International Tax Outline
Note: EASY WAY TO READ TREATY ( whenever you see “state,” sub in relevant country. When you see “other state,” sub in the other relevant country

ALWAYS look at U.S. law first, then apply treaty and see if you get a better answer. If there is a conflict between the two, latter in time rules.
Note: **change the characterization, change the source, change the answer**
JURISDICTION TO TAX

I. JURISDICTION TO TAX
a. Who is subject to U.S. Taxation? 
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b. Who is a U.S. Person? ( IRC § 7701

i. “person” ( an individual, trust, estate, partnership, association, company or corporation (§ 7701(a)(1)).
ii. “U.S. Person” means (§ 7701(a)(30)):
1. A citizen or resident of the United States

2. A domestic partnership

3. A domestic corporation
c. Resident of the United States ( § 7701(b)

i. Lawfully admitted for permanent residence (“green card test”)

1. Substantial presence test:  

2. If CY + (1/3)*PY1 + (1/6)*PY2 ≥ 183, then US resident for CY

a. Must be present in CY for at least 31 days to apply the test

b. If an individual never spends more than 121 days in a given year, he or she will never meet the substantial presence test
i. CY = current year

ii. PY1 = first preceding year

iii.  PY2 = second preceding year
ii. First year of residency:

1. If a resident in CY because of green card or substantial presence tests, but NOT resident in PY1:

a. Meets green card test but NOT substantial presence test:

i. Residency start date is first day in CY on which individual was present in the US while a green card holder

b. Meets substantial presence test:

i. Residency start date is first day during CY on which the individual is present in US
iii. Last year of residency:

1. If a resident in CY but NOT resident at any time during the following year, individual will cease to be a resident on the individual’s “residency termination date”

a. Generally, the last day of the calendar year

i. If individual meets substantial presence test, the residency termination date is the last day during CY that the individual is physically present in the US IF the individual establishes that for the remaining of CY, the individual’s tax home was in a foreign country and he or she maintained a closer connection to the foreign country.

ii. If individual meets green card test, the residency termination date is the first day during CY that the individual is no longer a green card holder IF the individual establishes that for the remaining of CY, the individual’s tax home was in a foreign country and he or she maintained a closer connection to the foreign country.

iii. If individual meets both tests, the residency termination date is the later of the above two residency termination dates.
iv. Special rules relating to residency start date:
1. De minimis presence:  individual may be present in the U.S. for up to 10 days without triggering the residency start date or extending the residency termination date

a. Need foreign tax home and closer connection

b. Multiple de minimis residency periods possible, but if more than 10 days during a residency period, none of the days may be excluded
2. Proration:  if individual has a residency start date or end date that creates a tax year where the individual is both resident and nonresident, the individual’s income tax liable is prorated
v. Days of presence in the United States:
1. An individual is considered to be present in the US if the individual is physically present in the United States at any time during the day

a. Excludable days:
i. Any days during which individual is an exempt individual

ii. Diplomat or consular

iii. Teacher or trainee on appropriate visa

1. See limitations

iv. Student on appropriate visa

1. See limitations

v. Professional athlete

1. Temporarily present in the US to compete in a charitable sports event
vi. Days during which the individual is prevented from leaving the US because of a medical condition that arose while the individual was present in the United States
1. See limitations (regs)
2. Note: dependents are NOT exempt as well ( just the person with the illness/medical condition
vii. Any day that an individual is in transit between two points outside the US

1. Must be physically present in the US for fewer than 24 hours

2. Must pursue activities that are substantially related to completing his or her travel

a. If the individual attends a business meeting while present in the US, not considered in transit (even if meeting is in airport)
viii. Any day on which a regular commuter residing in Canada or Mexico commutes to and from employment in the US

vi. Exceptions ( note: on choice between closer connection exception and tax treaty exception, choose closer connection
1. Closer Connection exception

a. Only available if the individual is a resident due to the substantial presence test and only if individual is present in the US for fewer than 183 days in CY

b. The individual maintains a tax home in a foreign country AND

i. The individual’s regular or principal place of business/regular place of abode in a real and substantial sense

ii. Must be in existence for the entire CY

c. The individual has a closer connection during CY to a single foreign country in which he or she maintains a tax home

i. Individual must establish he or she has maintained more significant contacts with the foreign country than with the US (see facts and circumstances in regulations)

d. Unavailable if individual has personally applied or taken other affirmative steps to obtain a green card during the CY

e. Form 8840 required

2. Tax Treaty Exception
a. If individual is a “dual resident taxpayer,” and determines he or she is a resident of the foreign country under the treaty, and the individual makes a treaty claim, then the individual shall be treated as a nonresident alien of the United States for purposes of computing that individual's US income tax liability
i. Dual resident taxpayer is an individual who is considered a resident of both countries under each country’s internal laws

ii. For purposes of the code other than the computation of the individual‘s US income tax liability, the individual shall be treated as a US resident
b. Form 8833 required

vii. 2016 Model Tax Treaty
1. Article 4(3):

a. Where, by reason of the provisions of paragraph 1 of this Article, an individual is a resident of both Contracting States, then his status shall be determined as follows:

i. a) he shall be deemed to be a resident only of the Contracting State in which he has a permanent home available to him; if he has a permanent home available to him in both Contracting States, he shall be deemed to be a resident only of the Contracting State with which his personal and economic relations are closer (center of vital interests);

ii. b) if the Contracting State in which he has his center of vital interests cannot be determined, or if he does not have a permanent home available to him in either Contracting State, he shall be deemed to be a resident only of the Contracting State in which he has a habitual abode;

iii. c) if he has a habitual abode in both Contracting States or in neither of them, he shall be deemed to be a resident only of the Contracting State of which he is a national;

iv. d) if he is a national of both Contracting States or of neither of them, the competent authorities of the Contracting States shall endeavor to settle the question by mutual agreement.

2. Article 1(4):

a. Except to the extent provided in paragraph 5 of this Article, this Convention shall not affect the taxation by a Contracting State of its residents (as determined under Article 4 (Resident)) and its citizens. Notwithstanding the other provisions of this Convention, a former citizen or former long-term resident of a Contracting State may be taxed in accordance with the laws of that Contracting State.
3. Note: SAVINGS CLAUSE
a. Treaty wont save U.S. citizen from WWT
d. Domestic Corporation and Partnership - § 7701(a)(4)
i. The term “domestic” when applied to a corporation or partnership means created or organized in the US or under the law of the US or of any State unless, in the case of a partnership, the Secretary provides otherwise by regulations.
1. Corporation = look to where it is incorporated. That is where it is a resident. PERIOD.
2. Partnership ( two ways to look at it

a. Most of the time, viewed as aggregate of partners

i. Individual? ( Thomas rules of residency (i.e., analyze as an individual

ii. Corporation? ( Xander rules of residency (where incorporated)
e. Resident for transfer Tax Purposes
i. §§ 2501 and 2001 impose a gift tax and an estate tax respectively

1. Generally, for nonresident aliens, gift tax applies to gratuitous transfers of US tangible property and US real estate; citizens and residents are taxed on gratuitous transfers of their worldwide assets

2. Generally, for nonresident aliens, the estate tax applies to the decedent’s “US situs assets”; citizen and resident decedents subject to estate tax on worldwide estate

ii. Resident in the transfer tax context means an individual who has his or her domicile in the United States.

1. Domicile = living in a place with no definite present intention of moving therefrom (subjective facts and circumstances test).

a. See § 25.2501-1(b) and § 20.0-1(b)
iii. i.e., for transfer tax purposes, resident of where you are domiciled 

f. Expatriation ( § 877A
i. (a)(1) = general rule:  all property of a “covered expatriate” shall be treated as sold on the day before the expatriation date for its FMV

1. So, who does this apply to?  Let’s go to the definitions.

ii. (g)(2) = definition of expatriate

1. Any US citizen who relinquishes his citizenship

2. Any “long-term resident” of the United States who ceases to be a lawful permanent resident of the United States (within the meaning of section 7701(b)(6)

a. Two requirements: (1) must be “long-term resident”; and (2) must cease to be a lawful permanent resident of the United States as provided in 7701(b)(6).
i. “long term resident” = GC holder or 8 of the last 15 years. 

1. Counts as a full year if you switch calendar over

2. Years that do not count ( if you are in a foreign country and make valid treaty election. 

iii. § 877A – Relinquishment of US Citizenship

1. (g)(2)(A) – relinquishment of US citizenship

a. (g)(4) provides how this is done.

b. Renunciation is earliest of date:

i. Renounce nationality before a diplomatic or consular officer

1. Must be subsequently approved by the issuance to the individual of a certificate of loss of nationality

ii. Furnishes to US dept of state signed statement of voluntary relinquishment

1. Must be subsequently approved by the issuance to the individual of a certificate of loss of nationality

iii. The US dept of State issues a certificate of loss of nationality; or

iv. A US court cancels a naturalized citizen’s certificate of naturalization

iv. § 877A – Cease to be a Long-Term Resident
1. First, another defined term – “long-term resident”

a. (g)(5) has the meaning set forth in 877(e)(2).

i. 877(e)(2):  LTR means any individual who is a lawful permanent resident of the US in at least 8 taxable years during the period of 15 taxable years ending with the taxable year during which the 7701(b)(6) event takes place.  

1. For purposes of the preceding sentence, an individual shall not be treated as a lawful permanent resident for any taxable year if such individual is treated as a resident of a foreign country for the taxable year under the provisions of a tax treaty between the US and the foreign country and does not waive the benefits of such treaty applicable to residents of the foreign country.

2. Does not necessarily have to affirmatively claim treaty benefits.

2. Section 7701(b)(6) event

a. Abandon

i. Must be done properly (Form I-407)

b. Revoked

i. Effective date of final administrative ruling or, if appeal, final judicial order.

c. Claim benefits of a tax treaty

i. An individual shall cease to be treated as a lawful permanent resident if such individual commences to be treated as a resident of a foreign country under the provisions of a tax treaty between the US and the foreign country, does not waive the benefits of such treaty applicable to the residents of the foreign country, and notifies the Secretary of the commencement of such treatment.

v. § 877A – Covered Expatriate
1. Now we know what an expatriate is, but that’s not enough.  The expatriate must be a “covered expatriate.”

2. (g)(1) refers us to 877(a)(2)

a. Prior expatriation rules before 2008 HEART act.

3. 877(a)(2): ( 3 tests: Covered ExPat if 1 of 3 is met
a. 1. The average annual net income TAX of the expatriate for a period of 5 years is greater than $124k

b. 2. The net worth of the expatriate is greater than $2M

i. Gift tax valuation principles apply in ascribing value to an expatriate’s property.

ii. For purposes of this test, an individual is considered to own any interest in property that would be taxable as a gift if the individual transferred the interest prior to expatriation.

iii. Property includes money or other property, regardless of whether it produces income or gain.  Property includes the right to use property, such as a nonexclusive license to use property.

iv. Property included in trusts (non-grantor trusts) must be valued.
v. Basically, look to value of everything owned 

c. 3. The expatriate fails to certify under penalty of perjury that he/she is in compliance with IRC

i. Form 8854

vi. § 877A – Mark-to-Market
1. Ok, so now we have a covered expatriate.  What happens?

2. Back to general rule of (a)(1):  all property treated as sold for its fair market value and (a)(2) gain or loss is recognize in the taxable year of the sale.

a. (a)(3) provides an exclusion for gain less than $600k, adjusted for inflation.  2018 figure is $713k

i. Exclusion applies ratably across all of covered expatriate’s assets to prevent allocating to higher taxed gain.
1. Note: the 600K exclusion will be ratably applied 
3. There’s an election to defer tax, but interest is charged and security must be  provided.  Generally, not a good idea, but helpful if majority of covered expatriates assets are illiquid (think Facebook guy prior to IPO).

4. Certain property not included in the above:

a. (c)(1) deferred compensation items; (c)(2) specified tax deferred account; and (c)(3) any interest in a nongrantor trust.

g. § 2801 – Covered Gifts and Bequests
i. Gifts or bequests by a Covered Expatriate to a US person are subject to a 40% tax on the fair market value of the gift or bequest

ii. Tax is assessed on the US person (the recipient in this instance). 
h. Section 911 exlusion

i. An outbound issue thingy

ii. Example of application of rule ( might represent a U.S. citizen who gets sent abroad to work for a few years

1. 911 allows for exclusion of some of TP’s foreign earned income if TP is working outside of the U.S. ( AKA the 911 exclusion

iii. Rules:

1. If you are a qualified individual working outside the U.S., you get to exclude “foreign earned income” and “housing cost amount”

a. Note: exclusions are always the best, then credits, then deductions

b. What is foreign earned income? ( IRC 911(b)

i. Note: cannot be deferred compensation; does not apply to government officials

ii. Has to be for services 

1. No stock options, capital gain, etc. Purely services. 

c. How much can be excluded? (2)(D) ( exclusion amount

i. Note the inflation adjustment 

1. IRS.gov publishes the inflation adjustment

2. In 2019, you can exclude up to $105,900 of income under 911

2. Housing ( 911(c) Housing Cost Amount
a. Cannot exceed the amount determined under (2) above

b. Also gives a floor under (B)

i. Basically, cover first 16% of the $105,900 yourself, 14% is excluded, and everything else you cover

3. So, there are two buckets

a. Foreign earned income

b. Housing costs

iv. If you are not in other country full year, multiply by number of days…

1. Example: 105,900 X (331/365) ( same thing done for housing

v. (d)(1) ( qualified individual 

1. Note the requirement for days 

vi. (d)(2) ( earned income

vii. “tax home” under 162(a)(2) ( same concept here

viii. Note how foreign tax credits might reduce your tax liability for portion of income that is taxable (i.e., above the $105,900)

ix. SEE EXAMPLE PROBLEM 

II. TAX TREATIES REVISITED ( see notes too
a. Introduction to Limitation on Benefits
i. Aiken Industries

1. The interest paid on the promissory note would have been subject to a 30% U.S. withholding tax

2. No U.S. tax treaty with Bahamas providing for lower withholding
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3. Interest paid to a Honduran company was exempt from U.S. withholding tax under the U.S.-Honduras Income Tax Treaty
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4. Holding
a. The term “received by” was not defined in the treaty.

b. The court thus interpreted “received by” to mean received as its own and not with the obligation to transmit to another.

i. Must have “complete dominion and control over the funds”

c. The back-to-back loan arrangement on exactly the same terms was fatal and ECL was the substantive owner of the interest payments – 30% withholding.
ii. SDI Netherlands

1. Royalty payment from U.S. to Bermuda subject to 30% withholding tax

2. Royalty payment from U.S. to Netherlands exempt from withholding

3. HOLDING

a. License agreements had “separate and distinct terms”

b. SDI Netherlands had an independent role

c. SDI Netherlands was compensated for its efforts

d. IRS didn’t make an Aikens argument

e. No withholding tax
4. Note: if a country has a limitation on benefits article, we cannot do this, even under SDI Netherlands (but not all countries have one…)
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iii. Rev. Rul. 80-362

1. Individual unrelated to Netherland corporation

2. Royalty to Individual fixed and not contingent on the license by Netherlands to U.S. corporation

3. IRS found royalty by Netherlands to Individual was subject to U.S. withholding tax

a. Not a treaty argument but a sourcing argument.

b. SDI Netherlands court mentioned this ruling was without legal authority
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b. Limitation on Benefits
i. Purpose is to prevent treaty shopping and other inappropriate uses of treaties (think Aiken Industries, SDI Netherlands, etc.)

ii. The LOB provisions apply objective tests to determine if person claiming treaty benefits has a sufficient nexus with the treaty countries to entitle it to treaty benefits

iii. Treaties vary significantly; certain treaties do not have a LOB provision

c. Limitation on Benefits – 2016 Model Tax Treaty
i. In order to qualify for benefits, must be a “resident” of one of the Contracting States and a “qualified person”

1. First, look to Article 4 to determine if person is a resident

2. Next, move on to whether resident is a qualified person

ii. Qualified persons:

1. Individual who is resident

2. Public companies:

a. Principal class of stock regularly traded on a recognized stock exchange AND

i. Stock exchange located in the Contracting State of which the company is resident, OR

ii. The company’s primary place of management and control is in the Contracting State

3. Private companies:

a. Resident ownership test AND

i. 50% (or more) of its shares or ownership interests are held by persons who are Qualified Persons

b. Base erosion test

i. Less than 50% of the company’s gross income is paid or accrued to non-residents of the Contracting States in the form of deductible payments

iii. Active Trade or Business Test ( do when not a qualified person 
1. Resident company that is not a qualified person can still receive treaty benefits if:

a. That company is engaged in the active conduct of a trade or business in the treaty country and the item of income being paid by the [United States] “emanates from, or is incidental to,” that trade or business.

i. Certain activities do not qualify

iv. Equivalent Beneficiary Test: (mostly in E.U. ( still must meet deductible payments test) 
1. A company that is a resident will be entitled to treaty benefits, regardless of whether it is a qualified person, if:

a. At least 95% of the vote and value is owned by 7 or few persons that are “equivalent beneficiaries”

i. Think members of the EU; French company owned 100% by Dutch individual can qualify because Dutch individual would qualify for benefits under the Netherlands-U.S. tax treaty

b. Meets the prior base erosion test – e.g. more than 50% of gross income not paid in the form of deductible payments to persons who are not equivalent beneficiaries

III. SOURCE OF INCOME
a. General Rules - IRC §§ 861 and 862
i. Interest = sourced where the payor is

ii. Dividends = sourced where the payor is
1. i.e., U.S. Corp = U.S. source

2. foreign corp ( not U.S. source unless substantial portion of income is U.S. (see section)
iii. Personal services = sourced where the personal services are performed (but see very de minimis exception)

iv. Rents and Royalties

1. Rents = where the property is located 
2. Royalties = where use of the property occurs

v. Disposition of real property = where the property is located

vi. Inventory (when seller has purchased it) = where title passes

1. See Treas. Reg. § 1.861-7(c): sale of personal property is consummated at the time when, and the place where, the rights, title and interest of the seller in the property are transferred to the buyer.

2. Not always clear ( look to terms of contract, etc. 
b. Sale of Personal Property - IRC §§ 865 ( i.e., capital gains n such
i. General rule = residence of seller determines source
1. So for capital gains ( residence of the seller

a. Stock, etc. 
ii. Special definition of “US resident” for these purposes (§ 865(g)):

1. US resident = any individual who:

a. Is a US citizen or resident alien (as we learned those terms in the jurisdiction lecture) AND does not have a tax home (as defined in § 911) in a foreign country, OR

b. Is a nonresident alien and has a tax home in the United States

c. Special Rules
i. Sales of intangibles (§ 865(d)): HAS BEEN ON FINALS
1. Must analyze the purchase price

a. If, payment is not contingent on productivity use or disposition, general rule applicable to personal property (e.g., residency of seller determines source)

b. If, payment is contingent, then payment is treated as a royalty under the royalty rules (kicks you back to 861)
c. Phrased another way:
i. If your sale of intangible is contingent on the productive use, it is a royalty and will be treated as such (to the extent such payments are contingent) ( kicks back to 861
ii. Sales of inventory produced by the seller (§ 863(b))

1. General inventory rule applies to inventory purchased by the seller; special rules apply where the seller produces/manufactures the inventory
a. Income must be allocated and apportioned solely on the basis of the production activities with respect to the inventories (new as of 2018)
i. i.e., look to where production activities occur = source
b. When the inventory is produced in part in the US and in part in a foreign country or countries, the seller must allocate the source of income in proportion to the average adjusted bases of the production assets.

i. Inventory that is merely packaged, labeled or subject to minor assembly will not be treated as produced or manufactured to the extent of those activities

iii. Sale of inventory by nonresident with US office

1. If nonresident has an office or place of business in the US, then income for the sale by the nonresident of ANY property, including inventory, which is attributable to that office is US source.

a. Does not apply if inventory is sole for use or consumption outside the US, but only if taxpayer’s office outside the US materially participated in the sale

d. Commissioner v. Wodehouse
i. Issue

1. How should the payments be categorized?

a. Royalties?

i. If so, were they gross income because they were paid in lump-sums?

b. Sale of property?

ii. Holding

1. Payments were royalties and thus subject to tax

a. Court apparently found they were royalties because they were for the use of copyrights and were a transfer of less than substantially all of the rights conferred (e.g., only the North American rights)

iii. Dissent:

1. Analyzes contract to determine what was transferred; the notion that copyrights are somehow indivisible so it is impossible to sell only certain rights is questioned
[image: image6.png]Pelham
Wodehouse

“Sale” of US rights in various
publications

France

United States

Lump sum payments
of cash

1
1
1
1
1
I
1
1
1
¥

US Publishers





e. Karrer v. Commissioner
i. Additional Facts:

1. Karrer had to apply for the US patent in his own name and then transfer it to Basle

2. Nutley made payments directly to Karrer based on the contracts between Karrer and Basle; payments made at the instruction of Basle

ii. Issue:

1. Were payments royalties from within the US or payments for services performed outside the US?

iii. Holding:

1. Payments were for services; Karrer did not own anything to give rise to royalty income

2. The fact that the payments were made by a US corporation is not determinative to the sourcing question; look to the property or the services from which the particular income is derived
3. Takeaway ( analyze the property

a. If you have no rights to the property (i.e., no ownership), should NOT be subject to royalty treatment
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f. Boulez v. Commissioner
i. Issue:

1. Were the payments royalties or compensation for personal services?

ii. Holding

1. Payments were compensation for personal services

a. The contract contained no language of a conveyance by Boulez to CBS of any property rights in the recordings which could give rise to royalty income.

i. The contract calling the payments “royalties” was not enough, especially given the contractual language classifying the consideration as personal services

iii. Why did Boulez want royalty income in this instance?

1. ADD THIS FROM NOTES
( I think something with tax treaty tho
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g. Korfund v. Commissioner

i. Issue:

1. Were the payments from sources within the US?

a. Why was Korfund, the US company, the petitioner?

ii. Holding

1. Payments were from sources within the US

a. Zorn and Stoessel had the right to compete in the US; these rights were given up, which rights were interests in US property; what they received was in lieu of what they might have received
b. Takeaway ( non-compete = personal services

i. Source where non-compete is applicable 
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IV. BUSINESS INCOME ( SECTIONS 871(b) and 882(a)
a. 871(b) ( Income connected with United States business--graduated rate of tax

i. Imposition of tax

1. A nonresident alien individual engaged in trade or business within the United States during the taxable year shall be taxable as provided in section 1 or 55 on his taxable income which is effectively connected with the conduct of a trade or business within the United States.

ii. Determination of taxable income
1. In determining taxable income for purposes of paragraph (1), gross income includes only gross income which is effectively connected with the conduct of a trade or business within the United States.

b. 882(a) ( Imposition of Tax
i. In general

1. A foreign corporation engaged in trade or business within the United States during the taxable year shall be taxable as provided in section 11, or 59A, on its taxable income which is effectively connected with the conduct of a trade or business within the United States.
ii. Determination of Taxable Income

1. In determining taxable income for purposes of paragraph (1), gross income includes only gross income which is effectively connected with the conduct of a trade or business within the United States.

c. WHAT IS A TRADE OR BUSINESS??

i. Not defined anywhere in the Code.

1. Nominally helpful examples telling you what is not a trade or business:

a. 864(b)(1) and (2)
i. (1) ( performance of personal services (basically worthless now)

ii. (2) trading in securities or commodities

2. So where do we look for definition of trade or business since no definition is in the code? ( CASE LAW
ii. Balanovski

1. Dude has a partnership (Argentina) but spends a lot of time in U.S. doing business deals

2. Why did the court determine there was a U.S. trade or business here?

a. Key issue ( he was in the U.S. A LOT 

i. Negotiating, inspecting goods, getting new customers, etc. 

ii. Basically, the court looked to the extend of business being done in the U.S. ( he was physically present, doing business in the U.S. continuously and with a high volume

1. Doing business on behalf of a partnership ( see section 875

iii. List of activities in U.S.

1. Physically present in the United States for ten months

2. Obtain offers from sellers

3. Communicate offers to Horenstein

4. Accept offers from sellers

5. Pay supplier via letter of credit

6. Receive payment of commissions

7. Arrange shipment of goods

8. Inspect machinery

9. Employ a secretary

10. Maintain a (hotel) office

11. Advertise his US address on external documents

12. Develop other business opportunities

13. Received letters, took meetings, etc. at his US address

14. Granted POA to Miss Devine when away from United States
iv. List of activities outside of U.S.

1. Communicate offer to IAPI

2. Acceptance of offer with IAPI
b. Takeaway ( continuous, substantial, numerous activities in U.S. give credence to a U.S. trade or business

c. But, we still need more… 

iii. Lewenhaut 

1. TP was a Swedish count. He was not doing business directly in the U.S. ( business was done through an agent
2. Key issue ( does business through an agent count as business activities of the principal?

a. 1. Look first to the activities of the TP

b. 2. Look to agent of TP to see if the agent was engaged in a trade or business

3. Here, what did the agent do that created a “U.S. trade or business?”

a. Executing leases;

b. Renting the properties;

c. Collecting the rents;

d. Keeping books of account;

e. Supervising repairs;

f. Paying taxes and mortgage interest;

g. Insuring the properties;

h. Executing an option agreement;

i. Executing sales transactions;

j. Regularly corresponding with father (also a POA of Lewenhaupt)

k. Submitted monthly reports;

l. Advising and consulting

4. KEY QUESTION ( is the agent independent or dependent?
a. Here, the agent was DEPENDENT
i. Agent being dependent on a foreign P is key. If agent is dependent, then look to Balanofsky analysis 

5. Two concepts to takeaway

a. 1. substantial activities on the ground? (if yes, move to 2 below)

b. 2. Even if foreign P is not doing the actions, if the agent is not independent, the agent’s actions will be attributable to the P. 

iv. Chang Hsiao Liang

1. Found NOT to be engaged in a U.S. trade or business

a. Why?

i. Agent was independent ( was an independent broker

1. Made decisions on his own, etc. 

2. This was agent’s own business. P was just a client

ii. If agent’s activities are not attributable to P, look to the P himself and what his activities in U.S. are

1. Here, he was doing nothing in U.S. ( was sitting in jail in China

2. Critical facts

a. No presence in the United States

b. Agent had sole discretion on management decisions

c. No hedges; short sales; put or call options

d. Agent commission based on total earnings of account regardless of source

e. Large sales years explained by global events (entrance and exit of WWII), which was common among investors

f. Average holding period of securities was 5.8 years

g. More than 90% of gross gain was from securities held for more than 2 years

h. More than 40% of gross gain was from securities held for more than 5 years
3. Codified in 864(b)(2)

4. Takeaway ( look at agency

a. Independent ( look to foreign P’s direct activities (don’t look at agent).

b. Dependent ( agents actions attributable to P

d. Business Income

i. Spermacet Whaling

1. IRS argues Smidas was an agent of Spermacet (AKA a strawman in this situation)

2. Also argued Smith was an agent of Spermacet because he was doing activities in the U.S.

a. Court said NO

i. you can have people in U.S. doing small things (AKA ministerial)

3. takeaway ( when looking at Balanofsky “continuous activity” test, those activities must be towards the brunt of the business

a. can’t be ministerial, can’t be ancillary 

ii. Piedras Negras

1. Radio station incorporated in Mexico
2. U.S. companies paid for ads b/c most listeners lived in the U.S.

3. Activities in U.S.

a. Independent contractors “handled” contracts with advertisers in the United States

b. Maintenance of a US mailing address

c. Use of hotel room in United States where it counted and allocated the funds received in the mails each day

d. Majority of “responses” from listeners came from the United States

e. 95% of income was from United States

f. Bank accounts maintained in United States
4. Activities outside of U.S.

a. Corporation organized and maintained in Mexico

b. Principal office and place of business in Mexico

c. Radio station in Mexico
5. Was income U.S. source?

a. IRS argued customers were in U.S., and revenue came from U.S. sourced

b. HOWEVER, the court said income was NOT U.S. source

i. Reasoned that money came from services, which originated in Mexico (source of broadcast)

ii. Plus, agent was independent 

c. Critical here:
i. This applies today

1. Think of servers

a. Have all servers, physical offices, etc. offshore and sell to U.S. companies

i. Won’t be U.S. source

b. Need servers in the U.S.?

i. Rent space from an independent contractor 

2. Basically, entire rule focuses on physical location of the “seller”

iii. Can a treaty help us??

1. Article 7 BUSINESS PROFITS 
a. 1. Profits of an enterprise of a Contracting State shall be taxable only in that Contracting State unless the enterprise carries on business in the other Contracting State through a permanent establishment situated therein. If the enterprise carries on business as aforesaid, the profits that are attributable to the permanent establishment in accordance with the provisions of paragraph 2 of this Article may be taxed in that other Contracting State. 

b. 2. For the purposes of this Article, the profits that are attributable in each Contracting State to the permanent establishment referred to in paragraph 1 of this Article are the profits it might be expected to make, in particular in its dealings with other parts of the enterprise, if it were a separate and independent enterprise engaged in the same or similar activities under the same or similar conditions, taking into account the functions performed, assets used and risks assumed by the enterprise through the permanent establishment and through the other parts of the enterprise. 
c. 3. Where, in accordance with paragraph 2 of this Article, a Contracting State adjusts the profits that are attributable to a permanent establishment of an enterprise of one of the Contracting States and taxes accordingly profits of the enterprise that have been charged to tax in the other Contracting State, the other Contracting State shall, to the extent necessary to eliminate double taxation, make an appropriate adjustment if it agrees with the adjustment made by the first-mentioned Contracting State; if the other Contracting State does not so agree, the Contracting States shall eliminate any double taxation resulting therefrom by mutual agreement. 

d. 4. Where profits include items of income that are dealt with separately in other Articles of this Convention, then the provisions of those Articles shall not be affected by the provisions of this Article. 

e. 5. In applying this Article, paragraph 8 of Article 10 (Dividends), paragraph 5 of Article 11 (Interest), paragraph 5 of Article 12 (Royalties), paragraph 3 of Article 13 (Gains) and paragraph 3 of Article 21 (Other Income), any income, profit or gain attributable to a permanent establishment during its existence is taxable in the Contracting State where such permanent establishment is situated even if the payments are deferred until such permanent establishment has ceased to exist.
2. Article 5 ( Permanent Establishment

a. Tests
i. Paragraph 2

1. test is whether there is something fixed and physical on the ground in the U.S.

ii. Paragraph 3

1. construction/development

a. not a permanent establishment unless you are there for more than 12 months

iii. paragraph 4

1. what is NOT considered a permanent establishment

2. there is a big one in (e)

a. i.e., a ministerial/clerical role

iv. paragraph 5 ( agents

1. can give rise to a permanent establishment

2. basically Lewenhaut case (but with differences!)

a. without treaty, analysis is indepdent v. dependent agent

b. once you have dependent status, treaty adds some stuff

i. need authority to conclude contracts that are binding on the enterprise

ii. so, if treaty applied in Lewenhaught, would NOT have been U.S. source because agent did not have power to bind (needed to call TP or TP’s father)

c. takeaway ( if treaty applies, sign K’s and make decisions outside of U.S.

v. paragraph 6 

1. if agent is INDEPENDENT, not a permanent establishment

a. similar analysis to case law for independent v. dependent 

vi. paragraph 7 

1. deals with foreign parent and U.S. sub

a. does not make foreign parent considered to have a permanent establishment 

e. ECI ( Effectively Connected Income (Section 864(c))
i. 864(c)(8) ( Gain or loss of foreign persons from sale or exchange of certain partnership interests. --
1. (A) In general. -- Notwithstanding any other provision of this subtitle, if a nonresident alien individual or foreign corporation owns, directly or indirectly, an interest in a partnership which is engaged in any trade or business within the United States, gain or loss on the sale or exchange of all (or any portion of) such interest shall be treated as effectively connected with the conduct of such trade or business to the extent such gain or loss does not exceed the amount determined under subparagraph (B).
ii. 864(c)(1)

iii. 864(c)(2)

1. AKA sometimes you will have obvious business income. But sometimes there is other income, like interest…
iv. 864(c) ( the force of Attraction Rule

1. As a general matter, as soon as you are connected with a U.S. T/B, 864(c)(3) presumes that income is ECI

a. AKA assumes that income is effectively connected with the U.S. T/B

2. 864(c)(2) ( what we use to prove the presumption wrong

a. Analyze each piece of income and see if it is not ECI

i. Note: just because income is not ECI does not mean it is not U.S. source

1. Foreign TP could thus be taxed under two different tax regimes 

3. 864(c)(4)

a. If not U.S. source, no JxD to tax 

i. BUT, there are exceptions in (B) and (C)

f. InverWorld ( what NOT to do
i. Initial notes: 

1. Foreign corporations operating in the United States are subject to two U.S. taxation regimes. Under the first regime, a foreign corporation engaged in trade or business within the United States during the taxable year is taxable on its income which is effectively connected with the conduct of such trade or business within the United States (effectively connected income). Sec. 882(a)(1).
2. Effectively connected income can originate from sources within the United States, sec. 864(c)(2) and (3), or from sources without the United States, sec. 864(c)(4), and is taxed at the same rates that apply to a U.S. corporation under section 11
3. Under the second regime, a flat tax of 30 percent is imposed on a foreign corporation's gross income from "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", but only to the extent the amount is received from sources within the United States and is not effectively connected with the conduct of trade or business by such corporation within the United States. Sec. 881(a).
4. A foreign corporation is not subject to tax on its income which is not effectively connected with its conduct of trade or business within the United States and which is received from sources without the United States. Id.
5. In sum, if LTD is engaged in trade or business within the United States, income items effectively connected with LTD's trade or business, including items from sources without the United States as described in section 864(c)(4), are taxed pursuant to section 882(a)(1) at regular corporate rates; income items not effectively connected with any trade or business conducted by LTD within the United States, if sourced from within the United States, are taxed at 30 percent pursuant to section 881(a), but if sourced from without the United States, are not subject to U.S. taxation(but if you ETB, non us source generated by a physical office in US, no different from US company).
ii. On to the case

1. First:  U.S. resident? ( NO. place of incorporation was Cayman Islands

a. Facts: InverWorld essentially is a Cayman Island company that is buying and selling securities. However, had a sub (INC) which was in charge of the actual investment activities. It had an office in San Antonio and did a bunch of activities for its parent. 
2. U.S. source income?

a. General rule is non-U.S. source means no jurisdiction to tax

b. If YES, next question is “are you engaged in a U.S. trade or business?” and the corollary Q, “is there ECI?”

i. if yes, will be taxed under usual U.S. gradual rates 871(b) or 882 and will file U.S. tax return

iii. Facts: Facts: InverWorld essentially is a Cayman Island company that is buying and selling securities. However, had a sub (INC) which was in charge of the actual investment activities. It had an office in San Antonio and did a bunch of activities for its parent. 

iv. SEE INVERWORLD NOTES FOR MORE

g. Taisei Marine Fire ( example of WHAT TO DO

i. Income from insurance and reinsurance 

ii. Claiming it should only be taxable in Japan, because the companies were being paid for services they were performing in Japan

iii. U.S. claimed fortress was not an independent agent, and thus P’s were engaged in a U.S. trade or business

1. Japanese companies had no U.S. offices, and no activity in U.S.

2. So, only way U.S. could tax P’s was if fortress was a DEPENDENT agent of the P’s

iv. What factors did they look at to determine if Fortress was independent?

1. Fortress was a distinct legal entity

a. Separate ownership

b. Separate directors 

c. Fortress acted in its own independent capacity

2. Fortress had huge profits

a. Was not a sham (i.e., not back-to-backing like Akin Industries case

3. Different contracts with each of the businesses

4. Had business risk on each contract

5. Were out soliciting business 

6. No external control from the Ps

7. Fortress had separate board of directors and separate 

h. Fund Hypo
i. Look to notes, recording if needed (class missed)

i. Greishen Magnesite ( ALSO SEE PP
i. Greek company purchases an interest in a U.S. LLC (taxed as a partnership)

ii. Company sold partnership interest ( was it U.S. source?

1. IRS said this was ECI b/c partnership was a U.S. T/B

iii. Greishen arg ( sale of a capital asset (865(a)) so sourced to where the seller is resident (i.e., foreign income)

iv. How did the court approach this problem?

1. Remember the Mance Raider thing ( had to worry about 302 (disguised dividends)

2. Court looked to sub K 

a. Entity theory v. aggregate theory

b. Note: 875 provides that a foreign partner of a U.S. partnership is deemed to be engaged in trade or business of that partnership (I think 875(a)(1))

c. However, partnership interest is a capital asset and court gave sale entity treatment 

3. Court sourced income ( remember, general rule is sourced to where seller is. Here, seller was foreign, so foreign source. But, does an exception apply?

a. No. left with the general rule

i. 864(c)(4)(B) ( did not apply 

ii. 865(e)(2)(A) ( U.S. office rule

1. If the foreign source capital gain income is attributable to a U.S. office, this rule will resource the income to U.S. source

2. IRS argued that the sale of the partnership asset was attributable to Premier’s (the partnership’s) office ( two step analysis 

a. (1) Was the U.S. office a material factor in producing the income? AND

b. (2) Did the U.S. office regularly carry on the activities from which the income is derived

i. Court said no

ii. Thus, the foreign source capital gain will not be resourced to U.S. source

iii. NOTE: code has factors to consider (look at as needed)

c. Key here: redemption is not a regular activity of the partnership. The U.S. trade or business is not involved in flipping partnership interests. This was a one-off transaction. 

v. So here, taxpayer victory. 

vi. BUT, THIS IS NO LONGER GOOD LAW!!

1. 86(c)(8) ( gain or loss on partnership interests by foreign person will be ECI if partnership is engaged in U.S. T/B

a. Code section might be off… 

vii. Takeaway from this case ( the analysis

1. First went thru sub K

2. Then applied international rules

a. Sourcing first

b. Then exceptions

j. Hypo ( Offshore Biotech

i. Look to notes for example

TAXATION OF NON-BUSINESS INCOME
I. Taxation of non-business income (FDAP Income)
a. Starting point ( § 871(a):  30% tax (gross basis) on US source (§ 881(a) for corps):

i. Interest, dividends, rents, salaries, wages, premiums, annuities, compensations, remunerations, emoluments and other “fixed or determinable annual or periodical” gains, profits and income.

1. Commonly referred to as “FDAP income”.
ii. Sale of IP the price of which is contingent (e.g. § 865(d))
b. What is FDAP? § 871(a) is not exclusive – FDAP also includes:

i. Royalties

ii. Awards and prizes

iii. Alimony

iv. Gambling winnings

v. Generally, any U.S. source income that is not ECI or otherwise excepted
1. i.e., FDAP only applies to the extent it is not ECI
c. Can a treaty reduce the rate?

i. YES ( be sure to ALWAYS look at any relevant treaty

II. Taxation of Non-Business Income – Barba (Case Illustration)
a. Are Keno winnings FDAP given their uncertainty?

i. The words “annual” and “periodical” do not mean actually recurring but are merely generally descriptive of the character of the gains, profits and income which arise out of such relationships as those which produce readily withholdable interests, rents, royalties and salaries, consisting wholly of income, especially in contrast to gains, profits and income in the nature of capital gains from profitable sale of real or personal property.

ii. No reason to construe “fixed or determinable” as meaning that the amount of income must be known before it is received.  The legislative purpose is carried out if the income is sufficiently “determinable” to the payor so that he may readily compute at the flat rate the tax to be withheld before paying out the remainder.
b. Can you net losses?

i. Do not arise from the same transaction, so no.  Gross means gross.
I. Taxation of Business Income

a. § 871(b):  income effectively connected with a US trade or business is subject to US tax (net basis) at graduated rates
II. Taxation of Business Income – Real Estate Election
a. § 871(d):  election with respect to real estate income that would be FDAP; may be treated as ECI
III. Taxation of Non-Business Income – Portfolio Interest

a. § 871(h):  repeals tax on so-called portfolio interest (§ 881(c) for corps)
i. Documentation requirements:

1. Registered form (exemption for bearer form loans repealed for loans issued on or after March 18, 2012)

2. Form W-8BEN

3. Cannot be payable to bearer at any time prior to maturity
ii. Ineligible recipients:

1. Bank on extension of credit made under loan agreement entered into in ordinary course of its trade or business

2. Received by 10-percent shareholder, meaning holder of 10% of voting power of corporation using § 318(a) attribution, or 10% profits or capital interest in partnership

3. Attribution rules offer planning opportunities
iii. Does not apply to contingent interest

iv. Does not apply if interest is ECI
IV. Taxation of Capital Gains

a. § 871(a)(3):  30% tax on US-source capital gains realized by an NRA who is physically present in the United States for 183 days or more in the taxable year.  For these purposes, capital losses realized during the year may offset these gains, but cannot carry forward or back losses

i. How can an NRA have US-source capital gain??

1. See § 865(g) and definition of US resident for sourcing purposes:

a. Any individual who is a nonresident alien and has a tax home in the United States

WITHHOLDING RULES
I. Withholding Rules

a. Scenario

i. There is a non-U.S. person with a bunch of U.S. source income. However, they have no ETB and no agent. Thus, the income is FDAp under 871(a)

ii. But, how does the person actually pay the 30% tax?

1. i.e., this scenario gives rise to a collection problem

iii. this is solved by requiring the payor withhold on behalf of the payee (think of like an employer withholding on behalf of employee)

1. what if the payor does not withhold?

a. Payor is liable

iv. So what can the payor do to protect themselves? 

1. Form W-8BEN ( a get out of jail free card for payor

a. Disney example

i. Foreign SH. Disney said it will release a dividend. Notifies SH that 30% will be withheld unless SH fills out a W-8 BEN with an applicable lower rate (because of tax treaty)

ii. For our purposes, lets say SH is Netherlands resident ( 15% under treaty (most likely in this scenario). They fill out the form and send it back to Disney notifying them to only withhold 15%

iii. IRS then comes to Disney and said withholding should have been 30%

iv. Disney shows the W-8BEN to IRS ( Disney is saved!!

b. Listen to recording for banking example

II. Withholding Forms
a. W-8BEN

i. Tells you (1) who the beneficial owner is; (2) country of residence; (3) tells you withholding reduction/elimination; (4) get out of jail free card for person responsible for withholding

1. This form is the standard form of non-U.S. resident with U.S. source income ( usually used to get treaty benefits

ii. Landlord example

1. I rent a new place. LL is Swedish

a. I would ask him to fill out a W-8BEN so I could withhold from my rent payments

i. U.S. source under 861

ii. FDAP under 871(a)

b. W-8BEN-E
i. New form

ii. Add notes from FATCA lecture

c. W-8ECI

i. Means that person is engaged in a ETB so you won’t need to withhold (because they will be required to fill out a U.S. return)

d. W-8EXP
i. Tax exempt ( no withholding

1. Charity

2. Foreign government

e. W-8IMY

i. Foreign intermediary (flow through)

1. Tells that you that they are not the beneficiary owner, just an intermediary 

f. NOTE ( if you have a client who has portfolio interest, ALWAYS apply 871(h) over treaty

i. Portfolio interest is 0%

1. Always go to 871(h) first when you see interest

a. 881(c) is parallel for corporations (881 is corporate analog for 871 as a whole)

ii. “registered form” = you need to have a list somewhere with who you’re paying the interest to
1. If you want to claim portfolio interest, you need to give a W-8BEN. 

a. Note limitation with contingent interest and 10% SH

i. Also need to assert on form that these do not apply

g. 1441 ( individuals

i. Code section that says U.S. payor of FDAP must withhold

h. 1442 ( corporation analog 

FATCA ( Foreign Account Tax Compliance Act

· Intro

· Purpose: prevent U.S. taxpayers who hold financial assets in non-U.S. financial institutions (foreign financial institutions or FFIs) and other offshore vehicles from avoiding their U.S. tax obligations
· Intent is for FFIs to identify and report U.S. persons that hold assets abroad to the IRS and for certain non-financial foreign entities (“NFFEs) to identify their substantial U.S. owner.
· To comply, FFIs are required to enter into an FFI agreement with the U.S. Treasury or comply with intergovernmental agreements (IGAs) entered by their local jurisdiction
· Failure to enter into an agreement or provide required documentation results in the imposition of a 30% withholding tax on certain payments made to such customers and counter-parties.
· Intention is to gather information about the identity of U.S persons with offshore assets by the threat of subjecting non-compliant foreign financial institutions to a withholding tax on certain types of passive income.
· As a result, the IRS updated Form W-8BEN and published brand new Form W-8BEN-E to certify the status of the beneficial owner of foreign entities.
· Forms W-9, W-8BEN and Form W-8BEN-E

· Form W-9

· For U.S. citizens and U.S. residents.

· Request of a U.S. taxpayer identification number (or EIN for company).

· Form W-8BEN

· To Establish that the taxpayer is not a U.S. person;

· Claim that the taxpayer is the beneficial owner of the income for which Form W-8BEN is being provided or a foreign partner in a partnership subject to U.S. tax withholding.
· Claim a reduced rate of, or exemption from, withholding as a resident of a foreign country with which the United States has an income tax treaty and who is eligible for treaty benefits.
· Form W-8BEN-E

· For foreign entities that are maintaining an account with a Foreign Financial Institution requesting this form.

· Form is new and complicated.

· After determining the status of a foreign entity, certain parts of the form need to be completed.
· Intergovernmental Agreements

· January 13, 2013, the U.S. Treasury Department and the IRS released final regulations for FATCA

· Final regulations introduced the Global Intermediary Identification Number (GIIN).

· Emphasis is on the relationship of the regulations with the two forms  of IGA (Model 1 and Model 2).

· FFIs in Model 1 IGA jurisdictions will be governed by the laws enacted in their own countries

· FFIs in Model 2 jurisdictions will follow the final regulations
· Model 1 IGAs require FFIs to report all FATCA related information to their own governmental agencies, which will then report the FATCA-related information to the IRS.

· Some Model 1 IGAs are reciprocal, requiring the U.S. to provide certain information about residents of the Model 1 country to the Model 1 country in exchange.

· An FFI covered by a Model 1 IGA will not need to sign an FFI agreement, but it will need to register on the IRS’ FATCA Registration Portal or file Form 8957.
· Model 2 IGAs require FFIs to report information directly to the IRS. 

· FFIs will need to register with the IRS, and certain FFIs will sign a version of the FFI agreement modified to reflect the IGA.
· Entity Classification

· An entity’s responsibilities are primarily driven by its classification as either a U.S. withholding agent (USWA), a foreign financial institution (FFI) or a non-financial foreign entity (NFFE).

· U.S. Withholding Agent

· Includes person that has the control, receipt or custody over the disposal or payment of a withholdable payment or foreign passthrough payment. 

· Includes domestic partnerships, corporations or any non-foreign estates and any trusts if a U.S. court is able to exercise primary supervision over the trust.
· Foreign Financial Institution

· Definition: any financial institution that is a foreign entity.

· Includes:

· Depository institutions: entity that accepts deposits or other similar fund investments in the ordinary course of a banking or similar business.

· Custodial institution: entity that holds financial assets for third parties as a substantial portion of its business. Defined as earning over 20 percent of its gross income from such activities during the shorter of the last three years ending on December 31 of the preceding year in which the determination is made or its existence. If the entity is a start-up, it must determine whether it anticipates meeting the 20 percent income test based on its expected assets and operations.
· Investment Entity:

· Investment or portfolio management business for customers

· Investment advisers, investment management companies, brokers, entities administering or managing funds, money or financial assets on behalf of other persons.

· Investment vehicles 

· Professionally managed investment funds, mutual funds, SICAVs, trusts and other similar entities. Ex; investment trusts that are managed by trust companies will generally be classified as an FFI.

· Entities professionally managed by other FFIs

· Investment vehicle created to invest in financial assets (hedge funds, venture capital funds, exchanged traded funds.

· Generally, small trusts or similar types of entities that are not professionally managed will not fall under this definition and instead be classified as a NFFE (likely passive NFFE).
· Specified insurance company: insurance company or holding company with an insurance company in its expanded affiliated group that is obligated to make payments with respect to cash value insurance or annuity contracts.
· Holding Company or Treasury Center: holding company involved in directly or indirectly holding all or part of the outstanding stock of one or more members of its expanded  affiliated group that includes a depository institution, a custodial institution, insurance company or an investment entity.
· Entities excluded: 

· excepted nonfinancial group entity, an excepted nonfinancial start-up or an entity entering a new line of business, an excepted nonfinancial entity in liquidation or bankruptcy, an excepted inter-affiliated FFI, a non-profit organization.
· Deemed Compliant FFIs and Exempt Beneficial Owners

· Less impact in terms of what they are required to do to comply with FATCA

· Registered deemed compliant FFIs: need to register with the IRS, obtain a GIIN and comply with other requirements. They must select a responsible officer and such officer must certify every three years that the entity remains compliant. Sponsored investment entities and CFCs benefit also from the deemed compliant status. 

· Certified deemed-compliant FFIs 
· include non-registering local banks, sponsored closely held investment vehicles, limited life debt investment entities and low value account FFIs.

· For FFIs with low-value accounts to qualify as a certified deemed compliant FFI, the FFI must not be an investment entity, must not have any accounts exceeding $50,000 and must not have more than $50 million in assets.

· They will have far less administrative requirements since they do not need to register with the IRS or select a responsible officer.
· Owner Documented FFI: 

· meant for smaller passive investment vehicles that are technically still considered FFIs (generally as a professionally managed investment entity). They are typically very small investment entities or trusts were signing an FFI agreement would be onerous given the size of the entity. 

· Treating them as owner-documented FFI whereby U.S. owner information is provided to the withholding agent and subsequently reported to the IRS serves the same purpose behind FATCA.  
· Exempt Beneficial Owner: 
· Exempt beneficial owners acting as beneficial owners of a payment are generally exempt from FATCA and consist mainly of governmental entities, international organizations and central banks.  
· Non-Financial Foreign Entity

· If an entity does not fall under the definition of an FFI or is otherwise excluded from the definition, the entity would be considered a non-financial entity (NFFE).

· If the NFFE is not an excepted NFFE (including an active NFFE described below), the NFFE (i.e. passive NFFE) will have to provide its withholding agent with information on any substantial U.S. owners, or if none exist, a certification to that effect.

· NFFEs do not need to be registered with the IRS.
· Excepted NFFEs

· Include publicly traded corporations and affiliates, territory NFFEs that are directly or indirectly wholly owned by bona fide territory residents in the NFFE’s country of organization or active NFFEs.

· Active NFFEs: entities that conduct an actual business activity other than holding assets that produce investment income such as interest, dividends, rents etc…any entity may be classified as an active NFFE if:

· Less than 50% of its gross income for the preceding year is passive income; and

· Less than 50 percent of the weighted average percentage of assets (tested quarterly) held are assets that produce or are held for the production of passive income.
· Passive NFFEs

· Any NFFE that is not otherwise excepted will be a passive NFFE and must provide the withholding agents with a certification regarding its substantial U.S. owners (if any).

· Substantial U.S. owners include any specified U.S. person directly or indirectly owning more than 10 percent of the passive NFFE. 

· The passive NFFE is also required to aggregate the ownership values of any related parties to determine whether the ownership threshold is met.
· Foreign Financial Institution Requirements

· FFI Agreement

· Other than Model 1 FFIs, entities meeting the definition of an FFI that are not otherwise excluded from the definition, deemed-compliant or exempt, must enter into an FFI Agreement with the U.S. Treasury to avoid withholding under FATCA. 

· For an FFI to be eligible to enter into an FFI agreement, all FFIs within the FFI’s expanded affiliated group must register to become a participating or registered deemed-compliant FFI.
· Definition of Financial Account

· Depository account, custodial account, certain equity or debt interests in another entity or insurance an dannuity contract.

· Documentation and Due Diligence

· Unless otherwise provided in an applicable Mode 2 IGA, since January 1, 2014 participating FFIs must follow certain procedures to identify and document the FATCA status of each of its account holders to determine whether the account is a U.S. account, non-U.S. account or an account held by a recalcitrant account holder or nonparticipating FFI. 

· New Entity Account Documentation

· The participating FFI has 90 days from account opening, or if earlier, the date of a withholdable or foreign passthrough payment to document the account before it must apply the presumption rules to determine the account holder’s Chapter 4 status.

· Participating FFIs can generally document account holders with a Form W-8 or Form W-9. 

· Account held by a Passive NFFE that provided documentation to establish its status as a passive NFFE but has not provided information or certifications regarding any substantial U.S. owners, the account is considered held by a recalcitrant account holder.

· Entity Documentation Due Diligence: Standards of Knowledge and Reason to Know

· Once documentation is collected, the participation FFI is required to conduct certain due diligence or validation procedures with respect to the documentation an information collected. An FFI that knows or has reason to know (e.g. based on information in its files, or records) that the FATCA classification on a withholding certificate is invalid may be liable for any withholding required under FATCA due to invalid classification, as well as any penalties and interest on the withholding. 

· Instances of U.S. indicia in account records despite claim of foreign status on Form W-8 including a U.S. place of birth for individuals, a U.S. residence address, U.S. mailing addresses or U.S. telephone number, a U.S. power of attorney or a U.S. “in-care of” or “hold mail” address.

· Withholding

· Under the FFI agreement, a participating FFI agrees to withhold 30% on any withholdable payment made to a recalcitrant holder or non participating FFI.
· Reporting

· Under the FFI agreement, a participating FFI agrees to report on specified U.S. individuals, specified U.S. owners of accounts held by owner-documented FFIs and substantial U.S. owners of accounts held by passive NFFEs. Information will be reported to the new Form 8966 (FATCA report) and is generally due by March 31 of the year for the prior year’s information.

· Or accounts held by U.S. persons (U.S. account), the FFI is required to report the following information:

· For Passive NFFEs, or owner-documented FFIs: the name of the entity;

· The name, address and TIN of each specified U.S. person, substantial U.S. owner o a passive NFFE or specified U.S. owner of an owner documented FFI;

· The account number;

· The account balance or value of the account;

· Payments with respect to the account (FDAP income and gross proceeds), and

· Any other information as required on the applicable reporting form. 

US Real Estate
· See diagrams in slides

· Rental Income

· What is the source?

· Section 861(a)(4) – always US source
· i.e., where the property is
· So how is this taxed?

· FDAP?

· ECI?
· Is there a trade or business in the U.S.?

· Multiple properties

· Dependent agent

· Etc.

· i.e., think Lewenhaupt

· i.e., go through general rules and then ask if any special exceptions apply

· *remember, generally speaking you are better with ECI

· Also, remember LIMITATION ON BENEFITS!!!

· Capital Gains ( Disposition of U.S. Real Estate
· General rule ( residence of seller 

· But…( 861(a)(5)

· Sources US real property to US

· 897: FIRPTA ( Foreign Investment in Real Property Tax Act
· Basically, will be taxed as if income was ECI
· Lewenhaupt
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· Lewenhaupt cont. 
· Activities giving rise to trade or business:

· Apparently the number of properties (?)

· LaMontagne’s:

· Executing leases;

· Renting the properties;

· Collecting the rents;

· Keeping books of account;

· Supervising repairs;

· Paying taxes and mortgage interest;

· Insuring the properties;

· Executing an option agreement;

· Executing sales transactions;

· Regularly corresponding with father (also a POA of Lewenhaupt)

· Submitted monthly reports;

· Advising and consulting
· Do we care if it’s ECI or FDAP?
· *remember, generally speaking you are better with ECI
· Portfolio Loan Structure

· Make debt portfolio debt
· Must make sure to get around related party rules, etc. 

· How do we ensure ECI

· SECTION 871(d):

· (d) Election to treat real property income as income connected with United States business

· (1) In general

· A nonresident alien individual who during the taxable year derives any income--

· (A) from real property held for the production of income and located in the United States, or from any interest in such real property, including (i) gains from the sale or exchange of such real property or an interest therein, (ii) rents or royalties from mines, wells, or other natural deposits, and (iii) gains described in section 631(b) or (c), and

· (B) which, but for this subsection, would not be treated as income which is effectively connected with the conduct of a trade or business within the United States,

· may elect for such taxable year to treat all such income as income which is effectively connected with the conduct of a trade or business within the United States. In such case, such income shall be taxable as provided in subsection (b)(1) whether or not such individual is engaged in trade or business within the United States during the taxable year. An election under this paragraph for any taxable year shall remain in effect for all subsequent taxable years, except that it may be revoked with the consent of the Secretary with respect to any taxable year.
· SECTION 882(d) – same applies for foreign corporations

· Disposition of US Real Estate
· Section 861(a)(5):

· (5) Disposition of United States real property interest

· Gains, profits, and income from the disposition of a United States real property interest (as defined in section 897(c)).

· Section 897 = Foreign Investment In Real Property Act (FIRPTA)

· Gain from sale or exchange of “United States real property interest” (“USRPI”) taxed as if foreign seller were engaged in the conduct of a trade or business in the United States and the gain were effectively connected with such trade or business

· Therefore, foreign sellers are taxed on gains at the same rates applicable to U.S. sellers – gain can qualify for long-term capital gains treatment in the hands of a foreign seller

· Nonrecognition provisions do not apply unless in the exchange the seller receives property that would itself be taxable in sale or exchange

· Definition of USRPI (Treas. Reg. § 1.897-1)

· Interest in real property:

· Real property includes land, buildings, and other improvements

· Includes growing crops and timber, and mines, wells and other natural deposits – but once extracted or severed, crops, timber, ores, minerals, etc. are no longer USRPIs

· Includes “associated personal property”

· Includes direct or indirect right to share in appreciation in value, gross or net proceeds or profits from real property

· Does not include mortgage loan at fixed rate of interest (or variable rate such as prime, LIBOR, etc.)

· Interest in domestic corporation that was a U.S. real property holding corporation (USRPHC – see next slide) at any time during the 5-year period preceding sale

· US Real Property Holding Corporation
· Basic definition (§ 897(c)(2)): 

· Fair market value of USRPIs held on any “applicable determination date” equals or exceeds

· 50% of sum of FMVs of (i) USRPIs; (ii) non-U.S. real property interests; and (iii) other trade or business assets

· Look-through rule for assets held through entities; in the case of corporations, more than 50% control requirement

· USRPI does not include interest in corporation that has sold all of its USRPIs in taxable transactions

· Interest in regularly traded class of stock is a USRPI only if taxpayer owned 5% or more of class

· US Estate Tax Considerations
· Listen to recording if needed
