dividend Equivalent Amount

 

Examples: 
Earnings of 100, Beginning Equity 100

FC EC E&P: 100

-- (200-100)*
= 0

 

*Here we assume full reinvestment.  Thus, equity is 100 at 12/31 v. 0 at 1/1.

 

Earnings of 100, Distribute 100, beginning equity 200

FC EC E&P 100

-- (100 - 200)
= 200*


* Here, you had 200 in beginning equity, earned 100 in income, and distributed 200 resulting in dividend equivalent amount of $200.

 

· How to Calculate Effectively Connected E&P

0. Per 884(d)(1), EC E&P represents the foreign corporation's E&P attributable to its ECI.

1. The general rules in 312 apply for calculating E&P for this purpose.

2. In general, all corporate expenditures are allowable as deductions from E&P, no matter whether they are deductible for income tax purposes, while items of income that would otherwise be exempt from tax are included.

3. The regular corporate income tax is deducted in computing EC E&P, but the branch taxes are not deducted.

4. 884(d)(1) makes clear that EC E&P are not reduced by distributions made by the foreign corporation during the year.

 

· The Branch Interest Tax

884(f) imposes two branch profits taxes on interest expense of foreign corporations engaged in a US trade or business.  The first, commonly called the "branch interest tax" is not technically a tax, but rather is a resourcing rule.

 

This tax effectively treats any interest paid by a foreign corporation engaged in a US trade or business (i.e. branch interest) if it were paid by a US corporation.  

The now domestic source interest payments are then subject to the rules regarding interest payments with interest paid to foreign persons generally taxed as FDAP at 30%.
 

This tax creates parity between the treatment of interest paid by a US corporation and the domestic branch of a foreign corporation by imposing on the branch the tax generally applicable to US corporations.

 

The amount of branch interest subject to tax under 884(f)(1)(A) is generally capped at the amount of interest apportioned to ECI under the regs in 1.882-5.

 

No branch interest arises from liabilities incurred in the ordinary course of business of the foreign corporation's foreign business operations.  Similarly, no branch interest generally arises from liabilities secured by non-US assets or from inter-branch liabilities.

 

The Branch Excess Interest Tax

This tax generally imposes on a foreign corporation a 30% tax on the amount by which the interest deduction allowed to a foreign corporation under 882 exceeds the amount of interest paid by that foreign corporation's US trade or business.

Such excess is treated as if it were interest paid to that foreign corporation by a wholly owned US sub.

 

· The branch interest tax implements this approach with respect to actual interest payments made by a domestic branch; the branch excess interest tax does the same with respect to interest  deductions in excess of interest payments, with the excess interest being deemed made by the branch to the foreign corporation operating the domestic branch.

 

· Unlike the branch interest tax, the excess interest tax does not operate by recharacterizing interest as domestic source income subject to potential tax to the recipient under 871 and 881.  Rather the foreign corporation accounts for and itself pays the tax along with its US tax return.

 

US Taxation of US Real Property Interests
0. Overview

· Under FIRPTA, gain or loss from the disposition of a US real property interest by a foreign investor is treated as if the gain or loss were US source and EC with a US trade or business. 
· The amount of gain or loss realized on such a disposition is determined under 1001 and is recognized for tax purposes unless one of the 897 non-recognition exceptions allies to shield it from taxation.

· The characterization of the gain controls even if the foreign person's domestic activities do not otherwise constitute an actual trade or business and even if the gain is not otherwise deemed to be EC to a domestic trade or business under the principles in 864©.

· Moreover, a non-resident need not satisfy a physical presence test or have a US tax home to be subject to the tax.

 

· Real property transactions accounted for under installment sales method.

If gain is reported under the installment method, notes are classified as US real property interests in order to ensure both that subsequent collections on the notes fall subject to 897 and that the disposition of the installment notes which cashes out the investment is also subject to 897

 

With respect to US real property interests held in partnerships, trusts, and estates, 897(g) uses a look-through rule under which the disposition of an interest in a pass-through entity, 

to the extent that the consideration received by the taxpayer is attributable to US real property interests held by the entity, 

is considered to be received directly by the TP and thus is subject to the rules applicable to direct investment.

 

Statutes - Section 897
(1) Treatment as effectively connected with United States trade or business.
For purposes of this title, gain or loss of a nonresident alien individual or a foreign corporation from the disposition of a United States real property interest shall be taken into account—

(A)in the case of a nonresident alien individual, under section 871(b)(1), or

(B)in the case of a foreign corporation, under section 882(a)(1), as if the taxpayer were engaged in a trade or business within the United States during the taxable year and as if such gain or loss were effectively connected with such trade or business.

 

a. Defining a USRPI
· Under 897©(1), this term generally includes any interest in real property (including an interest in a mine, well, or other natural deposit) located in the US or the Virgin Islands.

 

· A USRPI is any interest in U.S. real estate, plus also any interest in a U.S. corporation, unless it can prove it was NOT a USRPHC during the shorter of the foreign person’s ownership of the stock, or the preceding 5 years.

 

· EXCEPTIONS
· There is an exception for publicly traded U.S. corporate stock, if it is sold by less than 5% of shareholders
· There is also an exception if the U.S. corporation holds NO U.S. real property at time of stock sale, and if all U.S. realty held in 5 years prior to sale was sold in taxable transactions.

 

· However, even though any corporation can be a USRPHC, only stock in a domestic USRPHC can be a USRPI that triggers the ECI (yes, it is confusing). 

· To clarify, a foreign corporation can actually be a USRPHC, but sale of the stock in that foreign corporation will not be treated as a sale of a USRPI that triggers ECI. 

· For example, assume TSMC (from the Overview) is a Taiwan corporation, and assume further that more than 50% of the value of its assets is made up of U.S. real estate. 

· Hence, TSMC is a USRPHC, but the sale of its stock is not a sale of a USRPI, and hence the sale of its stock will not trigger taxation under §897.

· No gain or loss is recognized under 897 when a foreign taxpayer disposes shares in a foreign corporation
· 897(1)(c )(1)(A)(ii)
· However, a foreign corporation remains subject to tax under 897 even if its shares have been sold.

 

· In examining whether a company is a US real property holding corporation, the service looks to the shorter of the period during which the foreign investor held the shares or the five-year period ending on the date of the disposition of the shares.
· The term US real property interest includes not only land, but also any un-severed natural products, improvements, and any personal property associated with the use of land.

· It also includes leaseholds of land and improvements and options to acquire such land or leaseholds.

· The term "improvements" is liberally construed so that buildings, permanent structures, and the structural components thereof are subject to 897.

 

· Defining a USRRPHC
· A US real property holding corporation is any corporation, if the fair market value of its US real property interests equals or exceeds 50% of the market value of all of its combined foreign and domestic real property interests and business assets.

· A USRPHC is technically ANY corporation (foreign or domestic) where the FMV of its U.S. real estate is 50% or more of the FMV of all its business (nonpassive) assets (annual test – valuation issues). For this purpose, you have to “look through” to the assets of controlled subsidiaries (50% owned) of the corporation in question.

 

· However, if the holding corporation is publicly traded, its shares will not constitute an interest in a real property holding corporation unless the shareholder owns more than 5% of the stock.

 

· In determining whether a domestic corporation is a US real property holding corporation, holdings by that domestic corporation in other business entities are taken into account.

· For example if the corporation owns an interest in a partnership, trust, or estate, those interests would contribute to the USRPHC test.

 

· If the US corporation owns an interest in another corporation, whether domestic or foreign, different imputation rules apply depending on the degree of ownership.

· If the corporation owns a controlling interests of 50% or more of the value of the stock in another corporation, an imputation rule similar to that applicable to other entities applies to attributable a proportional share of the subsidiary's assets to the parent corporation.

· If the US corporation owns less than a 50% interest in another corporation, the attribution of assets becomes an all or nothing proposition

· In such a case, the sole issue is whether the shares in the domestic or foreign subsidiary constitute a US real property interest.

· If so, the value of the entire interest is considered a real property interest, if not, none of it will be considered.

 

· Defining Disposition
· Reg

· Reg. 1-897-1(g) states a disposition of a US real property interest is "any transfer that would constitute a disposition by the transferor for any purpose of the Internal Revenue Code and regulations thereunder."

 

· Tax-deferred sales

· Similarly, non-recognition transfers which produce as a corollary taxable gain, such as the receipt of boot in a like-kind exchange will constitute a disposition.

· Certain transactions that would normally be afforded non-recognition treatment under the Code may trigger 897 recharacterization into taxable events.

· As a general rule, non-recognition transactions are respected so long as the US real property interest is exchanged for an interest which similarly carries the 897 taint upon its disposition.

· Sales to a non-profit would NOT qualify as the government does not retain ability to tax.

 

· Withholding Rule

· Also, 10% “withholding” is required on buyers of USRPIs. 

· This means if you are a U.S. person, and you buy stock in a domestic corporation from another U.S. person, you have to withhold and remit 10% of the purchase price to the IRS, unless the seller certifies to you that the stock in the domestic corporation is NOT a USRPI. 

· If it is, and the buyer doesn’t withhold, then it is the buyer who is legally liable for this 10%. 

· Therefore, as a practice tip, as a buyer of shares in a non-traded U.S. corporation, you should ALWAYS get a “FIRPTA certificate” from a seller, stating that the stock of the entity is not a USRPI.

 

· Distributions by Foreign Corporations

· Under 311(b) and 336(a), a foreign corporation that distributes a US real property interest will recognize gain equal to the full unrealized appreciation in the distributed property at distribution.

· However, such gain would not ordinarily be subject to tax absent FIRPTA, except in those cases where the gain was otherwise effectively connected with a US trade or business, since under 882 the capital gains of a foreign corp not effectively connected with the conduct of a US T or B are not subject to tax.

· The crux of 897(d) then, is to prevent the distribute from obtaining a stepped up basis in domestic realty while the foreign corporate distributor escapes US tax on the appreciation attributable to that property.

 

1. Base Erosion and Anti-Abuse Tax
. Overview

· The 2017 tax reform added the Base Erosion and Anti-Abuse Tax (the “BEAT”), contained in §59A of the Code, which mostly applies to U.S. corporate subsidiaries of foreign corporations (in contrast to the BPT, which only applies to foreign corporations with ECI). 

 

· The BEAT is, in effect, an alternative tax that requires the U.S. corporate subsidiary to calculate its regular tax liability, and compare this amount to an alternative calculation, under which the U.S. subsidiary must add back certain payments to foreign related parties, and then apply a 10% rate. 

· These U.S. taxpayers then pay the higher of the BEAT alternative tax, or the regular U.S. tax.

 

· The main concern was that U.S. corporations were reducing their U.S. liability, in inappropriate ways, by making deductible payments to foreign related parties, usually a foreign parent.

 

· Specifically 59 imposes each year a tax equal to:
· 10% (5% for 2018, 12.5% after 2025) of the taxpayer's modified taxable income over

· Its regular pre-credit tax liability

 

5. Calculation

. How to Calculate

· Determine whether company is in the scope of BEAT

0. Section 59A is designed to limit the ability of domestic corporations (with at least 500M in gross receipts over a 3-year period) to reduce their US tax liability by making certain types of deductible payments to related foreign persons.

 

6. Identify related parties

. For this purpose, a “related party” is any 25% foreign owner of the payor, or any person related to that foreign owner, or any other “related party” under the rules of §482.

 

7. Identify base erosion payments

Base erosion payments generally include deductible payments to related foreign persons, including the depreciable or amortizable portions of property acquired from related foreign persons.

However, such payments do not include payments for certain back office and low margin services.

 

· Given this, the term “base erosion payment” is determinative—without “base erosion payments,” there is no BEAT problem. And there are a number of exceptions to this rule.

 

· Most “base erosion payments” will be payments such as interest or royalties paid to a foreign related party. However, if these payments should be treated as “cost of goods sold” for tax purposes, then they will not be “base erosion payments.” Likewise, if there is any FDAP tax imposed on the payment, then the payment should not be a “base erosion payment.”

 

· Lastly, if the ratio of “base erosion payments” to total deductions is less than 3% for a taxpayer, then the BEAT should not apply.

 

Calculate Modified Taxable Income

MTI is basically a taxpayer’s regular taxable income, computed without regard to “base erosion tax benefits.” 

These are, in effect, deductions for a “base erosion payment.” 

And a “base erosion payment” is basically a deductible payment made to a foreign “related party.” 

 

Treaties
. Overview

· Double taxation arises most often when one country asserts taxing authority on the basis of residence of the person receiving the income and another on the basis of the source of the income.  It also arises when, in a certain set of circumstances, each country asserts residence jurisdiction, or each views the income as sourced in its own jurisdiction.

 

13. Potential goals of income tax treaties may include:

. Lowering the tax burden on the international flow of goods, services, and capital to encourage trade and investment.

a. Reducing the double taxation when there is taxing jurisdiction overlap between the U.S. taxation and contracting states.

b. Reducing tax evasion and providing for the exchange of information.

c. Providing procedures for dispute resolution between countries.

 

14. It is important to note that income tax treaties don’t impose tax. U.S. income tax treaties cannot create a tax that doesn’t exist under the Internal Revenue Code. 

 

i. Treaties also can’t take away benefits provided by another agreement with the U.S. and the contracting country. 

0. In general, if a treaty and U.S. law contradict, the later in time will prevail.

 

ii. Qualification for Treaty Benefits

Generally, entitlement to treaty benefits is a three-step analysis. In order to obtain treaty benefits, the person must be 

A “resident” of a contracting state. 

In addition, under most modern treaties, the resident must satisfy one of the treaty’s limitation on benefits tests. Older treaties may not have a limitation on benefits article. 

Finally, there are other relevant U.S. domestic law provisions that must be satisfied.

 

· Requirement 1: Residency
· The determination of residency for this purpose is based on the domestic laws of each contracting state. 

· The person must also be a “treaty resident” of the state, which is usually defined in Article 4(1) of most treaties, although some treaties have special rules.

· That said, generally in treaties, someone is a resident of a country if they are “taxed by that country because of their domicile, residence, citizenship, place of management, place of incorporation or similar criteria.” 

· This means that persons who are subject to world-wide taxation as U.S. persons are U.S. residents for purposes of U.S. income tax treaties.

· If the person would be a treaty resident of both states, special tie breaker rules usually apply in treaties. 

· Generally, in these tie breaker provisions, residence is where the person has a “permanent home.” 

· If this is both countries, then residence is where the person has a “closer connection” or “center of vital interest.” 

· If neither of these apply, then residence is where the person has a “habitual abode.” 

· If this doesn’t apply, then residence is where the person is a citizen. 

· If they are not a citizen of either country, then the “competent authorities” of the two countries decide.

 

Relationship to Tax Treaties to US Federal Law

Article IV, paragraph to of the US constitution states that treaties, along with the Constitution itself and all laws in pursuance thereof, shall be the supreme law of the land.

Thus, treaties and the IRC are generally accorded equal weight.

To deal with potential inconsistencies, the "last in time" rule of construction provides that the later enacted provision controls.
 

Saving Clause

The US reserves its right to subject its own citizens, including those permanently living abroad, to domestic tax on their worldwide income as if the treaty were not in effect.
This clause is called a saving clause, presumably because it saves US taxing jurisdiction over its citizens.

US citizens are thus generally not permitted to avoid taxation by establishing foreign residency and claiming US treaty benefits extended to foreign residents.

 

a. Limitation on Benefits Clauses

· Anti-treaty shopping clauses are often found in "limitation on benefits" clauses and operate to restrict treaty benefits to those individuals and entities legitimately connected to the treaty countries.

· Treaty shopping limitations prevent citizens of other countries that do not have US tax treaties from exploiting treaty benefits by selectively conducting their affairs in favorable treaty countries.

 

b. Non-Discrimination Clauses

· Tax treaties also attempt to ensure that the residents of each signatory country are not discriminated against, in a tax sense, by the tax authorities of the other country.  

· This protection is afforded in most tax treaties by operation of a "non-discrimination clauses"

· In a typical clause, the US promises on a reciprocal basis not to tax a foreign person residing in a treaty country at a higher rate than a US person in the same circumstances, nor to deprive that person of any deduction or credit available to US citizens in the same circumstances.

· It appears that a non-resident person seldom can rely on a non-discrimination clause, because that non-resident, subject to limited taxation by the US, seldom is in the same circumstances as a US citizen or resident who is subject to worldwide taxation.

 

c. Treaty Overrides

· Disallowance of Certain Interest Deductions

· IRC §163(j) is not actually a “treaty override” but it will disallow a tax deduction for certain interest payments.

· But you should note that the revamped IRC §163(j) may disallow certain interest deductions even if the person is a treaty resident and satisfies the limitation on benefits provisions to obtain more generous treaty benefits.

 

· Section 894© (Disregarded entity anti-abuse test)
· IRC §894(c) provides that there will be no treaty benefits on income derived though a disregarded entity if 

0. the other (non-U.S.) contracting state does not treat the item as income of its resident, 

1. the treaty has no provision dealing with disregarded entities, and 

2. the other (non-U.S.) contracting states don’t tax income from the disregarded entity to its resident.

 

· Section 883(e)

· IRC §884(e) provides that any reduced rate of branch profits tax is only available if the corporation is a “qualified resident” of the treaty country under this section. The definition of “qualified resident” is a complex set of rules that is beyond the scope of our course.

 

· Treas. Reg. 1.881-3

· These are referred to as the “conduit regulations.” Essentially “chain” of debt can be ignored, so in a “back to back” loan, you would ignore the conduit or intermediate entity.

· Ex. Loan from Bermuda entity through Hungary to US.  US entity pays interest to Hungary.  Hungary then pays to Bermuda.  Will US Hungary treaty apply to reduce interest WHT to 0%?

· No, anti-conduit rules.

 

Treaties - Investment Income
Overview

Tax treaties also characterize income items either as passive (investment-type) or active (business-type), and generally assign the right to tax investment income to the residence country and active income to the source country.

The reduction of rates and other provisions found in tax treaties are generally reciprocal.

 

If a foreign person (individual or corporation) qualifies for treaty benefits, then having FDAP income (i.e., nonbusiness passive-type income) is not sufficient to establish liability for U.S. income tax.

If the foreign taxpayer has FDAP, then you must look to the relevant treaty to determine the rate of tax. It will be either zero, 5%, 10%, or 15%, generally, depending on treaty and type of income.

 

It is imperative to ascertain whether a permanent establishment exists, and if so, whether the FDAP income items are attributable to it.  If so, these income items will be characterized as business profits and may be subject to taxation under regular statutory rules.

Examples of when FDAP income will be attributable to a permanent establishment and taxed at graduated rates.

0. Royalty income earned by a software developer

1. Interest income earned by a bank

 

· Mode of Analysis

The following is a suggested mode of analysis for the U.S. taxation of foreign owned investment income (FDAP).

1. Is the person U.S. or foreign? Foreign

2. What is the source of the income? U.S.

3. Is there a U.S. trade or business with effectively connected income? NO (if yes, 864(c)(2) states subject to graduated rates)

4. Is there FDAP? Yes

5. Does the person qualify for treaty benefits? Yes (if no, stop—U.S. taxation at 30% of gross amount of FDAP)

6. Check the treaty for applicable rate of tax 

7. Make appropriate reporting on Form W-8BEN

 

8. Treaties - Business Income
. Overview

· Under statutory law (IRC), foreign persons are subject to US taxation on all income derived from the conduct of a trade or business in the US, while most treaties, income derived from the conduct of a trade or business is taxable by the US only if it constitutes "business profits" that are "attributable to a "permanent establishment" maintained in the US.

· The treaty concepts generally require a greater nexus or immersion in the host country than do statutory standards.

· Steps to determine treaty impact on US business taxation

· First, it must be determined whether a person is carrying on a business in the US for treaty purposes.

· If so, it must be determined whether that business is conducted through a permanent establishment.

· If not, the income will not be taxed as business profits.

· If, the business is carried on through a permanent establishment, profits must be appropriately attributed to the permanent establishment.

· Finally, deductions must also be appropriately allocated to the permanent establishment.

 

9. Mode of Analysis

. Is the person U.S. or foreign? Foreign

a. What is the source of income? U.S. (generally)

b. Is there a U.S. trade or business? Yes

c. Is it effectively connected to that U.S. trade or business? Yes

d. Does the person qualify for treaty benefits? Yes (if no, stop, there will be U.S. taxation at graduated rates on the ECI)

e. Is there a permanent establishment in the U.S.? Yes

f. Is the income attributable to the permanent establishment in the U.S.? Yes, there will be U.S. taxation at graduated rates. 

· If no, the U.S. generally will not tax the ECI.

· Will be when you have income that is unrelated to the permanent establishment.

 

10. What is a Permanent Establishment

. Overview

· Generally, income tax treaties provide that business income is taxable in a country only if an enterprise possesses a "permanent establishment" in such country.

 

· Revenue Ruling 58-63 demonstrates that the permanent establishment provision serves as a higher threshold to the taxation of business profits.

 

· A foreign person will be able to avoid triggering US tax if the activities do not constitute a permanent establishment.
 

· Generally, a PE is a fixed place of business such as an office or factory, but there are a number of exceptions. 

· Not a PE

· Business for storage, display, or delivery. 

· It also may not be a PE if it is used for collecting information or for preparatory or auxiliary activities. 

· It is important to note that there are agency issues to consider here.

· Independent agents cannot create a PE for a principal, but dependent agents can.

· This is true even without a fixed place if the agent is in the US acting on behalf of the principal and habitually exercises authority to conclude contracts in name of principal.

 

Fixed Place of Business

Direct Ownership

US treaties generally equate a permanent establishment with a fixed place of business through which the business of an enterprise is wholly or partly carried on.

 

· An enterprise will possess a permanent establishment in the US if:

· It either maintains a fixed place of business in the US itself

· The activities of another person (an agent) who maintains such a fixed place of business are imputed to the enterprise.

 

· Many common arrangements with respect to merchandise or goods will not give rise to a permanent establishment.

· The use of facilities or the maintenance of stock of goods solely for the purpose of storage, display, or delivery, is not a permanent establishment.

 

· Likewise, no permanent establishment arises from the maintenance of a fixed place of business solely for the purpose of purchasing goods or merchandise, collecting information, or carrying on any other activity of a preparatory or auxiliary character.

 

Indirect Permanent establishment

A permanent establishment may indirectly arise by virtue of a foreign person's ownership interest in a pass-through entity.

For instance, a permanent establishment may be imputed to a foreign partner in a limited or general partnership if the partnership itself has a US permanent establishment.

In contrast, stock ownership of, or affiliation with, entities or persons with a US permanent establishment is not in and of itself sufficient grounds to impute a permanent establishment to the owner or affiliate.

 

Use of Another's Fixed Place of Business

The temporary and transient use of a domestic subsidiary's office by employees of a foreign parent corporation should not constitute a permanent establishment.

 

· However, a permanent establishment may arise if the employees of a foreign corporation make frequent and continuous use of another's domestic office or fixed place of business from substantial periods of time.
 

· In that case, the fact that the office is not owned by the foreign corporation is not likely to be a sufficient detachment to negate the existence of a permanent establishment.

 

Use of Agents

Dependent 

While dependent agents' activities will generally be attributed to their principals, US tax treaties often provide for a fairly generous cushion of dependent agent activity that may take place before a principal is deemed to have a permanent establishment.

 

· The mere fact that an agent concludes certain contracts in the US is not per se evidence of a permanent establishment. 

· Rather, a permanent establishment arises only if the agent regularly executes contracts (HABITUALLY) setting forth the name of its foreign principal as the contracting party

 

· Operating a fixed place of business is excused from being a permanent establishment so long as it is used "solely" by dependent agents for the enumerated activities

· Once these dependent agents stray beyond these activities, the presence of a fixed place of business is sufficient to establish a permanent establishment, even if the agents' activities, viewed in isolation, might not be sufficient to constitute a permanent establishment.

 

· Agents v. Purchasers:

· A bona fide purchaser of goods is not an agent of the seller

· This can be true even where the purchaser is a wholly-owned subsidiary corporation of the (foreign) manufacturer

 

· Agents v. Lessees

· A bona fide lessee of property or equipment is not an agent of the lessor.

· Thus, if a domestic entity leases personal property from a foreign lessor eligible for treaty benefits, neither the existence of the lease nor the presence of leased personal property within the US should give rise to a US permanent establishment for the lessor.

· In contrast, the lease of domestic real property by a foreign person may give rise to a permanent establishment merely by virtue of the US nexus of that property.

 

Independent

An independent agent is one who is paid, in pursuance of his or her usual trade or business, to sell goods or merchandise consigned or entrusted to the agent for that purpose by or for the owner of such goods or merchandise.

 

· A foreign person does not have a permanent establishment solely because it conducts business in the US through a broker, general commission agent, or any other independent agent, so long as that agent acts in the ordinary course of its business.

 

· The classification of an agent as independent or dependent can thus be crucial to the question of whether a permanent establishment exists in a country.

· This is a facts or circumstances test with few bright lines.

 

When are Business Profits Attributable to a PE

Overview

The first step in taxing a foreign person deriving business profits from a PE involves separating the income attributable to that business from other income, which generally will not be so attributed.

FDAP income and capital gain/loss from sources within the US are generally not attributable to a PE.

Only where the passive-category income arises from the activities of the PE (e.g. royalty income earned by a software developer) will such income be attributed to the PE.

 

AOA Approach

The modern approach, to determining whether business income is attributable to a PE, attributes income to the PE based on the assets used, risks assumed, and activities performed by the permanent establishment.

Because the AOA approach is based on transfer pricing principles, business profits may be only partially attributed to a PE.

 

Pre-AOA Approach

In contrast to the AOA approach, pre-AOA treaties often lead to a cliff effect, in which the income in question is attributed to the PE either entirely or not at all.  To determine whether you connect income to a US trade or business, the "asset use" and "material factor" test should be considered.

 

Domestic rules provide mechanisms for segregating passive income from business income.  They generally employ two tests:

The first is to be applied to TPs such as foreign sellers or manufacturers dealing with tangible goods in the US (the "asset use" test) and 

The other to be applied to the TP such as those conducting service-intensive businesses or those dealing with the licensing of intangible assets ("material factor" test).

 

Asset Use Test

The asset use test focuses on whether the income derived from assets used, or held for use, in the conduct of a US trade or business through a PE.  Three factors are considered in deciding whether an asset is used, or held for use, in a US business:

Whether the asset is held for the principal purpose of promoting the present conduct of a US trade or business.

Whether the asset is acquired and held in the ordinary course of the trade or business

Whether the asset is otherwise held in some direct relationship to the trade or business.

 

· If the asset is deemed to be a business asset under one of these standards, all income flowing from its use is attributable to the PE.

· A rebuttable presumption generally exists that the requisite relationship is present for purposes of the asset-use test if the asset acquired with funds generated by the trade or business, and US personnel actively involved in that business exercise significant management and control over the investment of the asset.

 

Material Factor Test

The material factor test focusses on the more overarching measure of the degree of correlation with the business activities of the foreign person's US PE.  Such income is considered to be "attributable to" if the US activities of that business are a material factor in the realization of such items of income, gain, or loss.

Generally, a US PE will not be a material factor in generating income if the core activities incident to the transaction are conducted abroad.

 

a. Expenses Attributable to a PE

· PE are taxed on their "profits" which generally requires attribution of income and deductions

· Traditionally, treatment of expenses was addressed directly in a tax treaty.

· There was a lot of debate about treatment of interest expenses and thin cap rules.  Thus, the Technical Explanations of the 2006 Model Tax Treaty explain that the net business profits of a PE should be computed using the principles of the OECD transfer pricing guidelines, but taking into account the different economic and legal circumstances of a single legal entity.

· More helpful rule: A foreign person may use either the formulary approach to interest expense allocation contained in 1.882-5 or a more flexible "risk-weighted capital allocation method" which takes into account the varying risk profiles of the businesses operated by the foreign persons with a PE.

 

1. US - Canada Treaty Overview

. Article VI: Income from Real Property

. There is no reduced treaty rate for income earned from real property

i. Both US and Canada have elections to treat the income earned, on a net basis, to tax at rates consisting with each set of statutory law.

 

2. Article VII: Business Profits

. The business profits of a resident of a contracting state shall be taxable only in that state unless the resident carries on a business in the other contracting state through a PE situated therein.  If the resident carries on, or has carried on, business as aforesaid, the business profits of the resident may be taxed in the other state but only so much of them as is attributable to that permanent establishment.

a. No business profits shall be attributed to a PE of a resident of a Contracting State by reason of the use thereof for either the mere purchase of

 

3. Article X: Dividends

. Dividends may be tax in the contracting state of which the company paying the dividends is a resident and according to the laws of that state; but if a resident of the other contracting state is the beneficial owner of such dividends, the tax shall not exceed:

. 5% of the gross amount of the dividends if the beneficial owner is a company which owns at least 10% of the voting stock of the company paying the dividends.

i. 15% of the gross amount of the dividends in all other cases.

 

4. Paragraph 4 provides that the limitations of paragraph 2 do not apply if the beneficial owner of the dividends carries on business in the state in which the company paying the dividends is a resident through a permanent establishment or fixed base situated there, and the stockholding in respect of which the dividends are paid is effectively connected with such permanent establishment or fixed base.

. Thus, dividends paid in respect of holdings forming part of the assets of a PE or which are otherwise effectively connected with a PE will be taxed on a net basis.

 

5. Article XI: Interest

. 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.

a. The provisions above shall not apply if the beneficial owner, being a resident of a contracting state, carries on business in the other contracting state in which the interest arises, through a PE situated therein, and the debt claim in respect of which the interest is paid is EC with such PE. (Lending business example). 

b. This benefit does not apply for contingent interest - 15% rate applies per paragraph 6. 

 

6. Article XII: Royalties

. Royalties arising in a contracting state and paid to a resident of the other contracting state may be taxed in that other state.

a. Such royalties may also be taxed in the contracting state in which they arise, and according to the laws of that state, but if a resident of the other contracting state is the beneficial owner of such royalties, the tax so charged shall not exceed 10% of the gross amount of the royalties.

b. Items that can only be taxed in state of resident (i.e. Canada) (SEE RULES IF YOU GET HERE AS THE EXEMPTIONS ARE SPECIFIC).

. Copyright royalties

i. Payments for the use of, or right to use, computer software

ii. Payments for the use of, or the right to use, any patent or any information concerning industrial, commercial or scientific experience.

iii. Payments with respect to broadcasting

c. There is a provision that applies for business profits as well in which the royalty payments arise from a PE.

 

7. Article XIII: Gains

. No preferential rates

a. Paragraph 1 provides that Canada and the US may each tax gains from the alienation of real property situated within that state which are derived by a resident of another contracting state.

. Paragraph 3 states that real property is property situated in the US and a USRPI.  

i. Thus, the US retains its ability to exercise its full taxing right under FIRPTA 897
0. Recall that firpta gains are taxed as ECI per 897

b. Paragraph 2 provides that the contracting state where a resident has a PE may tax gains from the alienation of PERSONAL PROPERTY constituting business property if gains are attributable to the PE.

 

8. Article XV: Income from Employment

. Paragraph 1, salaries, wages and other renumeration derived by a resident of a Contracting state in respect of an employment shall be taxable only in that state unless the employment is exercised in the other contracting state.

a. Notwithstanding paragraph 1, renumeration derived by a resident of a contracting state, with respect to employment exercised in the other contracting state, shall be taxable only in the first-mentioned state if:

. Such renumeration does not exceed $10K in the currency of that other state OR

i. The recipient is present in that other state for a period or periods not exceeding in the aggregate 183 days in any 12 month period commencing or ending in the fiscal year concerned.

 

9. Article XVI: Artists and Athletes

. Income derived by a resident of a contracting state as an entertainer from his personal activities as such exercised in the other contracting state, may be taxed in that other state, except where the amount of gross receipts derived by such entertainer or athlete, including expenses reimbursed to him or borne on his behalf, from such activities do not exceed 15K.

a. Where income in respect to personal activities exercised by an entertainer in his capacity accrues not to the entertainer but to another person, that income may be taxed in the contracting stte in which the activities of the entertainer or athlete are exercised.

. Contract between Canadian singer and company where payments to singer based on company's profits.  All income attributable to performer's US activities may be taxed in US.

 

10. Transfer Pricing
Overview

Any transactions between “related” parties give rise to transfer pricing issues. These issues arise between related parties in, but not limited to, the following transactions: sales of inventory, Interest payments, royalties, and services.

 

IRC §482
The rule in IRC §482 states that when there are transactions between “controlled” parties, the IRS may re-allocate income between the controlled parties to “clearly reflect income.”

 

Control
Generally, “control” for this purpose is common ownership of 50% or more (so certainly a foreign corporation and its 100%-owned U.S. subsidiary are “commonly controlled”).

 

Clearly Reflects Income
This is an “arm’s length” price. The regulations state that the price for transactions between related or controlled parties should be a price that would have been charged for the service or good if the parties had been unrelated (i.e., had operated “at arm’s length”).

 

Arm’s-Length Result
The regulations state that the controlled transactions should lead to an arm’s length result. The result of the controlled transaction should be “comparable to” uncontrolled ones.

 

Best Method
Treas. Reg. §1.482-1 states that taxpayers must use the “best method” to determine if their controlled results are comparable to uncontrolled ones.

 

· Application

· For intercompany interest:

· based on Treas. Reg. §1.482-2(a), generally taxpayers must charge what the federal government charges them for unpaid taxes.

 

· For intercompany services:

· Based on Treas. Reg. §1.482-9, it is the cost of the services plus a small markup (this is known as cost plus).

 

· For intercompany interest, 

· Based on Treas. Reg. §1.482-2(a), generally taxpayers must charge what the federal government charges them for unpaid taxes.

 

· Under Treas. Reg. §1.482-3, intercompany sales depend on a “hierarchy” of methods. 

· One method is the comparable uncontrolled price (CUP), where the seller uses the price they would use to sell the same thing to unrelated parties. 

· Another method is the resale price method (RPM), where the buyer re-sells the same thing to unrelated parties.

· You just figure out how much the buyer makes on these sales and this is how much it should make on controlled sales.

· Yet another method is the cost plus” method—determine the seller’s costs in making the product, and make sure the seller earns a good “return.”

 

 

 

