Introduction to TCJA International Reforms:
1. This Course will cover OUTBOUND U.S. International Taxation

a. Outbound U.S. International Taxation ( deals with the U.S. tax rules that govern when U.S. residents do business outside the U.S. (and, usually, pay tax outside the U.S.)
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b. “inbound” U.S. international taxation (Topic of IT I) 

i. Deals with foreign residents doing business inside the U.S. 
2. Explaining the TCJA’s International Reforms

a. Implements a hybrid system

i. firms pay a lower effective tax rate on foreign profits than on domestic earnings, with an explicit rate differential replacing their ability to defer tax on foreign earnings.

b. Three main components. TCJA:

i. Eliminates the tax on repatriated dividends that US-resident multinational corporations receive from their foreign subsidiaries.

1. allows US-resident companies to deduct from US taxable income 100 percent of the dividends they receive from their foreign affiliates, thereby eliminating the old repatriation ta

ii. Introduces a new low rate tax on intangible profits of US company subsidiaries located in low-tax foreign countries

1. imposes a new tax on Global Intangible Low Tax Income (GILTI) accrued within foreign affiliates in excess of 10 percent of the firm’s tangible overseas capital investment (less depreciation).  Between 2018 and 2025, companies can claim a 50 percent deduction for GILTI, creating a 10.5 percent  effective rate (half the 21 percent corporate rate).  Companies also can claim an 80 percent credit for foreign taxes attributable to GILTI. The result: GILTI tax applies to income in any country with an effective rate of less than 13.125% (10.5/0.8). After 2025, the GILTI deduction declines to 37.5%, the effective tax rate increases to 13.125%, and GILTI will apply in countries with corporate rates of less than 16.406%.

iii. Imposes a one-time transition tax on past profits of foreign affiliates of US companies

1. imposes a one-time tax on pre-2018 profits of foreign affiliates at rates of 15.5 percent for cash and other liquid assets and 8 percent for non-cash assets. This transition tax is payable over 8 years. Firms still get a foreign tax credit for the tax payments previously made, but it is reduced in proportion to the cut in the US tax rate on those profits.
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c. Two other significant provisions:

i. foreign-derived intangible income (FDII)

1. allow US corporations to deduct a portion of foreign-derived intangible income (FDII), income from exporting of products tied to intangible assets held in the United States.

a. Example ( foreign sales of a drug where the patent is held in the US. The deduction reduces the effective tax rate on this income to 13.125% through 2025 and to 16.406% after 2025.

b. The provision largely eliminates the incentive for US companies to locate intangible assets in their low-tax foreign subsidiaries when selling into foreign markets.

ii. Base Erosion Alternative Minimum Tax (BEAT),

1. limit the ability of both US and foreign-resident multinational corporations to strip profits out of their US affiliates by making deductible payments to related parties in low-tax countries.

a. The BEAT is a complex alternative minimum tax of 10% (12.5% after 2025) on modified taxable income, calculated by disallowing deductibility of payments to certain related foreign parties.

3. How U.S. Tax Reform Affects International Tax Considerations (article)
a. Review as needed.
Week 1 ( Introduction & Outbound Taxation

4. Introduction and Historical Overview:

a. This Course will cover OUTBOUND U.S. International Taxation

i. Outbound U.S. International Taxation ( deals with the U.S. tax rules that govern when U.S. residents do business outside the U.S. (and, usually, pay tax outside the U.S.)
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ii. “inbound” U.S. international taxation (Topic of IT I) 

1. Deals with foreign residents doing business inside the U.S. 

b. Two major issues for the government to consider on taxing OUTBOUND transactions:

i. (1) Double Taxation

1. how does U.S. system avoid taxing same income twice, when a foreign country taxes it, too? The answer is the Foreign Tax Credit, which we will explore in weeks 2 and 3.
ii. (2) “Incorporated Pocketbook”

1. how does the U.S. system prevent U.S. taxpayers from merely putting their assets/activities into foreign corporations, to avoid U.S. tax altogether? The answer is “anti-deferral” rules. This will be covered in weeks 4 and 5
c. “Outbound” International Tax Approaches:

i. “True” Territorial System

1. In a “True” Territorial System, the U.S. would only tax a person’s U.S. source income. Foreign source income earned by the U.S. person or a foreign subsidiary (even when repatriated to the U.S.) would not be taxed in the U.S. Accordingly, generally no foreign tax credits would be necessary
ii. “True” Worldwide System

1. In a “True” Worldwide System, all income earned by a U.S. person or its foreign subsidiaries would be taxed in the U.S. on a current basis (i.e., in the period in which it is earned). Accordingly, foreign tax credits would generally be allowed to avoid double tax.
d. U.S. Approach:

i. the U.S. imposes income tax on the income of U.S. persons, no matter where such income is derived. However, the U.S. imposes its income tax on foreign persons in only limited circumstances. In general, the U.S. only taxes foreign persons on certain types of U.S. source income
ii. Therefore, there is an incentive for U.S. persons (particularly U.S. corporations) to form foreign corporate subsidiaries, and have those foreign subsidiaries earn foreign income. This income, in theory, should not be taxable to the U.S. owner of the foreign corporation. The separate nature of the foreign corporation is respected for tax purposes, even if it is wholly owned by U.S. persons
1. This is indeed the case, generally, but there are a number of exceptions to this rule, many of which we will cover later in this course. At the same time, for the U.S. person to fully utilize the income earned by the foreign subsidiary, it must get access to the income. Usually this means that the foreign corporation must pay a dividend.

2. Under the law prior to 2017, such a dividend would have been taxable to the U.S. recipient. Because of this rule, foreign income was generally not taxable in the U.S. until a dividend was paid. This created a “deferral” regime—there was no U.S. taxation of the income of foreign subsidiaries (in general, with some large exceptions such as the Subpart F regime described below) until such income was “brought home” in the form of a dividend to the U.S. parent corporation. This created an incentive to defer foreign earnings and not bring them back to the U.S., an incentive often referred to as the “lock-out” effect. This was a fundamental attribute of the U.S. system, and was thought to be detrimental to the U.S. economy (because it discouraged U.S. multinationals from “bringing home” the cash they earned offshore)

e. Pre-Tax Reform Deferral System
i. The Pre-Tax Reform U.S. “Deferral System” taxed all income earned directly by a U.S. person. Income of a foreign subsidiary was not taxed in the U.S. until repatriated (e.g., dividend paid) to the U.S. taxpayer, subject to certain “anti-deferral” rules (e.g., Subpart F), which would impose current U.S. taxation on subsidiary earnings. A foreign tax credit was provided for foreign income earned by a U.S. person, or in the case of a corporation with a foreign subsidiary, when a dividend was paid or deemed paid.
f. Tax Reform of 2017
i. With the enactment of tax reform in 2017, dividends from most foreign subsidiaries are now exempt from U.S. taxation. This is because the U.S. has now adopted what is often called a “territorial” tax regime, which provides for a general exemption from tax of certain foreign dividends, under new §245A of the Code. This new regime is best referred to as a “quasi-territorial” regime, because, as we will learn, unlike a true territorial regime where no foreign source income would be taxed, the income of foreign subsidiaries is often subject to current U.S. taxation under either the Subpart F or GILTI regimes. Although this system may actually be closer to a quasi-worldwide system, it was often called a “quasi-territorial” regime by the proponents of the regime.
1. The intent of this regime was specifically to end the “lock-out” effect. We will discuss this new regime in detail next week.
5. The Current U.S. Approach

a. Post-Tax Reform U.S. “Territorial System”

i. The Post-Tax Reform U.S. “Territorial System” taxes all income earned directly by a U.S. person, with a partial deduction for certain “foreign” income (FDII). The income of a foreign subsidiary is subject to certain “anti-deferral” rules (e.g., Subpart F and GILTI), under which most foreign subsidiary income is currently taxable in the U.S. at either 21% (for Subpart F income) or 10.5% (for GILTI). Foreign tax credits are allowed against income included as Subpart F or GILTI (the latter with a 20% “haircut”). Certain payments by the U.S. to related foreign persons may cause a U.S. corporation to be subject to tax under BEAT (which we discussed in International Tax 1). Repatriation (e.g., dividends paid) to the U.S. is generally no longer taxable, and no foreign tax credits are allowed for foreign taxes paid arising out of the exempt dividend.
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6. Transfer Pricing ( Outbound
a. Overview
i. U.S. tax law views a U.S. "parent” and each of its foreign subsidiaries as separate taxpayers, with the U.S. parent being a U.S. person, and the foreign subsidiaries being foreign persons.

ii. What happens when the U.S. parent engages in transactions with foreign subsidiaries, or commonly controlled foreign subsidiaries engage in transactions with each other?

1. The parties are considered “related” in these situations, which creates transfer pricing issues. Given that one party “controls” the other, these related parties may set an unfair “intercompany price” (or transfer price) as a mechanism for shifting profit between tax jurisdictions. Then they attempt to avoid the U.S. anti-deferral rules (the most impactful of which are contained in “Subpart F” of the Code), in order to otherwise reduce the overall tax burden.

b. The same rules you studied in International Taxation I regarding inbound transfer pricing also apply here—Treasury Regulations 1.482-1 through –9. An overview is provided below.
i. IRC §482

1. 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.”

ii. Control

1. 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).

iii. Clearly Reflects Income

1. 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”).

iv. Arm’s-Length Result

1. 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. This means that for an entity to justifiably earn income, it must have assets, functions, or risks for which it is entitled to be paid.

v. Best Method

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

c. Application:
i. Interest, Services, and Sales

1. What this means in practice depends on the type of income. For intercompany interest, based on Treas. Reg. §1.482-2(a), generally taxpayers must charge what the federal government charges them for unpaid taxes. There is a complicated formula for intercompany services, but generally based on Treas. Reg. §1.482-9, it is the cost of the services plus a small markup (this is known as cost plus). Intercompany royalties are governed by a complex set of rules in Treas. Reg. §1.482-4. 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.”

ii. IP (“Cost Sharing”)
1. Intercompany compensation for IP depends upon the mechanism for transferring IP. If IP is sold, generally the seller must be paid the fair market value for the IP, all at once. If, instead, IP is contributed by a U.S. person to a foreign corporation, even in a transaction that would otherwise be tax-free (under §351), such contribution is treated as a sale of the IP in return for contingent payments to be made over the useful life of the IP (per §367(d)).

2. If IP is licensed, it creates intercompany royalties (which are compensation for the use of intangible or intellectual property), which are governed by a complex set of rules in Treas. Reg. §1.482-4, and basically create income annually equal to the value of the use of the licensed IP.

3. However, all of these rules (i.e., the rules governing sale, contribution or license of IP) can be avoided through the use of cost sharing, as provided by Treas. Reg. §1.482-7.

a. Under cost sharing, a legal owner of intellectual property (IP) can make the IP available to another participant (whether controlled or not). The owner then must be compensated for this platform contribution of IP to the cost sharing arrangement. This compensation is often referred to as the buy-in payment; this payment can be structured in the form of a royalty over a period of years (usually the useful life of the IP at the time of the platform contribution).

b. The amount of the buy-in payment is subject to significant controversy [note—this has caused much controversy and tax litigation]. The amount of the buy-in payment, historically, was limited to the then-existing value of just the “hard” IP (things like patents and trademarks); the buy-in payment did not need to include the value of non-specific IP items such as “business opportunity.” Accountants and the tax law refer to this non-specific IP as "goodwill, going concern value, and workforce in place” (i.e., the value of employees who created the IP and related business); these amounts can be thought of as representing the value of a business that is in excess of the value of its actual tangible and intangible assets. However, as part of the 2017 tax reform, Congress changed the law and clarified that the buy-in payment must include the value of goodwill, going concern, and workforce in place.

c. In addition to this initial buy-in payments, the parties also agree to share development costs (hence the term cost sharing) of the IP that was made available by the owner to the other cost share participant. The parties share costs based upon their reasonably anticipated benefits (RAB) that they expect to enjoy from the cost shared IP. The RAB share is often determined using the relevant revenue percentages that each party anticipates to earn from the IP. The costs that must be shared include all development costs incurred to actually develop the IP, which now includes stock-based compensation costs (i.e., the tax deduction for stock options and other equity interests provided to employees) following the government’s victory in the Altera case in 2020.

d. In summary, the cost sharing arrangement provides for two streams of payments from the non-owner participant (in practice, this is typically a foreign subsidiary located in a lower-tax jurisdiction such as Ireland) to the owner participant (which is typically the U.S. parent corporation):

i. The buy-in payment: This is technically called the platform contribution payment and is intended to compensate the owner participant for the then-existing value of IP, including goodwill and “going concern” value (which is basically the value of the business opportunity that the owner is giving up by making the IP available). The buy-in payment is often structured as a royalty over a period of years, but it eventually ends.

ii. The cost share payment: Each participant must pay its share of future development costs. If one party doesn’t directly incur its share, it must reimburse the other party, if that party has paid more than its share. This is typically the case, where the U.S. parent pays most (if not all) of actual development costs, and the foreign participant must reimburse the U.S. parent for its share.

d. Transfer Pricing In Practice ( The “Structure”
i. In practice, the cost sharing arrangement is between a U.S. parent corporation and its foreign subsidiary, where the U.S. parent retains the U.S. rights to the IP, and the foreign subsidiary gains the foreign rights to the IP under the cost share arrangement (which is technically a license, not a transfer of legal ownership rights). This IP transfer gives the foreign subsidiary an asset (the foreign rights to the IP) that allows the parties to justify the fact that the foreign subsidiary earns the bulk of the foreign income. An effort is then typically made to avoid the Subpart F regime, under which (as we will learn) if the income of the subsidiary falls into specific categories of income of (such as passive income, and income from intercompany sales of products), the income would be currently taxable in the U.S. at the main corporate rate (currently 21%). This is the basis of the typical international tax structure operated by U.S. multinationals (at least prior to 2018, but these structures continue in use today and still provide some benefit, as we will see).
ii. SEE POWERPOINT!!!!

Week 2 ( Quasi-Territoriality: The Dividend Exemption & Introduction to Foreign Tax Credit

1. Week 2 Objectives

a. Describe the major change that occurred in 2017 in moving from the deferral regime to the new quasi-territorial dividend exemption regime.

b. Identify the factors that could lead to a dividend from a foreign subsidiary being treated as nontaxable per the new §245A.

c. Determine whether a foreign tax is a creditable tax.

2. Week 2: Preparation 

a. Postlewaite, Tokic, Sheffield, & Weiss (2019):

i. Unit 4

ii. Unit 5

b. Code Sections:

i. IRC §245A

ii. IRC §901

iii. IRC §959

iv. IRC §961

v. IRC §965

vi. IRC §1248
Now on to material…

· The Dividend Exemption – Section 245A & PTEP

· Transition to New Regime – Section 965 “Transition Tax”

· Last week, we reviewed changes to the U.S. tax approach that occurred in 2017. Before getting into the details of the new regime, we must first discuss the one-time “transition tax” that was imposed in 2017 (and potentially 2018) under §965.
· Background:

· As discussed previously, the U.S. now has a “quasi-territorial” regime (where dividends from foreign entities are generally not taxable), but prior to 2018, the U.S. had a “deferral” regime, where dividends from foreign subsidiaries were taxable, if distributed (which, as noted, was rarely). So the question arose—what to do about all those deferred earnings that existed at the time of transition?

· As an example, suppose OldCo is a domestic corporation with a number of foreign subsidiaries. Its foreign subsidiaries operated for years prior to 2018, accumulating $6 billion in earnings and profits (E&P)—defined in §964—that were never taxed in the U.S., and were never distributed to the U.S. parent. What should be the tax treatment of this $6B, once the U.S. moved to a new dividend exemption system in 2018?

· There were basically three options to treat these prior amounts of E&P:

· Exempt the E&P forever: In other words, allow the foreign subsidiary to pay dividends, even out of this old E&P, and have those dividends be tax-free under §245A.

· Tax the old E&P when distributed: Create a system where pre-2018 E&P was still taxable in the U.S. when distributed.

· Tax the old E&P at transition: Impose a one-time tax on all pre-2018 E&P at the time of transition from the old system to the new system.

· Congress chose the third approach, but decided to impose a reduced rate of tax on all this old E&P. Under §965, U.S. shareholders of any foreign corporations in which they owned (actually or constructively, under the rules of §958) at least 10% of the stock, had to include, in income, the “deferred” E&P of such foreign corporations measured at either November 2, 2017, or December 31, 2017, (whichever amount was greater). The inclusion was generally required in the 2017 tax year for calendar year taxpayers.

· Section 965(c) allowed for a complicated deduction to reduce the rate of tax on the E&P to 15.5% of the §965 amount attributable to the U.S. shareholder’s share of the foreign cash of its foreign subsidiaries, and 8% of the remaining deferred E&P. Section 965 also allowed a credit for foreign taxes accumulated by the foreign subsidiaries, but the amount of the credit was reduced to reflect the reduced rate of tax imposed by §965. Also, Congress allowed the tax on the §965 amount to be paid over 8 years.

· Example:

· Going back to OldCo above, assume again its foreign subsidiaries had $6 billion of deferred E&P, and no accumulated foreign taxes, and no cash. In that case, the tax on the §965 inclusion amount was simple to calculate—$6 billion x 8% = $480 million. The mechanics of getting to this tax amount would treat the $6 billion as income, taxable at 35%, but then allow a deduction to reduce taxable income to an amount that would impose tax at 8%. In this example, there would have been $6 billion of §965 amount included, and a §965(c) deduction of $4.629 billion, to reduce the taxable §965 inclusion down to $1.371 billion. Then, the old 35% rate was applied to this amount, leading to a tax liability of $480 million.

· If the foreign subsidiaries had accumulated creditable foreign taxes for prior years, then 8% of those taxes would be available to take as a credit against the U.S. tax on the §965 amount.

· If, instead, OldCo’s foreign subsidiaries had $1 billion in “cash,” then the §965(c) deduction would be changed in such a way as to impose a 15.5% rate on the first $1 billion of deferred E&P, and an 8% rate on the remaining $5 billion of deferred E&P. Foreign taxes would be creditable against the tax on the inclusion at a pro rata rate, somewhere between 8% and 15.5%, to reflect the tax rate actually imposed on the deferred E&P.

· As can be seen, the provision got complex very quickly. Luckily, §965 was a one-time tax applicable only in 2017-2018.

· Overview of New Exemption Regime

· Background:

· The new exemption regime is contained in Code §245A. Section 245A operates as a deduction, referred to as a dividends received deduction, or DRD for short. DRDs are allowed in other situations under §§243 through 245, and §245A. The provision applies to distributions made after December 31, 2017.

· The operation of the DRD means that the dividend is included in income, but then 100% of the dividend is allowable as a deduction, meaning that the dividend does not increase taxable income and hence is not taxable.

· Factors:

· The deduction is only available to domestic corporations, and only for dividends from 10% owned foreign corporations. Further, the dividend must be foreign source. There is also a holding period requirement, and the deduction is not allowed for “hybrid” dividends. Lastly, because the dividend is exempt from tax, there is generally no credit for any foreign withholding taxes imposed on the dividend payment.
· Mechanics of New Exemption Regime

· Qualification:

· The recipient of the dividend must be a domestic corporation that is also a United States shareholder with respect to the paying foreign corporation. As we will learn later, the term United States shareholder (USS for short) is a term of art in outbound international tax—it means a U.S. person who owns at least 10% (or more) of the stock (determined by vote or value) of the relevant foreign corporation. Also the paying corporation must be a specified 10-percent owned foreign corporation, which is basically just a foreign corporation that has at least one United States shareholder. For both purposes, the complex constructive and indirect ownership rules of §958 will apply.
· See Brightspace for example

· Foreign Source:

· Generally, only the foreign source portion of a dividend is eligible for the DRD. Different tax rules (in §245) apply to the U.S. source portion of a dividend paid by a foreign corporation to a domestic corporation (though, in general, the dividend that is attributable to the U.S. source portion is likely to also qualify for a different DRD). The foreign source portion of a dividend is the ratio of the foreign E&P to the total undistributed E&P of the foreign corporation; foreign E&P is E&P that it not attributable to a U.S. trade or business (a concept you learned in International Tax 1). See §4.04 of our book for an example. Foreign E&P / Total undistributed E&P = Foreign source portion of dividend In many cases, all of the E&P of the foreign corporation will be foreign source earnings.
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· Holding Period:

· The DRD deduction is only available if the domestic corporate recipient held the foreign corporation’s stock for 365 days of the 731-day period that begins 365 days before the dividend is paid and continues a year after the dividend is paid. Also, the recipient must be a USS with respect to the payor during that period. This rule is intended to prevent corporations from buying and selling foreign corporate stock just to receive tax-free dividends. See §4.05 of our text for an example.
· Hybrid Dividend:

· There is also no DRD for "hybrid dividends". A hybrid dividend is one where the foreign payor gets a foreign income tax deduction for the payment. This rule is in place to prevent tax-free treatment on payments that are not really “dividends,” even if they qualify as such under U.S. law (see §316, which treats as a dividend any distribution out of E&P). Dividends are generally not deductible, so the view here is that if foreign law allows a deduction for the payment, then it is not truly a dividend. This rule however only applies to payments made by foreign corporations that are also controlled foreign corporations (CFCs for short). We will deal with CFCs more extensively later, but in general these are entities that are more than 50% owned by United States shareholders. Hence, the hybrid dividend rule would not apply to a dividend paid by a less than 50% owned foreign corporation, even if it was deductible in the payor’s foreign country. Therefore, such a dividend could still qualify for the §245A DRD.
· [image: image6.png]Dividend
ForSub can claim foreign tax deduction

U.S. source incom Does not qualify for §245A

Foreign source income




· Foreign Tax Credits:

· As we will learn (starting this week), the U.S. allows a foreign tax credit for certain foreign taxes paid by U.S. persons, including domestic corporations. One type of creditable tax is foreign withholding tax—many foreign nations impose a withholding tax (similar to the U.S. FDAP tax that you learned about in International Tax 1) on the gross amount of dividends. Also, the paying foreign corporation might have been subject to foreign taxes on the income it earned to pay the dividend. However, if the §245A DRD applies, then there is no foreign tax credit allowed for foreign taxes paid or accrued with respect to the dividend to which §245A applied.
· See Brightspace for Example

· Note on CFCs:
· Recall that §245A applies to 10% owned foreign corporations. Also recall that a CFC is a foreign corporation that is more than 50% owned by United States shareholders. Thus, §245A conceptually should apply to dividends paid by CFCs to their U.S. shareholders. However, in actual practice, most income of a CFC is subject to one of the “anti-deferral” regimes that we will learn about in later in this course. In particular, after 2017, most income of CFCs will be taxable in the U.S. under the Global Intangible Low-Taxed Income (GILTI) regime. Since much CFC income will be already taxable under the GILTI regime, that income will not be taxable again in the U.S. when it is distributed. It is considered to be previously taxed earnings and profits (PTEP), and per §959, such amount is not taxable again when distributed. And generally, PTEP “comes out first.”
· Example on Brightspace:

· Let’s say PCo owns 100% of IreCo. In 202X, IreCo earns $100 of income (and pays no foreign tax), $90 of which is taxable to PCo, as a deemed dividend, under the GILTI regime. Because of this, IreCo will have $90 of PTEP, and $10 of other undistributed earnings. If IreCo distributes the $100 in earnings, $90 of it will be tax-free under §959, and only $10 would be subject to the DRD of §245A.

· If instead, IreCo distributes only $70 of these earnings, the entire $70 will be treated as PTEP and should be tax-free under §959, rather than §245A. More on this in a later class.
· Sale of Foreign Corporation Stock
· Sale at Gain:

· Section 1248 of the Code has long recharacterized a portion of gain on sale of stock in a CFC as a dividend, as opposed to gain. There were a variety of reasons for this, but mainly the intent was to equalize tax treatment between corporations that distribute their earnings, and those that do not.

· Example on Brightspace

· Let’s say PCo invests $100 to establish SwissCo, a wholly owned CFC. SwissCo then earns $300 in E&P, but does not pay this as a dividend. SwissCo’s value goes up to $400 ($100 initial investment plus $300 in earnings). Then, PCo sells SwissCo stock for $400, realizing a $300 gain ($400 sales price minus $100 stock basis).
· Absent a special rule, this gain would be treated as a capital gain, and potentially taxable, especially to corporate shareholders. However, §1248 applies here, and treats the gain as a dividend to the extent it relates to E&P earned while the foreign corporation was a CFC, and while the selling shareholder held stock in the CFC.

· Once the gain is recharacterized as a dividend, it is then eligible for the §245A DRD, if the other requirements of that section are met. See §1248(j).

· In the above example, §1248 would characterize the $300 gain as dividend income, as the entire gain is attributable to E&P of SwissCo that accrued while it was a CFC, and while PCo was its U.S. shareholder. Hence, this $300 gain would be eligible for the §245A DRD if the other requirements (holding period, foreign source) were also met. It is also possible that this $300 gain would be treated as PTEP, if the $300 in E&P was previously taxable under the Subpart F or GILTI regimes.
· Sale at Loss:

· Section 961(d) was enacted to prevent taxpayers from receiving a tax-free dividend under §245A and then selling the related shares to create a tax loss. Section 961(d) requires the shareholder to reduce its tax basis in the shares of the foreign corporation by the amount of a previously taken §245A deduction for dividends paid by such foreign corporation, but only for purposes of calculating any loss on disposition of the stock. See §4.09 of our text for an example.
· Overview of Foreign Tax Credits

· Introduction and Background
· Background:

· Unfortunately, even though the U.S. now has a “territorial” regime, we still need a foreign tax credit mechanism. Conceptually, if the U.S. had a true “territorial” regime, where the U.S. taxed only U.S.-connected income, then we would not need a foreign tax credit mechanism (this is because the U.S. would not tax foreign income, and thus there would be no double taxation—the foreign governments tax foreign income, and the U.S. taxes U.S. income).

· However, in real life, domestic corporations are still U.S. persons, and U.S. persons are taxed on their worldwide income (see our international tax matrix). As such, we need a mechanism to avoid double taxation if a foreign country also taxes such U.S. persons on some of their income. We also need to allow for foreign tax credits in situations where the U.S. taxes the income of a foreign subsidiary of a domestic corporation under its “anti-deferral” regimes that we will cover later in the course. Hence, we have the foreign tax credit regime, contained in §§901-907 and 960 of the Code.
· Credit v. Deduction:

· First, some background on §901, which grants the foreign tax credit. Technically, §901 is an election—the US person can choose to credit or deduct foreign taxes. Most choose to credit—credits are better, as they reduce tax liability dollar for dollar, while deductions only reduce taxable income, not tax liability. This is demonstrated in the following example:

· Assume USP, a U.S. corporation, does business in country X; it earns $100 in gross income there, and pays $20 in country X income tax. Should USP take a foreign tax credit, or deduct the foreign taxes paid (assuming 21% flat U.S. corporate income tax rate)?
· Take the credit. See Brightspace

· The Foreign Tax Credit Regime

· There are several possible ways that a domestic corporation or other U.S. person might pay a foreign tax. Using PCo as an example:
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· (1) PCo could operate directly in the foreign country as a “branch.” The branch pays foreign tax (and is legally liable for tax) in that country – §901.

· (2) PCo could own a foreign subsidiary that pays tax in the foreign country; then some of the subsidiary’s income is currently taxable in the U.S. under the Subpart F or GILTI regime – §960.

· (3) PCo could earn royalty income from foreign customers for which the foreign country imposes a withholding tax on the royalty (similarly, foreign countries often impose withholding tax on dividends and interest as well) – §903 (or §901).

· We will discuss cover this a bit more in next week’s class. For each of these types of credits, in general, the foreign tax must be a creditable tax, which we will discuss next.
· Foreign Tax Credits - Creditable Taxes
· Definitions

· Background:

· The purpose of the foreign tax credit regime is to prevent or relieve double taxation, where the same income is potentially taxed twice, once by the foreign country and again by the U.S. The U.S. will give the credit (and hence will cede taxing jurisdiction, in effect, to the foreign country) where the income in question is subject to an income tax imposed by a foreign country. Hence, the foreign tax credit is generally limited to foreign income taxes. As a result, under §901, our first question is the following—what is a “creditable” foreign income tax? Really, this is two questions:

· Is the foreign levy a “tax,” and if so,

· Is it a tax on “income”?

· The tax must be BOTH in order to be a creditable tax. This forces us to analyze foreign law! Unfortunately, this can be very difficult.
· What is a tax?
· A tax is a compulsory levy imposed by a government that is NOT payment for some sort of direct benefit received. Compulsory means that the person is legally required to pay it (i.e., it is not voluntary). The second part means the person does not receive a benefit in return for the payment to the government. For example, if you pay U.K. income tax, that should be a tax. Conversely, if you rent property from the U.K. government, the rent payment to the government is NOT a tax.
· What is an Income Tax?

· After determining if a payment is a tax, we must also determine if it is an income tax, which it will be if its predominant character is that of an income tax. In order to satisfy this “predominant character” test, the tax must satisfy three requirements:

· (1) Realization requirement—tax arises only from transactions

· (2) Net gain (i.e., deductions allowed) derived from

· (3) Gross receipts (i.e., gross income, similar to §61)

· The realization requirement means that the foreign tax is transaction-based. For example, a tax on wealth (such as a property tax) would fail the realization requirement. The net gain requirement means that the tax must allow at least some deductions. Thus, for example, a tax on gross revenue that did not allow any deductions in determining the tax base (such as India’s new “equalization levy,” which is a tax on gross revenue from digital activity) would fail the net gain requirement. The gross receipts requirement means that the foreign tax must start with gross receipts or revenue in calculating its tax base.

· Section 903

· Also, see §903, which states that a tax on gross income is creditable if it is “in lieu of” an income tax (i.e., it replaces an income tax, at least for nonresident taxpayers of that country). If paid by a U.S. person, would the following be creditable taxes?
· See Brightspace

· Current Challenges to Creditable Tax Designations

· Creditability of foreign taxes might seem like a dry, technical question, but it actually gets to the heart of the “jurisdiction over income” question. If the U.S. gives a credit for the foreign tax, then the U.S. is essentially ceding taxing jurisdiction over the income in question. And now, with foreign jurisdictions leaning more toward new types of taxes, such as Digital Services Taxes (DSTs for short, which we discussed in International Taxation I), the question has become more difficult, and the U.S. Treasury has informally announced that it is reviewing its standards for determining creditability of foreign taxes.
· Example:

· Suppose our fictional company, PCo, runs a website and earns revenue by providing digital advertising to advertisers. Some of the advertisers are located outside the U.S., and they pay PCo a fee in order to advertise to customers located in France (among other countries).

· As you know, PCo will be taxable on this fee, because the U.S. taxes domestic corporations on their worldwide income. In the past, such a fee would likely have not been taxable in France, or any other foreign country, so long as PCo avoided a permanent establishment in any foreign country.

· Now, however, France and other countries are introducing DSTs, which would tax the gross amount of fees received by non-French entities for the provision of digital advertising, among other types of income. So, in this example if PCo received $100 in fees from foreign persons for advertising to French customers, France would impose its DST at 2% of the gross amount of the fee (so $2 in tax, or$100 in fees times the 2% rate).

· The question thus becomes whether this tax is creditable under §901. Per the rules above, it is unlikely to be creditable, given that it is a tax based only on revenue (with no deductions allowed), and hence likely violates the net gain requirement. It is likely that this is the result that the U.S. government will prefer and clarify, because if they gave a credit for this amount, they would effectively be ceding jurisdiction over this $100 of income (at least in part). However, by not giving a credit, the income is in effect double-taxed, at least partially.

Week 3 ( Foreign Tax Credits
Deemed Paid Credits – §960
· Background and History

· There are three types of foreign tax credits that are generally available to U.S. persons. The first two are available to both individuals and domestic corporations, while the third, §960, is available only to domestic corporations.
· “Direct” Credits Under §901

· These are available for income taxes “directly” paid by U.S. persons (i.e., situations where the U.S. person is legally liable, under foreign law, for the foreign tax.

· “In Lieu of” Taxes Under §903

· These are taxes (usually withholding taxes) imposed on a U.S. person by a foreign government as a substitute for the country’s generally applicable income tax. These taxes technically fail the §901 creditability analysis because they usually don’t allow deductions, and hence fail the net gain requirement. However, §903 allows them as a credit, if the tax is a substitute (usually applicable only to taxpayers who are not resident in that foreign country) for the foreign country’s generally applicable income tax. Most foreign withholding taxes (the foreign equivalent of the U.S. FDAP tax, which is a tax on the gross amount of certain payments like dividends, interest and royalties) will qualify as creditable under §903

· “Deemed paid” credits under §960

· These are taxes that a domestic corporation is “deemed” to pay because it has suffered a deemed dividend inclusion under the anti-deferral regimes of Subpart F or GILTI. Because the domestic corporation has to include, as a deemed dividend, a portion of the income of its foreign subsidiary (a controlled foreign corporation, or CFC for short), §960 allows the domestic corporation to also tax a credit for some of the foreign taxes paid by the CFC.

· Example

· Let’s suppose that PCo decides to operate directly in Taiwan in the form of a local “branch” office. Also, PCo has a subsidiary, IreCo, that operates most of its foreign businesses. Lastly, PCo also licenses its technology to unrelated parties, and receives royalties in return, some of which are subject to foreign withholding taxes.
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· Taiwan - Income taxes paid by PCo to Taiwan should qualify as §901 “direct” taxes because PCo itself is legally liable for such taxes, since it chooses to operate in the form of a “branch” as opposed to a subsidiary. This makes sense, since PCo will also be taxable in the U.S. on this income (since it is operating as a branch—as a U.S. person, it is subject to U.S. income tax on its worldwide income, per our matrix).
· IreCo - As we will learn, it is likely that some (if not most) of IreCo’s income will be taxable to PCo, in the year it is earned, under either Subpart F or GILTI. If so, then §960 will provide PCo a credit for taxes it is “deemed” to pay (more on this below).
· Royalty (or other passive-type income like a dividend or interest) - if a foreign country imposes a withholding tax on the royalty, this is likely to be a §903 credit. Withholding taxes are typically imposed on the gross amount of a royalty, and hence fail the net gain requirement of the creditability test. However, such taxes are usually creditable under §903, because the taxes are a substitute for a country’s generally applicable income tax (the tax is only imposed on foreign persons, and is meant to be a substitute for the country’s generally applicable income tax that applies to residents).
· Brief History

· Prior to 2017 tax reform, recall that the U.S. had a “deferral” regime, where earnings of foreign subsidiaries were not taxable at all (unless captured by the Subpart F anti-deferral regime), but were taxable once distributed. Therefore, the law needed some sort of mechanism to allow for a “deemed paid” foreign tax credit (FTC) when dividends were paid. Also, the law needed a mechanism to allow for a deemed paid credit on Subpart F inclusions.

· This regime was reflected in §902 and old §960. These rules applied a pooling approach to determine the amount of FTCs available upon an actual (§902) or deemed (§960) dividend. With the move to an exemption system in 2017 (where most dividends from foreign subsidiaries are exempt from U.S. tax), §902 was no longer needed (and was repealed), while §960 was modified to reflect the rules described below.

· Mechanics of §960

· Qualifications

· Section 960 is only available to domestic corporations who are United States shareholders in a controlled foreign corporation (CFC). Further, §960 is only available if the domestic corporation must include in income its share of the CFC’s Subpart F income or GILTI, under §951 or §951A.
· Subpart F

· You will learn about the mechanics of the Subpart F inclusion in future sessions. For now, it is important to understand that the U.S. shareholder must include in income its pro rata share of Subpart F income of its CFCs. Subpart F income, you will learn, is a defined subset of a CFC’s income that satisfies the Subpart F rules. Then, under §960(a), the U.S. shareholder is also deemed to pay the foreign income taxes of the CFC that are “attributable to” the Subpart F inclusion
· Whether taxes are “attributable to” the Subpart F inclusion is a question of fact. The regulations require establishing some sort of factual connection between the Subpart F inclusion and the foreign taxes paid by the CFC. However, if no factual connection can be established, it is usually acceptable to do some sort of proration (for example, by taking the total taxes paid by the CFC for the year, and multiplying this amount by the ratio of Subpart F income to total CFC income).
· Subpart F taxes are now determined on an annual basis—if for some reason foreign taxes are not attributable to Subpart F in a particular year, they are lost. Under old §960, taxes were determined on a multi-year pooling basis, but this is no longer the case.
· GILTI

· Likewise, you will learn about the mechanics of the GILTI inclusion in future sessions. For now, it is important to understand that the U.S. shareholder must include in income its pro rata share of GILTI generated by its CFCs. GILTI is basically all non-Subpart F income of a CFC, minus a return on the CFC’s tangible assets. Hence, for most CFCs, most of their income will be taxable in the U.S. under this GILTI regime.
· Under §960(d), the U.S. shareholder is also deemed to pay 80% of the foreign income taxes of the CFC that are “attributable to” the GILTI inclusion. Similar to Subpart F taxes, these taxes are determined on an annual basis—if not used in a particular year, they are lost—and are determined to be “attributable to” GILTI using the same rules as for Subpart F (see Treas. Reg. §1.904-6). See the next page for an example.
· The §78 “Gross-up”

· Background

· Section 78 is a corollary to §960 and only applies if the taxpayer utilizes a deemed paid credit under §960. Section 78 is intended to prevent a double benefit for foreign taxes—since foreign taxes are deductible in calculating E&P, and E&P (or the similar concept of tested income) is the basis for both Subpart F and GILTI inclusions, foreign taxes have already been deducted in determining GILTI and Subpart F inclusions, in effect. Hence, without the §78 gross up, taxpayers would get the benefit of both deducting and crediting foreign taxes.
· Also, §78 is intended to equalize treatment for domestic corporations that operate in the form of a branch versus those that establish a foreign subsidiary.
· Example:

· As an example, assume that PCo earns $100 in (pretax) income in Kuwait, and pays $20 in taxes. If PCo earns this operating as a branch, it clearly has $100 of taxable income and $20 of §901 credits. However, if PCo earns this income by establishing a subsidiary, and the subsidiary’s income is treated as Subpart F, then the deemed dividend is $80 ($100 of income minus $20 of tax = $80 of E&P taxable as a deemed dividend). If the $20 is then allowed as a §960 credit, it makes sense to require PCo to add the deemed paid credit to its Subpart F deemed dividend, so that it has $100 of income, and $20 of §960 credits, making this situation the same as the branch situation
· [image: image9.png]$80 Subpart F
$20§78
$100 total income

$100 U.S. income

Kuwait

Branch

$100 Kuwait pretax income $100 Kuwait pretax income
$20 Kuwait tax $20 Kuwait tax




· The Rule

· Section 78 is very brief and to the point—the amount of taxes deemed paid under §960 is treated as a deemed dividend. This is the case for GILTI as well, even though only 80% of GILTI taxes are eligible for the §960 deemed paid credit. In other words, 100% of GILTI taxes are includible as a deemed dividend, but only 80% of such taxes are eligible to be creditable. See §14.12 of our text for an example.
· ***Example:***
· Let’s assume that PCo’s subsidiary IreCo earns $120 in income and pays $20 in foreign tax, meaning that its E&P for the year is $100. Of this amount, $20 is Subpart F and $70 is GILTI
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· What amount of foreign tax is attributable to the Subpart F inclusion?

· First, you would look to see if there was a factual connection between foreign tax and the Subpart F inclusion. Lacking this, you could allocate taxes as follows:

· $20 foreign tax x ($20 SubF/$100 total E&P) = $4
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· What amount is attributable to the GILTI inclusion?

· Same as previous slide—if there is no factual connection, you could allocate as follows:

· $20 foreign tax x ($70 GILTI/$100 total E&P) = $14
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· Creditable Foreign Taxes

· This means that $18 of the $20 of foreign tax is potentially creditable The other $2 of foreign tax is not creditable—you can think of this as the foreign tax that is attributable to other E&P, and since that other E&P likely creates a nontaxable dividend (under §245A) when distributed, it makes sense that there should be no FTCs associated with this amount of E&P.

· What are the §960 and §78 amounts arising from Subpart F?

· The §960 amount is $4 (see slide 2). The §78 amount is also $4. This means that the Subpart F inclusion is $24 ($20 in Subpart F deemed dividend and $4 in §78 deemed dividend).

· U.S. tax on this amount at 21% would be about $5. And the $4 of FTC under §960 would then reduce this liability to $1 ($5-$4).

· This is assuming sufficient §904 limitation (see next section).

· What are the §960 and §78 amounts attributable to GILTI?

· The §960 amount is $11.2 (80% of $14). The §78 amount is $14—100% of the taxes “attributable to” GILTI. This means the GILTI inclusion is $84 ($70 of GILTI deemed dividend and $14 of §78 deemed dividend). Also, there is a 50% deduction for GILTI, as you will learn. Therefore, the net GILTI inclusion is $42 (half of $84). U.S. tax on this amount at 21% = $8.82 But this is wholly offset by the $11.2 of §960 credit (and the “excess” credit is lost forever and cannot be used—due to §904 but also due to the mechanics of GILTI).

· The GILTI result makes sense, as noted in your text—due to the FTC, if foreign tax is imposed on GILTI at a rate greater than 13.125%, there will be no “residual” U.S. tax on the GILTI.  And in our example, the foreign tax rate on GILTI is about 16.6% ($14 of tax on a pre-tax amount of GILTI of $84).

The Section 904 Limitation
· Section 904(a): The Overall Limitation

· Background

· The FTC system is designed to prevent double taxation of foreign income earned by a U.S. person (including deemed dividends from CFCs that are taxable to their U.S. owners). Hence, the U.S. does not want to allow foreign taxes to be creditable against U.S. tax on U.S. source income. The §904 limitation prevents foreign taxes from being creditable against U.S. source income.

· Returning to an example from last week, suppose we have a U.S. taxpayer who earns $100 in foreign income, but now let’s assume that the foreign tax rate was 50% (resulting in $50 of foreign tax liability on $100 of foreign income) rather than 20% in Country X, and also that the U.S. taxpayer earned $100 in the U.S. (in addition to $100 in country X.)

· See Brightspace for chart

· **the credit is limited by §904 to the amount of U.S. tax imposed on foreign source income ($100 foreign source income x 21% U.S. rate - $21 FTC limitation

· Hopefully you can see that without a limit on the amount of FTCs you can take, you could use the foreign taxes to offset U.S. tax on your U.S. source income!

· As we will see in a second, the §904 limitation attempts to cap the amount of FTCs that you can take to an amount that is basically equal to the amount of U.S. tax imposed on FOREIGN source income.
· The Rule

· The U.S. government isn’t going to let a foreign country’s tax rate determine how much the U.S. collects in U.S. taxes! Plus, without the limitation, FTCs would offset U.S. tax on U.S. source income. So we have the limitation—the limitation is the MAXIMUM FTCs you can take in any tax year (it is an annual calculation).
· Sec. 904 limitation = U.S. income tax (pre-credit) X (FSI/Total worldwide taxable income) where FSI is NET foreign source income (which is why source of income is important here)

· Going back to the prior example:
· U.S. tax, pre-credit = $42

· FSI = $100

· Total income = $200

· So FTC limit is $21 = $42 X ($100/$200)

· Shortcut: Just take FSI times U.S. effective rate of tax. This is easy for corporations since the tax rate is a flat 21% (usually). In this case, 21% of the FSI of $100 equals an FTC limit of $21.
· Source of Income

· The same source of income rules that you learned in International Tax 1 (and found in §§861-865 of the Code) govern here for determining whether income is foreign source or U.S. source. There are certain exceptions made by §904 to this treatment solely for purposes of the §904 limitation, particularly §904(h), which treats dividends from CFCs as U.S. source to the extent that the dividends are attributable to U.S. income earned by the CFC
· Allocation and Apportionment of Deductions

· Also, the §904 limitation is based on net foreign source income; therefore, U.S. parent deductions must be allocated and apportioned between U.S. source income, and the various “baskets” (described below) of foreign source income. There are special rules for interest expense, research and development (R&D) costs, and so-called “stewardship” costs (which represent costs incurred at the U.S. parent level to manage the foreign business).
· The Basket System

· Cross-Crediting

· The cross-crediting problem can be illustrated by the following example:
· Example

· Suppose PCo earned $100 in Kuwait and $100 in US. The Kuwait tax rate is 50%. What is 904 limit? $21. This means that PCo has “excess” FTCs of $29 ($50-$21).
· How can PCo take advantage of these unused credits? By earning $100 in passive foreign income! PCo could invest in foreign “passive” assets (i.e., assets that earn foreign source passive income, such as foreign corporate stock or bonds) and earn foreign source passive income (such as interest or dividends), free of foreign tax. Now, PCo has $200 FSI, $100 USI, and still $50 of foreign taxes paid because there is no foreign tax paid on the passive income.
· The 904 limit is now $42 (21% of $200). PCo can take $42 in FTCs, leaving only $8 as “excess.” So merely by earning low tax foreign income, PCo has utilized more foreign tax credits!

· How does IRS stop this? By breaking down the §904 limitation by “basket,” or type of income

· Baskets

· Congress solves the cross-credit situation by requiring the §904 limitation to be calculated by “basket.” Under current law, there are basically four baskets:

· 1. Passive Income

· 2. GILTI Income

· 3. Foreign Branch Income

· 4. General Income

· Under these rules, you must do a separate §904 limitation calculation for income in each basket
· 1. Passive Income

· Passive income for this purpose is made up of dividends, interest, rents, royalties, and similar items. This basket also includes the portion of a Subpart F deemed dividend from a foreign subsidiary, to the extent the subsidiary’s income was itself passive income (i.e., dividends, interest, etc.).
· 2. GILTI Income

· The GILTI basket is made up of only the GILTI deemed dividend inclusion under §951A.
· 3. Foreign Branch Income

· The foreign branch basket includes income earned by the domestic corporation via a foreign branch (like the example at the beginning of this week, where PCo operated a branch in Taiwan).
· 4. General Income

· Finally, the general income basket is everything else that is foreign source income (including “Subpart F” deemed dividends from subsidiaries to the extent arising from “active” (i.e., non-passive) foreign income of those subsidiaries).
· Taken together with your U.S. source income, these five baskets represent all of your taxable income.
· To calculate your §904 limit, you must first break down your income, taxes, and U.S. parent expenses into the relevant baskets.

· Then you must do a §904 limitation calculation for each category using the 904 limit formula:

· Section 904 Limit for Basket = U.S. income tax (pre/credit) X (Net FSI in that basket/Total worldwide taxable income).

· Example:

· Returning to the earlier example, suppose PCo earned $100 of active income in Kuwait, $100 in the U.S., and $100 of passive foreign source income. In foreign taxes, PCo paid $50 to Kuwait, and $0 on the passive income. Let’s assume that the passive income belongs in the passive basket (because the income earned is from investment assets producing foreign source income), while the Kuwait income belongs in the general basket (since it is from an active business).
· See chart on Brightspace

· As can be seen, the separate limitation reduces the credit available from $42 down to $21 and increases the “excess” credit from $8 (in the earlier example) up to $29. This “excess” credit can generally be carried back one year, and carried forward 10 years.
· Carrybacks, Carryforwards and Other Special Rules
· Carrybacks and Carryforwards

· In the example on the last page, there are “excess” credits of $29 in the general limitation basket. These can be carried back one year, or carried forward 10 years. However, taxes in the GILTI basket cannot be carried forward or carried back.
· In order for these carryforwards to be utilized, there must be sufficient §904 limitation, in the year to which the FTCs are carried, in order to utilize them
· For example, let’s assume that the $29 of excess credits were created in 2020. First, this taxpayer would look back to its 2019 year to see if it had any excess limitation in that year. Suppose in 2019 it had $100 of NFSI and $21 in foreign tax in the general limitation basket; in that case, it would have no excess “limitation” in 2019. The taxpayer would next look to 2021.
· Let’s assume the following in 2021: $100 in general limitation net FSI, and only $15 in general limitation taxes. In this case, the 904 limitation for that year is $21, but now the taxpayer has an excess “limitation” of $6 ($21 of limitation but only $15 of current year FTCs). Therefore, 2021 can absorb $6 of the carryforward from 2020, which can be taken as a credit in that year; the remaining amount of the 2020 carryforward ($29 of carryforward less $6 utilized in 2021 = $23) can be carried forward and analyzed (year by year) for the next nine tax years.
· Special Topics

· There are a variety of special advanced topics that bear a quick mention here:
· Sec. 904(f) - OFLs

· There are special (and very complicated) rules that apply if the §904 limitation (net foreign source income, minus allocable deductions) results in a loss in a particular basket. Basically, if this happens, that loss (called a separate limitation loss, or SLL) must reduce positive income in one of the other baskets. If the overall §904 limitation is negative (an “overall foreign loss,” or OFL for short), then, in a subsequent year where there is positive net foreign source income, 50% (or more, if elected by the taxpayer) of such income must be recharacterized in that year as U.S. source (which will reduce the §904 limitation for that year).
· Sec. 901(j) - Excluded Countries

· The IRS publishes a list of countries whose income taxes are not eligible for the foreign tax credit. The list includes countries such as North Korea, and this limitation is purely political.

· Sec. 901(k) - Holding Period Requirement

· This section imposes a holding period requirement in order to take a credit for either withholding taxes imposed on a dividend or the §960 credit. In order to qualify for these credits, the U.S. shareholder must hold the stock for at least 15 days during the 31 day period that begins 15 days prior to the dividend date.

· Sec. 905 – Changes to Foreign Tax Amounts

· This section requires a “redetermination” of FTCs for a prior tax year if actual foreign taxes change for that particular prior year. For example, if PCo took a $100 FTC in 2018 (arising, let’s say, from Subpart F income earned by its Irish subsidiary), and in a later year, Ireland audits its subsidiary and increases its foreign tax liability to $110, PCo would be eligible to increase its FTC for 2018 to $110, but in general must file an amended return to do so (and the statute of limitations must be “open” for the year in question, in general).

· Sec. 907 – FOGEI & FORI

· These are special rules that impose limitations on foreign taxes related to the oil and gas industry.

FTCs – How to Approach
· An Overall Approach to FTC Questions

· Here is a good approach to analyzing FTC issues:

· If you have...

· 1. a U.S. taxpayer, usually a corporation,

· 2. paying foreign income taxes, either directly as the taxpayer (under §§901 or 903), or “indirectly” via the “deemed paid” FTC, under §960 (U.S. corporation “deemed” to pay taxes paid by foreign sub, due to either GILTI or Subpart F deemed dividends), and

· 3. the taxes are “creditable” foreign income taxes.

· You will follow this process to calculate and apply FTC:
· 1. Calculate the amount of net FSI and creditable taxes:

· For “direct” taxpayers (i.e., branch), the FSI is the business income.

· For “indirect” taxpayers, calculate the DPC, and add the §78 gross-up to dividend to determine FSI.

· 2. Allocate the FSI, foreign taxes, and certain U.S. deductions to the various baskets (passive, GILTI, foreign branch, and general).

· 3. Calculate the §904 limitation by basket, to determine the maximum FTCs allowed in the tax year in question.

· 4. Apply the available FTC for each basket up to the §904 limitation for each basket, in order to determine the FTC to be utilized for the year.

· 5. Carryback excess credits for one year and/or carryforward excess credits for up to 10 years (excluding the GILTI basket).
Week 4 - CFCs and Subpart F

· Intro Video:

· Welcome. As we've been discussing, there's a significant incentive for US persons, usually US corporations, to establish foreign corporate subsidiaries. And allow those subsidiaries to earn foreign income that could otherwise have been earned by the US parent corporation. If the foreign subsidiary, assuming it is respected as a foreign person, which generally is the case, can avoid ECI and FDAP, then conceptually its foreign income is not subject to US tax, at least not as it is earned.

· And with the new territorial regime in place since 2017, such foreign income could escape US taxation altogether, as you've already learned. Under prior law, were dividends from foreign subsidiaries were taxable to US recipients. Taxation of foreign income was merely deferred until the foreign subsidiary finally paid a dividend to the US parent, which sometimes never happened.

· Beginning early in the tax law this ability to avoid or defer US tax by incorporating a foreign subsidiary created concern and Congress took action to address it. Early actions such as the foreign personal holding company regime, address the incorporated pocketbook issue. Then in 1962, Congress took broader action by implementing the subpart F regime.

· This regime is the subject of this module. Since 1962, Congress has taken further action by implementing first the Passive Foreign Investment Company, PFIC regime, in 1986. And then the Global Intangible Low Taxed Income, GILTI regime, in 2017. Both of these regimes will be discussed later. The subpart F regime is triggered by two initial classifications.

· First, the foreign subsidiary must be controlled for incorporation or CFC for short. This is generally the case if the entity is more than 50% owned by United States shareholders. For this purpose a United States shareholder is a US person who owns 10% or more by voter value of the foreign corporation in question.

· Once you have a CFC, then each United States shareholder, again, this includes only 10% owners, must include in income, their pro rata share of the CFC's subpart F income for each year as a deemed dividend. And as we've already seen, section 960 also provides a deemed paid foreign tax credit for foreign taxes of the CFC that are attributable to the subpart F income.

· Thus, the next step is to determine which types of income earned by the CFC should be considered to be subpart F income. In general, there are three types of income that are characterized as subpart F income. Foreign personal holding company income, FPHCI, this is income of a passive nature such as dividends, interest, and other gains.

· This income is subpart F in order to address the incorporated pocketbook issue. Foreign based company sales income, FBC, this is income from sales by a CFC where the entity either buys from or sells to a related party. There are a number of exceptions to this rule, including a country of incorporation exception in a manufacturing exception.

· Foreign Base Company Services Income, FBC, this is income for performing services either for or on behalf of a related party. And where the services are actually performed outside the CFC's country of incorporation. Deductions are then allocated to determine the amount of net subpart F income subject to inclusion in the US.

(1). Background
· Overview

· Before 2017, if a U.S. taxpayer directly conducted business abroad, the earnings of the foreign business were taxable in the U.S. As you learned previously, U.S. tax due would be reduced by applicable foreign tax credits.

· This was immediate if the foreign business was conducted through a “branch” of the U.S. taxpayer itself. If instead the foreign business was conducted through a subsidiary corporation, as above, U.S. taxation would generally be deferred until the foreign corporation paid a dividend to its U.S. shareholder
· This created a “lock-out” effect, which was an incentive for U.S. shareholders to defer the receipt of dividends of foreign earnings. The IRS had two main weapons against this deferral of U.S. taxation. As we saw in week 1, one weapon is IRC §482 and transfer pricing. Essentially there can be an “exit” tax in the movement of intellectual property; also transfer pricing rules could be used by IRS to allocate income to the U.S. parent and away from foreign subsidiaries.

· The second weapon is known as the Subpart F regime because it is located in the part of the Code known as Subpart F—the current taxation of certain income of foreign subsidiaries. Before we get into the Subpart F regime, it is important to look at how the 2017 tax act changed this system.

· The 2017 tax act changed this system in two main ways:

· (1) Most dividends from foreign subsidiaries are not subject to U.S. tax when paid;

· (2) Most of the earnings of a CFC are taxed, as earned, as global intangible low-taxed income (GILTI) under IRC §951A.

· These changes mean that there is less benefit to U.S. taxpayers from deferring the repatriation of their foreign earnings. The GILTI rules are also located in the part of the Code known as Subpart F. However, the original Subpart F provisions were also retained, which means that CFC earnings are potentially taxable either at Subpart F (taxed at 21%) or GILTI (taxed generally at 10.5%).

· The original Subpart F provisions were enacted in 1962 to prevent U.S. taxpayers from engaging in inappropriate deferral of U.S. taxation of foreign income. Tax practitioners spent a lot of time trying to ensure that a U.S. taxpayer’s controlled foreign subsidiaries would not generate Subpart F income leading to immediate U.S. tax. However, now historical Subpart F income may be preferable to GILTI income, depending on how foreign tax credits apply to GILTI income versus how they apply to Subpart F income.

· Let’s take a look at how the historical Subpart F provisions work. They reduce deferral on foreign income by imposing current U.S. tax on the:
· “pro rata share” of

· “Subpart F income” allocable to a

· “U.S. shareholder” of a

·  “controlled foreign corporation,” or CFC for short.

· So we need more definitions! The first of which are U.S. shareholder and CFC. It is worth noting that after December 31, 2017, each U.S. shareholder must also include in income the shareholder’s GILTI for the shareholder’s taxable year under IRC §§951(a) and 951A. As an ordering matter, the historical Subpart F inclusion comes first, so that income that is Subpart F income is excluded from GILTI.
· Controlled Foreign Corporations (CFC) & U.S. Shareholder for Purposes of IRC §957
· The definition of a CFC is important because the historic Subpart F regime only applies to foreign corporations that are CFCs. This definition is found in IRC §957. It essentially provides that a CFC is any foreign corporation if more than 50% of either the 1) voting power, or 2) value of its stock is owned by United States shareholders on any day during the taxable year of the foreign corporation. It is important to remember that “indirect” and “attributed” ownership counts as ownership for this purpose. A U.S. shareholder for this purpose is generally a U.S. person (i.e., U.S. citizen/resident or U.S. corporation) who owns 10% or more of the voting power of the foreign corporation. Therefore, not every U.S. person counts—only those that own 10% or more of the voting power. This is the same United States shareholder test that applies for purposes of §245A.

· As such, see some common ownership structures below. Notice that only the U.S. shareholders that own 10% or more of the voting power count as a U.S. shareholder for this purpose.

· See Brightspace. 

· Pro Rata and Inclusion Mechanics for Subpart F

· Calculation of the Subpart F Inclusion
· Under these Subpart F rules, a U.S. shareholder is taxed on its share of “Subpart F” income. Subpart F income is defined as the sum of foreign base company income (FBCI) plus other items of CFC income such as certain insurance income (which we will not cover in this course). FBCI, in turn, is the total of the types of income described in §954 and detailed below, less allocable deductions.

· Subpart F and FBCI are net income concepts (i.e., income less allocable deductions). In determining the Subpart F inclusion for a U.S. shareholder, Treasury Reg. §1.954-1(a) provides the following: 

· First, gross FBCI (the total of all types of Subpart F income under §954) is determined. 

· Next, any de minimis and full inclusion rules are applied to arrive at an adjusted FBCI (the de minimis rule excludes from FBCI small amounts—generally less than $1m—of gross FBCI, while the full inclusion rule treats a CFC whose gross FBCI exceeds 70% of its total gross income as having 100% FBCI). 

· Next, properly allocable deductions are applied to calculate net FBCI.

· Pro Rata Inclusion of Subpart F Income

· If you are a U.S. shareholder on the last day of the tax year, and the entity is a CFC, you must include in income your pro rata share of the entity’s Subpart F income for the year, as if the entity distributed such income to you on such date. This amount is a deemed dividend. Therefore, for example, if U.S.1 and U.S.2 each own 50% of a CFC and the CFC has $100 of Subpart F income, then each U.S.1 and U.S.2 are deemed to have a dividend of $50.
· Now that we’ve reviewed the definitions of CFC, U.S. shareholder, and pro rata, we need to define Subpart F income….

· (2). Types of Subpart F Income – FBCI
· So what constitutes Subpart F income of a CFC for this purpose? This is very important because it is the income that will be currently taxed as a deemed dividend to the U.S. shareholder of the CFC at a tax rate of 21%. Remember that Subpart F was designed as an anti-abuse regime to prevent U.S. taxpayers from shifting income to low-taxed jurisdictions. Therefore, the definition of Subpart F income reflects income that is easily moveable.
· There are three types of Subpart F income that we will deal with, which make up FBCI, as set forth in §954(a):
· (1) Foreign personal holding company income (FPHCI),

· Foreign Personal Holding Company Income (FPHCI) is generally passive income such as interest, dividends, rents, royalties, and net gains from the sale of assets that produces these kinds of income. IRC §954(a)(1) and (c).

· There are a number of exceptions to FPHCI treatment:

· (1) Active financing exception—if a CFC runs a real financing business in a particular foreign country, then its interest/dividends, etc. will not be FPHCI according to IRC §954(h).

· (2) Rents/royalties from an active business—if a CFC rents real estate or leases equipment/films, in active manner, then this income is also not FPHCI according to IRC §954(c)(2)(A).

· (3) Look-through rule—if a CFC receives a dividend or interest, or rent or royalty, from a related person (i.e., an entity under common control—50% ownership—by the CFC’s owners), and such amount is not attributable to either Subpart F income or U.S.-connected income (ECI) of the payor, then the amount is not treated as FPHCI to the recipient CFC.

· See Brightspace for Examples

· (2) Foreign base company sales income (FBC sales income), and

· Foreign Base Company (FBC) Sales Income includes income from property purchased from (or sold to) a related party if the property is manufactured and sold for use outside the CFC’s country of incorporation. A related person is defined in IRC §954(d)(3) as having a more than 50% ownership in the CFC (or is commonly controlled by the same party that controls the CFC) based on vote or value.
· Therefore, we are dealing with the following gains on sale of property:
· (1) Derived from purchase of property from a related person and its sale to any person,

· (2) Derived from sale to any person on behalf of related person,

· (3) Derived from purchase from any person for resale to a related person, or

· (4) Derived from purchase from any person on behalf of related party of property made outside the CFC’s country of incorporation if such property sold for use outside that country.

· Basically, the rule is to prevent use of a tax haven entity in a “chain” of intercompany sales, to “park” part of the sale profit in the tax haven.
· There is a manufacturing exception that states that if CFC does substantial processing or manufacturing of the property within its home country, then its sales income is not Subpart F income, even if the product is then sold outside its country of incorporation
· See Brightspace for examples

· Example 1 of FBC Sales Income

· Let’s suppose PCo manufactures cars. PCo spends $10,000 to manufacture the car in the U.S. It plans to sell to foreign customers for $15,000. Without Subpart F, the PCo could open a subsidiary in Bermuda, where there is no income tax. PCo would first sell the car to P-Bermuda for $11,000, creating a taxable profit of only $1,000 in the U.S. The P-Bermuda Company would then sell to customers, making $4,000 of profit in Bermuda that is tax free and tax-deferred. Subpart F prevents this because it covers the purchase of property from a related person and its sale to any person. PCo will be taxed on the $4,000 in income earned by Bermuda Company, as a deemed dividend, at the Subpart F rate of 21%

· Example 2 of FBC Sales Income

· Now, suppose PCo makes sunglass components (lenses, etc.), which it sells to its subsidiary, IreCo, for $20. IreCo assembles the shades and sells the finished sunglasses for $100. Is the $80 of income here Subpart F? It certainly sounds like a FBC since the sunglass components are bought from a related party and sold to any person, but PCo might claim some defenses (on the next slide).
· PCo might claim that Subpart F only applies to the “purchase of personal property from a related party and ITS sale to any person.” Since the property sold is different than the property purchased, it does not qualify as Subpart F. Unfortunately, the government does NOT agree!

· A better defense falls under the manufacturing exception. IreCo did substantial manufacturing/processing within its country of incorporation, so it qualifies for the exception. The government would agree, and there is no Subpart F here. The trick for companies wanting to minimize their tax on foreign income is to move some profit into low-tax jurisdictions without triggering Subpart F.

· Minimizing Subpart F Example 1

· Let’s say PCo owns subsidiaries in the UK, Germany, and France. The UK, German, and French subsidiaries make the product in their home countries, and sell directly to customers in their countries. They pay a royalty to PCo because PCo owns all IP (foreign and domestic). What is the problem with this structure?

· Answer: All income is highly taxed! There is no Subpart F here due to the manufacturing exception, but the entire profit is either taxed at the U.S. rate on the royalty (which is a rate of 21%) or at the tax rate in the foreign countries. The tax rates in the UK, Germany, and France are all around 35%. So, how can PCo fix this problem without triggering Subpart F?
· PCo could create a A-Swiss, a super hold company, or principal company, in Switzerland. A-Swiss acquires the foreign IP rights from its U.S. parent. As we learned in week 1, it can do so through cost share, license, contribution, or sale, under §482. A-Swiss then signs all contracts with unrelated customers—it sells to them directly. A-Swiss also signs contracts with the UK, German, and French subsidiaries—it pays them a fee to make the product on behalf of A-Swiss. A-Swiss retains the title to the product during manufacturing.
· The result is that there is no Subpart F income on A-Swiss' sales—it does not buy from or sell to any related parties! So economically, substantial profit is placed in Switzerland, with a low local tax rate. Under prior law, there was full U.S. tax deferral on such profits until they were distributed. After 2017, as we will see next week, these profits are now subject to GILTI (and hence are taxable in the U.S., as earned, at least at a 10.5% rate).
· (3) Foreign base company services income (FBC services income).

· Another type of income that triggers Subpart F is Foreign Base Company (FBC) Services Income. This is generally income from the performance of services of any kind. IRC §954(a)(3) and (e). This service income will be Subpart F income if:
· (1) The services are performed for or on behalf of a related party, and

· (2) The services are performed outside the CFC’s country of incorporation.

· Example:
· If PCo opens a subsidiary in Bermuda to provide services to people in the Netherlands, the services performed by Bermuda Co, a CFC, will be on behalf of a related person. Since the services are performed outside the country of incorporation of Bermuda Co, this income will qualify as FBC Services income for PCo and will trigger Subpart F.
· Note: This isn’t a direct U.S. tax issue because the services are not performed within the U.S. If they were, Bermuda Co would be a U.S. T & B, and fall under the rules we discussed in International Tax I.
· Example:

· Suppose PCo wants to provide services in the UK, Germany, and France, so it creates a subsidiary in the Netherlands, P-Netherlands. P-Netherlands opens companies in the UK, Germany, and France. Each entity performs services within its home country. An outside tax advisor (not the trusted tax advisor we’ve come to know in this course) encourages PCo to make a Check the Box (CTB) election to treat each of its subsidiaries as “disregarded entities” for U.S. tax purposes. Now we have a problem. Despite having the Super Base Company, P-Netherlands, the services income of each of P-UK, P-Germany, and P-France might be Subpart F income because the services are:

· Probably provided on behalf of related persons

· Provided outside the country of incorporation—the CTB election means these companies are disregarded for U.S. tax purposes, and therefore merely branches of P-Netherlands.

· Note: The 2017 tax act repealed the category of foreign base company income from the manufacture and distribution of oil and gas products outside the U.S. unless the products were extracted from, or for use in, the country where the CFC was organized. This used to be in IRC §954(a)(5) and (g). Also, other types of (non-FBCI) Subpart F income, such as insurance income, will not be covered here.
Week 5 - GILTI, PFICs, and Ancillary Anti-Deferral Issues
Objectives:

· After completing the activities this week, you should be able to:

· Apply the GILTI minimum tax regime.

· Describe what happens when CFCs make actual distributions of PTEP.

· Identify situations where the PFIC rules could apply.

Readings

· Postlewaite, Tokic, Sheffield, & Weiss (2019):

· Unit 14.07, 14.09, and 14.13 through 14.15

· Unit 15

Resources

· IRC §§951A, 956, 959 and 961

· IRC §1248

· IRC §§1291-1297

· IRS Notice 2019-1

On to the material…

1.) GILTI – Background and Mechanics
· The GILTI – a Minimum Tax

· Status Check

· By now, you should be familiar with the basic issues of U.S. outbound international taxation. Despite claims to have a “territorial” system, the U.S. system is still effectively a “hybrid”—U.S. persons are taxed on their worldwide income, and foreign subsidiaries (particularly CFCs) are often taxed in the U.S. (via the deemed dividend mechanism), on a current basis, on their income.

· This means that the U.S. must still have a robust foreign tax credit regime, in order to prevent double taxation (we learned about this in prior weeks). The U.S. also has a robust “anti-deferral” regime, under which the income of CFCs is often taxed currently in the U.S.

· Subpart F is the main anti-deferral regime. In this session, we will learn about a new anti-deferral regime, the Global Low-Taxed Intangibles income (GILTI) regime. We will also talk about a completely separate regime, the PFIC regime.
· Background

· With the move to a territorial regime in 2017, concerns increased about the use of foreign subsidiaries and IP structures to avoid U.S. taxation on foreign income. Because dividends from CFCs are generally tax exempt under §245A, without GILTI it would be possible to avoid Subpart F and hence avoid any U.S. taxation on a whole host of low-taxed foreign earnings. Hence, Congress enacted the GILTI regime to mitigate this concern. The GILTI regime is, in effect, a minimum tax on CFC earnings. The U.S. shareholder must include its share of GILTI in income as a deemed dividend.
· Mechanics

· Overview

· The GILTI inclusion is the difference between the tested income of all CFCs controlled by a particular U.S. shareholder (computed on a “one-CFC” basis), less its deemed ordinary return, which is equal to 10% of the adjusted basis in the tangible assets of the CFCs in question. Then, §250 allows a 50% deduction against the GILTI inclusion, which means that the GILTI inclusion is effectively taxed at a rate of 10.5% under current law (21% on the income inclusion, less a 50% deduction, equaling a 10.5% effective rate).

· Requirements

· GILTI is not technically Subpart F, but it uses the same qualification mechanics as the Subpart F inclusion. Hence it only applies to United States shareholders in a CFC, and requires inclusion as a deemed dividend of that shareholder’s pro rata share of GILTI determined under §951A.

· Tested Income

· The concept of tested income is the key to the GILTI provision. Tested income is technically a different concept from earnings and profits (E&P), but it should be very similar in practice. Tested income is basically the taxable income of the CFC, calculated as if it were a U.S. corporation, but excluding gross income and deductions (i.e., the net result) arising from the following:

· Subpart F income;

· Income that is “effectively connected” with a U.S. trade or business (ECI);

· Dividends from related parties;

· Income that would have been Subpart F, except for the high-tax exception to Subpart F; and

· Foreign oil and gas extraction income.

· Hence, if income is Subpart F, it is not also treated as GILTI. Also, as of 2020, GILTI now has its own special “high tax” exception (Subpart F has a similar high tax exception as well, which we did not cover either), where certain amounts of highly taxed income are not considered to be tested income. This provision is elective, and very complex, and is beyond our scope.

· Tested income is calculated on a “one CFC” basis for all the CFCs of a particular U.S. shareholder. This means that the U.S. shareholder’s pro rata share of tested income (or tested loss) of all its CFCs is added together to determine the GILTI inclusion. Hence GILTI is really a U.S. shareholder-level calculation. If one CFC has a tested loss, that loss can offset tested income from another CFC in calculating GILTI.

· Example:

· Let’s suppose PCo has two wholly owned CFCs, IreCo and SwissCo. In 202X, IreCo has tested income of $500, and SwissCo has a tested loss of $200. Hence, PCo’s net tested income is $300 ($500-$200), which will form the basis of its GILTI inclusion (it must, of course, reduce this amount by its deemed ordinary return. See below.)
· Deemed Ordinary Return

· This amount is generally 10% of a CFC’s tax basis (determined using quarterly averages) in its tangible depreciable property (this tax basis is also called QBAI, which stands for Qualified Business Asset Investment), reduced by net interest expense. This 10% figure is a proxy for the income of the CFC that is related to “tangible” assets, which means that the remainder is considered “intangible” income and hence is taxable as GILTI.

· Example:

· Going back to the example above, assume that IreCo has an average QBAI for the year of $1,000, and that SwissCo’s average QBAI is $500. Here, only IreCo’s QBAI is going to count in calculating the deemed ordinary return. SwissCo’s QBAI does not count, because it has a loss. Hence, the deemed ordinary return is $100 (10% of $1,000 of QBAI), and thus the GILTI inclusion is $200 ($300 of tested income, minus $100 of deemed ordinary return).
· The tested loss has the following §960 consequences:

· No taxes of SwissCo (if any) will be eligible for the §960 credit (since it has a tested loss), and

· Only 32% of the taxes of IreCo are potentially creditable under §960(d) (80% times the ratio of GILTI inclusion—$200—to gross tested income—$500.) PCo’s “inclusion percentage” under §960(d) is 40%—$200 GILTI divided by $500 of gross tested income—and under §960, 80% of that 40% in foreign taxes can be applied as FTCs. As a result, the tested loss of SwissCo reduces the FTCs of IreCo that can be utilized by PCo under §960. This is fair since the loss also effectively reduced PCo’s overall GILTI inclusion (since that amount is determined on a cumulative, “one-CFC” basis).

· Deduction

· The law accomplishes a lower tax rate on GILTI by providing a deduction, under §250, for 50% of the GILTI inclusion. This reduces the U.S. tax rate on GILTI to 10.5% (though if foreign tax is paid, the total tax rate on GILTI could be as high as 13.125%, because only 80% of foreign taxes attributable to GILTI are eligible for the credit). Because the mechanism is a deduction, it might not be available if the U.S. taxpayer has a net overall tax loss (i.e., a situation where its U.S. deductions exceed U.S. income and the GILTI inclusion)
· Example:

· PCo’s GILTI inclusion is $200, and hence its GILTI deduction will be $100 (50% of such amount). Thus the net amount included in income (when taking §951A and §250 into account) will be $100 in this example ($200 - $100).
· Summary – Current Taxation of CFC Income

· As our book states, GILTI is in effect a residual category of Subpart F income. Because of the interactions of the Subpart F and GILTI regimes, the earnings of any particular CFC effectively fall into one of three categories:
· Subpart F income (which takes precedence over GILTI), taxable at 21% under current law, as earned;

· GILTI, taxed at 10.5%, as earned; or

· Fully exempt income, not taxable when distributed under §245A.

· However, all income of a CFC will be either Subpart F or GILTI, except for the amount of income equal to the deemed ordinary return. Since this amount is equal to only 10% of the tangible asset basis (i.e., QBAI) of the CFC, it is likely small for most CFCs. This means that most CFC income is taxable yearly, which is why our system is more accurately called a “quasi-territorial” system. It is probably more accurate to call it a “full inclusion” system, under which most, if not all, foreign subsidiary income is taxable in the U.S. (at either 21% or 10.5%) as it is earned.
· The example in the text, in section 14.07, shows how this would work in practice. For simplicity’s sake, let’s ignore the $100 of U.S. income earned by the CFC, and assume instead that it has $400 of operating income, $200 of Subpart F income, and QBAI of $200. Given this, its GILTI inclusion is $380 ($400 of tested income, less 10% of the $200 in QBAI, or $20). Thus, of the $600 earned by this CFC in the current year, the following occurs:
· $200 of it is taxable as Subpart F, at a 21% rate under current law;

· $380 of it is taxable as GILTI, at a 10.5% rate if the U.S. shareholder can take the GILTI deduction; and

· $20 of it (equal to 10% of QBAI) is effectively exempt from U.S. tax, and should (conceptually) be available for distribution to the U.S., tax free, under §245A.

· In some cases, a CFC won’t have any Subpart F income, so all of its income will either be GILTI or equal to the deemed ordinary return.
(2). Ancillary Issues Under Anti-Deferral Regimes
· Section 961 – Basis Adjustments

· Background

· Because both GILTI and Subpart F tax U.S. shareholders on “deemed” dividends, there is a risk of double taxation either when

· the earnings are actually distributed later, or

· when a U.S. shareholder sells stock in the CFC.

· On the next page, we will deal with distributions of previously taxed earnings and profits (PTEP), and here we will deal with the rules that mitigate double taxation on a sale of stock in a CFC.

· Example:

· Assume PCo owns stock in IreCo with a $100 basis, representing an initial investment in that entity. In 202X, PCo has a Subpart F inclusion from IreCo of $100 (because it had earnings of $100 subject to the Subpart F regime). Hence, IreCo stock is now worth $200 (the $100 initial investment plus the $100 in earnings). So, if PCo sold the stock, and there was no basis adjustment mechanism, PCo would have a $100 gain ($200 sales price - $100 basis in the shares), which would mean that the $100 of IreCo earnings would be taxed twice (once as Subpart F, and again as a capital gain when PCo sold the IreCo shares). Section 961 prevents this result by providing a positive basis adjustment of $100 in the IreCo shares, increasing PCo’s basis in its IreCo shares to $200, and hence wiping out the gain.
· Section 961

· As foreshadowed in the example, under §961, the basis in the shares of a CFC is increased by the amount of a deemed dividend to that shareholder under either Subpart F (§951) or GILTI (§951A). This basis increase is effective, generally, on the last day of the taxable year of the U.S. shareholder. Also, under §961(b), basis in the shares of the CFC will go down for the amount of a distribution of PTEP. As described below, distributions of PTEP are generally tax free
· Example:

· Now assume that IreCo distributes $100 to PCo on the first day of the following tax year. Hence, PCo’s basis in IreCo shares goes up to $200 as of 12/31/202X, and then goes back down to $100 when the PTEP is distributed (as noted below, the distribution of the PTEP should be tax-free under §959). This result makes sense, because the distribution of the $100 in PTEP will reduce the value of IreCo back down from $200 to $100. Hence, without the basis decrease, PCo could receive the $100 distribution and then sell the stock in IreCo at a loss ($100 value - $200 basis in shares). Section 961(b) prevents this result by reducing the stock basis in IreCo back down to $100 to reflect the $100 PTEP distribution.
· Section 959 – PTEP

· Overview

· Because CFCs earn various types of income, and this income is taxed currently under the Subpart F or GILTI regimes, we also need a rule that states that this income is not taxable again when it is distributed to the U.S. parent corporation. This rule is contained in §959, which states that previously taxed earnings and profits (PTEP) are not taxable when distributed. This rule, when combined with §245A, means that most dividends from CFCs are not taxable to the U.S. recipient. However, these multiple rules also mean that we need ordering rules to determine when a distribution is PTEP as opposed to a §245A distribution.

· You might think that it doesn’t matter much whether a distribution is made out of PTEP, or qualifies for the §245A DRD, as neither are taxable to the U.S. shareholder. This is generally correct; however, it does matter for certain purposes whether a distribution is out of PTEP, as follows:
· Section 961: As you just learned, basis in CFC shares is decreased by PTEP distributions, but basis is not decreased for §245A distributions.

· FTCs: If foreign withholding tax is imposed on a distribution, generally there is an FTC available (under §§901, 903 and 960(b)) if the distribution is a PTEP distribution, but there is no FTC available for distributions that qualify for the §245A DRD.

· Likewise, there are limited FTCs available for distributions of §965 PTEP, which is PTEP arising from the one-time transition tax that was imposed in 2017 as part of tax reform.

· Foreign currency: We are not focusing on this topic in this class, but if amounts are distributed in foreign currency, there can be foreign currency gain or loss (under §988), and the amount can vary depending upon which “layer” of earnings is distributed.

· The Rules

· The rules here are complex and are still in flux. IRS issued Notice 2019-1 in late 2018, which set forth the ordering rule. The notice stated that there were 16 (!) different categories of PTEP, and basically reiterated the old rule from §959 that “PTEP comes out first.” So PTEP distributions must be exhausted before getting to E&P that is potentially eligible for the §245A DRD. Also, the notice adopted a general “last in, first out” (LIFO) approach, under which more recently earned PTEP is deemed to be distributed first (in a manner with §316, which treats dividends, for general corporate tax purposes, as being distributed first from current year E&P). Then the notice also provides ordering rules within certain types of PTEP. Generally, §965 PTEP (arising from the 2017 transition tax) comes out first, and then PTEP from §956 inclusions (described below—after tax reform, these amounts should be small or nonexistent), and then lastly other forms of PTEP from GILTI or Subpart F inclusions.
· As an example,
·  OldCo had a $1,000 §965 inclusion in 2017, and in 202X has earnings of $300, $200 of which were taxable under the GILTI regime. Further, assume it had $500 of GILTI inclusions in prior years, and $200 of non-GILTI E&P earned in those years. Hence it has total earnings at the end of 202X of $2,000 ($300 in the current year, $1,700 left over from prior years). Let’s assume it makes a distribution of $1,400 on the first day following the end of 202X. Which earnings were distributed?
· $1,000 of §965 earnings (those come out first)—if foreign withholding tax is imposed on the dividend, only a portion of it will be creditable;

· $200 of current year GILTI (FTCs for withholding tax should be available for this);

· $200 of prior year GILTI (same as above—a credit can be taken for the withholding tax imposed on this dividend in the year the dividend is distributed.)

· All of these distributions should be tax-free under §959. Hence, after the distribution, OldCo will have $400 of old GILTI PTEP left over, and a total of $300 in non-GILTI earnings ($200 from prior years and $100 from the current year). Therefore §245A doesn’t apply to this situation at all.
· Section 1248 – Sale of CFC Stock

· As discussed in week 2, §1248 of the Code has long recharacterized a portion of gain on sale of stock in a CFC as a dividend, as opposed to gain. There were a variety of reasons for this, but mainly the intent was to equalize tax treatment between corporations that distribute their earnings, and those that do not.
· Example:

· PCo invests $100 to establish SwissCo, a wholly owned CFC. SwissCo then earns $300 in E&P, but does not pay this as a dividend. SwissCo’s value goes up to $400 ($100 initial investment plus $300 in earnings). Then, PCo sells SwissCo stock for $400, realizing a $300 gain ($400 sales price minus $100 stock basis).
· Absent a special rule, this gain would be treated as a capital gain, and potentially taxable, especially to corporate shareholders. However, §1248 applies here, and treats the gain as a dividend to the extent it relates to E&P earned while the foreign corporation was a CFC, and while the selling shareholder held stock in the CFC.

· Once the gain is recharacterized as a dividend, it is then eligible for the §245A DRD, if the other requirements of that section are met. See §1248(j). Also §959 should apply if the earnings that are treated as a deemed dividend have already been taxed under either Subpart F or GILTI.

· Section 956 – Investment in U.S. Property

· Section 956 was formerly an important part of the Subpart F regime. Under the old “deferral” regime, this rule prevented U.S. corporations from, in effect, borrowing money from their CFCs (instead of paying dividends), thus gaining use of the “offshore cash” while continuing to defer U.S. taxation on foreign earnings. Section 956 treats these borrowings (“investments in U.S. property”) as a deemed dividend, formerly taxable in the U.S. in a similar manner to Subpart F inclusions.
· With the move to an exemption system, §956 is no longer relevant for domestic corporate shareholders of CFCs, in most cases (as the book points out, it might still be relevant for individual shareholders in CFCs, and corporate shareholders that have not yet met the holding period requirements of §245A). This is because of proposed regulations that treat as nontaxable any §956 inclusion that would have qualified for the §245A DRD. In addition, since most CFC income is now either Subpart F or GILTI, loans of such amounts would qualify as tax-free deemed distributions of PTEP (see §959(c)(1)).
· Congress actually considered repeal of §956 as part of tax reform in 2017, but reinserted the provision at the last minute.
(3). PFIC
· Overview
· Background

· The Passive Foreign Investment Company (PFIC) regime is another anti-deferral regime to reach certain types of income of foreign corporations and tax such income currently (i.e., prevent deferral), or to at least impose a charge on the economic benefit gained from deferral (see Code §§1291-1297).

· This regime is fairly new (1986), and reaches ALL the income of certain entities that qualify as PFICs (details below).

· One important point is the CFC/PFIC overlap. If an entity is a CFC, it will NOT be a PFIC! More specifically, if you are a U.S. shareholder in a CFC, you will fall under the Subpart F or GILTI regime, NOT the PFIC regime. In other words, multinationals don’t really need to worry about PFIC, unless they invest in non-controlled (i.e., less than 50% owned) foreign corporations.

· The PFIC regime is really intended to get at small or individual investors in foreign corporations that hold predominantly passive assets. PFIC is typically a major issue for private equity or hedge funds, which operate in partnership form (they are passthroughs), and often take a noncontrolling (i.e., less than 50%) ownership interest in foreign corporations.
· The Issues
· There are two major issues here:

· (1) Is the foreign corporation a PFIC?

· (2) How are U.S. persons who own PFICs taxed by the U.S.?

· Again, keep in mind if the U.S. person is a U.S. shareholder in a CFC, that person is subject to the Subpart F and GILTI regime, and is exempt from the PFIC rules.

· Classification as a PFIC – the Tests

· PFIC Definition

· A PFIC is any foreign corporation where either 75% or more of its gross income for the year is passive (the passive income test), OR the average percentage of assets held during the year by the entity which produce passive income is at least 50% (the passive asset test).
· Thus a PFIC is an entity that earns mostly passive income or holds mostly passive assets. Passive assets here are ones that produce interest, dividends, and/or rents/royalties, in general. As our book states, it is difficult to escape PFIC status (i.e., it is a factual question, often).
· Passive Income Test

· Passive income for this purpose is generally the same as income that makes up foreign personal holding company income (FPHCI) under §954(c) as contained in the Subpart F rules. However, if the entity runs a business that creates passive income (such as a banking business), then the income from that business is not considered passive. Likewise, in certain circumstances, for insurance businesses. There is also an exception for passive income paid by related parties, if the related party generated the income in its own active business.

· For example, FCo, a foreign corporation, owns 100% of F1, another foreign corporation. F1 runs an active business in its home country. F1 then pays a dividend to FCo. This dividend is not considered to be passive income to FCo under the passive income test for the purpose of determining whether FCo is a PFIC.

· Passive Asset Test

· This test generally looks to the fair market value (FMV) of the foreign entity’s assets, and is determined on a quarterly basis. However, entities can elect to apply the test using the tax basis of its assets, as opposed to FMV.

· Look-Through Rule

· A foreign corporation must “look through” and treat as its own its share of the assets of any 25% owned foreign or domestic subsidiary for purposes of applying both the passive income and asset tests.

· Let’s say FCo, a foreign corporation with U.S. shareholders, owns 100% of F1, another foreign corporation. FCo has $1,000 worth of assets that it holds in an active business, while F1 has $4,000 worth of passive assets (and no other assets). Under the look-through rule, FCo would be a PFIC, as it must treat the passive assets of F1 as its own, and hence 80% of its assets ($4,000/$5,000) are considered to be passive assets (as an aside, F1 would also be a PFIC, but it has no U.S. owners).

· PFIC Exceptions

· There is an exception under §1298 for a foreign corporation in its first taxable year in which it derives gross income. In this year, the entity will not be a PFIC, even if it otherwise satisfies the income or asset tests. Likewise, there is an exception for a foreign corporation that is in the process of changing its business line (provided that it was not a PFIC in the past).

· Taxation of PFIC Owners
· Overview

· How are these U.S. persons taxed when owning a PFIC? One of three ways:
· (1) Section 1291 “Normal” PFIC regime: No current taxation, but upon receipt of dividend or sale of shares, pay U.S. tax on dividend/sale, PLUS pay a “deferral interest charge” too (complex).

· (2) Section 1295 Qualifying Electing Fund (“QEF”) regime: The taxpayer can elect to pay tax on the earnings of the PFIC annually, like Subpart F (pro rata share).

· (3) Section 1296 Mark to Market regime: If the PFIC stock is sold on an exchange, then the taxpayer can elect to “mark it to market” every year. (The taxpayer will recognize gains on the difference between FMV and basis at end of year; losses if basis > FMV at end of year.)

· Section 1291 - “Normal” PFIC Regime
· Section 1291 imposes special tax treatment (in the form of an interest charge) on an “excess” distribution, which is either an actual distribution that exceeds various thresholds, or a sale of the stock of the PFIC. This interest charge (called the deferred tax amount) is difficult to calculate in practice, and also can be punitive (as our text points out). Also, stock in a PFIC that is subject to the §1291 regime is always potentially subject to the deferred tax amount upon a future disposition, even if the entity ceases to satisfy the passive asset and income tests in future years (“once a PFIC, always a PFIC”). This PFIC “taint” can be removed by making a deemed sale election or deemed dividend election, as outlined in sections 15.13 through 15.15 of our text.

· Section 1295 - Qualifying Electing Fund (“QEF”) Regime

· Hence, many taxpayers make the QEF election instead. By making this election, the U.S. owner avoids the §1291 regime, and instead is subject to tax, under §1293, on its share of the PFIC’s earnings each year. The election is made on the tax return of the U.S. owner, and there are certain filing and disclosure requirements that are imposed. It is also an irrevocable election, and is shareholder-specific.

· Once the QEF election is made, §1293 treats the PFIC as effectively a passthrough—the U.S. owner picks up its pro rata share of ordinary income and net capital gain, and treats each amount as such on its own tax return. If the income is later distributed, in general it is not taxable; also the tax basis in the PFIC stock is adjusted upward for the income inclusion, in a manner similar to what is done for CFCs under §961 (described above).

· Example

· PFIC is a foreign corporation, with 100% interest earning assets, and 100% interest income. You, a U.S. taxpayer, own 5% of it; your tax basis is $100; PFIC is worth $500 at end of year. PFIC earned $100 in interest income during the tax year.

· What happens? You must first decide if this is a PFIC, which depends on the regime you elected to apply.

· Under a “normal” regime (§1291), nothing happens now, but when you sell PFIC stock or get a dividend from PFIC, there will be an “interest charge” imposed on your gain/dividend

· Under QEF (§§1295 and 1293), you will include $5 in income for the year (5% of the $100 earned by PFIC) and your basis in the PFIC stock will go up to $105.

· Under mark to market (§1296), you will include $400 in income for the current year (the amount of appreciation in the stock of PFIC for the year), and your basis in PFIC stock goes up to $500. Note: You can only make this election if the PFIC’s stock is publicly traded.

Week 6 - Other Issues
· Video:

· We just covered the GILTI regime, which reflected a concern that US multinationals are easily able to establish foreign subsidiaries and have those subsidiaries earn foreign income, particularly income arising from intellectual property and thereby avoid US taxation on such income. The GILTI regime mitigates this by effectively imposing a 10.5% minimum tax on most foreign income of a controlled foreign corporation, CFC.

· The total effective rate of tax on GILTI is actually about 13%, if foreign tax is imposed on such income, because a foreign tax credit is only allowed for 80% of foreign taxes attributable to GILTI. Ancillary to the GILTI, Congress also enacted the FDII regime in 2017. This regime allows a deduction for foreign derived intangible income, or FDII for short.

· The amount of the deduction reduces the tax rate on FDII income from 21% the current US corporate rate down to about 13%. This rate is no accident. Congress intended the rate on FDII income to be the same as the rate on GILTI income and included the two provisions in the same code section, section 250.

· Many referred to the two regimes as the carrot and the stick approach to international taxation. FDII is the carrot allowing a US person to earn foreign income directly and be subject to only a 13% rate of tax. While GILTI is the stick, meaning that if the US person tries to earn foreign income through a CFC, such income will be taxed at a rate of at least 10.5% going up to at least 13% in total, if foreign taxes imposed on the income due to the haircut down to 80% imposed on GILTI taxes.

· We will discuss the exact mechanics of the FDII this module, but keep in mind that the income must be earned by a domestic corporation and it is generally limited to income from sales of property or services performed for foreign use. Hence, it generally applies to export sales. The US has a long and generally unsuccessful history of trying to incentivize exports through the tax code, some of which we will also cover in this module.

· With the addition of FDII, income of a US multinational group can be considered to fall into one of the following categories. Domestic income earned by the domestic parent, taxable at 21%, foreign income earned by the domestic parent, potentially FDII, taxed at 13%. Subpart F income of the group's CFCs, taxed at 21%, GILTI income of the group's CFCs taxable at 10.5%.

· Exempt for an income of the group's CFCs equal to 10% of the CFCs group QBAI, exempt from US taxation. This last category is also the only income that is truly subject to the section 245 cap A dividend exception that we discussed earlier in the course. Moving on, in this module, we'll also handle a couple of ancillary issues.

· First we will discuss the special rules that apply to international corporate reorganization, then we will discuss a handful of issues that apply to individuals. First, on corporate reorganizations, you learned in corporate taxation that corporations can generally reorganize and engage in other transactions in a tax free manner. Specifically contributions to corporations are usually tax free, section 351, as are many liquidations, section 332 spin offs, section 355, and mergers section 368.

· However, if one of the corporations involved in one of these transactions is a foreign corporation, then section 367 could apply and impose additional requirements in order for the transaction to be tax deferred. For example, if a shareholder contributes appreciated property to a foreign corporation in a transaction that otherwise qualifies for section 351 treatment.

· Section 367 imposes additional requirements, such as a requirement to enter into a gain recognition agreement, or GRA for short, that must be met for the contribution to qualify for tax free treatment. Lastly, there are a number of rules that apply specifically to US individuals. One is section 911, which provides for an exemption from income for certain amounts of foreign earned income.

· Also, individuals are subject to special rules regarding foreign tax credits and their holdings in controlled foreign corporations. Now let's move onward to the specifics.
· Objectives

· Apply the deduction for foreign derived intangibles income.

· Summarize the total regime of U.S. taxation of foreign income.

· Apply IRC §367 to corporate transactions in the international context.

· Explain ancillary issues for individuals including the foreign earned income exclusion, foreign tax credit, and the election under IRC §962 regarding the tax rates for Subpart F income for U.S. individual shareholders.

· Resources

· IRC §250

· IRC §367

· IRC §901

· IRC §911

· IRC §962

· Unit 3

· Footnote 3 page 116 in §6.06

· Footnote 2 page 268 in §14.07

Topics:

(1). FDII – The Deduction for Foreign Derived Intangibles Income
· Overview - The “Carrot” (Not the Stick)

· History

· There has been a long history of attempts to provide an incentive in the tax code for exports. For a number of years, the Code contained special entities (called Domestic International Sales Corporations and Foreign Sales Corporations, or DISCs and FSCs for short), both of which provided for a reduced rate of tax on export sales. Foreign countries objected to these regimes, and brought cases against the U.S. in international trade forums (first the General Agreement on Tariffs and Trade, or GATT, and later under its successor organization, the World Trade Organization (WTO)). Those foreign nations won their trade cases, and the U.S. had to repeal the DISC and FSC regimes (though a small, limited fragment of the DISC regime remains). The U.S. replaced the DISC and FSC regimes with the Extraterritorial Income (ETI) regime, which was similarly challenged (successfully) by the European Union, and was repealed in 2004. Finally, the U.S. introduced §199, which provided a reduced rate of tax (via a deduction) for income arising from U.S. manufacturing, whether the manufactured item was exported or not (and hence §199, not being export contingent, was not a WTO violation). Congress then repealed §199 as part of the 2017 tax reform, and effectively replaced it with the FDII regime, described below. The FDII regime itself might be subject to WTO challenge (yet to be seen).

· 2017 Tax Reform

· Last week, we talked about the GILTI regime, which reflected a concern that U.S. multinationals are easily able to establish foreign subsidiaries and have those subsidiaries earn foreign income (particularly income arising from intellectual property), and thereby avoid U.S. taxation on such income. The GILTI regime mitigates this by effectively imposing a 10.5% minimum tax on most foreign income of a controlled foreign corporation (CFC). And the total effective rate of tax on GILTI is actually about 13% if foreign tax is imposed on such income, because a foreign tax credit is only allowed for 80% of foreign taxes attributable to GILTI.

· As a corollary to the GILTI, Congress also enacted the FDII regime in 2017. This regime allows a deduction for Foreign Derived Intangibles Income (FDII); the amount of the deduction reduces the tax rate on FDII income from 21% (the current U.S. corporate rate) down to about 13%. This rate is no accident—Congress intended the rate on FDII income to be the same as the rate on GILTI income, and included the two provisions in the same Code section: §250. Many referred to the two regimes as the “carrot and stick” approach to international taxation—FDII is the carrot, allowing a U.S. person to earn foreign income directly and be subject to only a 13% rate of tax, while GILTI is the stick, meaning that if the U.S. person tries to earn foreign income through a CFC, such income will be taxed at a rate of at least 10.5% (going up to at least 13%, in total, if foreign tax is imposed on the income, due to the “haircut,” down to 80%, imposed on GILTI taxes).

· FDII – Mechanics
· Deduction

· The FDII provision achieves its reduced tax rate by way of a deduction, contained in §250 of the Code. The deduction is equal to 37.5% of the foreign derived intangibles income (FDII) of a domestic corporation. This amount means that only 62.5% of FDII is taxable, leading to the 13.125% effective tax rate on FDII (62.5% times 21% = 13.125%). It is clear from this definition that only domestic corporations are eligible for the FDII deduction.
· Definitions

· Hence the key definition is the term foreign derived intangibles income. The statutes defines this term, in effect, as the deemed intangibles income (DII) of the domestic corporation, multiplied by the ratio of the corporation’s foreign derived deduction eligible income (FDDEI) to its deduction eligible income (DEI). Shown as an equation, it is as follows:
· FDII = DII X (FDDEI/DEI)
· DII, in turn, is the deduction eligible income (DEI), less the deemed tangible income return of the domestic corporation. This latter amount is basically 10% of the qualified business asset investment (QBAI). QBAI, in turn, is effectively the total tax basis in the domestic corporation’s tangible assets. Hence, shown as an equation, it is as follows:
· DII = DEI - (10% x QBAI)
· DEI is basically the total amount of net taxable income earned by the domestic corporation, except for deemed dividend inclusions (under §951), actual dividends, and foreign branch income. Hence, DEI is effectively the taxable income (gross income minus allocable deductions) earned directly by the domestic corporation (not including any “deemed” income earned by its CFCs).
· And finally, FDDEI is a subset of DEI—it is DEI earned either:
· (1) from property sold to a foreign person, for “foreign use”; or

· (2) services provided to a foreign person (less common).

· Of all of these, FDDEI is the most important. In order to qualify, the income must be from sales to a foreign person, for “foreign use.” Whether property is being sold for “foreign use,” and how to prove this, is a complicated question.

· Also important is the mechanism for allocating deductions against gross income in the DEI and FDDEI categories. This is a complex subject, beyond our scope.

· All of this is just a (complicated) way of providing a reduced tax rate on income from sales to foreign customers who will in turn use the property in a foreign country (i.e., an export sale). Even though services income also qualifies, it is likely that most deductions for FDII will be for sales of products to foreign persons.

· Example:

· Suppose PCo has total net taxable income of $1,200 for 202X, which includes a $200 Subpart F inclusion to reflect the income of its subsidiary PCoSub. During the year, PCo has a tax basis in its domestic tangible assets of $500. PCo sells computer chips, 85% of which are sold to foreign persons (who then put the chips into products, outside the U.S., but some of the products end up being sold back to the U.S.). Let’s calculate PCo’s FDII deduction for the year, if any.
· Calculating DEI

· In order to calculate the deduction, we need to know DII, DEI, and FDDEI (again, FDII = DII X (FDDEI/DEI). Since DII relies on DEI, we should start there.   

· DEI is basically taxable income, except for certain items, one of which is Subpart F inclusions. Here, PCo has a Subpart F inclusion of $200, so we would take this out of taxable income in calculating DEI. Hence, PCo’s DEI should be $1,000 ($1,200 - $200).

· Calculating DII

· Next, we can calculate DII, which is DEI minus 10% of QBAI. Here, QBAI is $500 (tangible asset basis), and 10% of this amount is $50. Hence DII should be $950 ($1,000 - $50).

· Calculating FDDEI

· Now, we just need to know FDDEI. Again, FDDEI is basically just DEI that is derived from sales of property to foreign persons for “foreign use.” Here, we are told that 85% of PCo’s sales were to foreign persons. Hence, the first prong of the FDDEI definition is satisfied, so the only remaining question is whether these sales to foreign persons are also for “foreign use.” The statute says that “foreign use” is any use, consumption, or disposition outside the U.S. Here, the foreign customers further processes the product, but does so outside the U.S.; some of the sales of the customers’ product come back into the U.S. However, the sales by PCo to these foreign customers should still qualify as FDDEI. 

· If those sales then do qualify, then this means that 85% of the DEI of PCo is likely to be FDDEI (since 85% of total sales are for foreign use—the actual proving of “foreign use” is likely to be a bit more difficult than suggested here). Hence, FDDEI would be $850 (85% times DEI of $1,000).

· Calculating FDII

· Now we can calculate FDII as follows: 

· FDII = DII ($950) x (FDDEI ($850)/DEI ($1000)) = $807.5. 

· Hence, the FDII deduction is $302.81. This means that of the total $807.5 of FDII, only $504.69 is taxable at 21%, for a tax liability of $106. 

· This means that the effective tax rate on the FDII income is about 13.1% ($106/$807).

· Summary – U.S. Taxation of Foreign Income

· With the addition of FDII, income of a U.S. multinational group can be considered to fall into one of the following categories:

· (1) Domestic income earned by the domestic parent—taxable at 21%

· (2) Foreign income earned by the domestic parent—potentially FDII, taxed at 13%

· (3) Subpart F income of the group’s CFCs—taxable at 21%

· (4) GILTI income of the group’s CFCs—taxable at 10.5%

· (5) Exempt foreign income of the group’s CFCs (equal to 10% of the CFC group’s QBAI)—exempt from U.S. taxation (This last category is also the only income that is truly subject to the §245A dividend exemption that we discussed in Week 2.)

· As a comprehensive example, let’s say MegaCo is a U.S. corporation with one foreign subsidiary, MegaSub. In 202X, assume the following:
· MegaCo earned $100 in taxable income selling to domestic customers;

· MegaCo earned $200 in taxable income selling directly to foreign customers;

· MegaSub earned $400 of income and had the following:

· $100 of the income was Subpart F;

· MegaSub’s average QBAI for the year was $200;

· MegaSub paid no foreign tax.

· What is the overall tax result on this $600 of worldwide income earned by MegaCo and its subsidiary?
· The $100 of domestic income is taxable at 21%.

· The $200 in direct sales to foreign customers could qualify for FDII, meaning it will be taxable at 13% after the §250 deduction.

· The $100 of Subpart F income is taxable to MegaCo at 21% as a deemed dividend.

· MegaCo will have a GILTI inclusion of $280 ($300 of tested income minus 10% of QBAI of $200 = $280), and will get a GILTI deduction of $140, meaning the effective rate of tax on this $280 inclusion will be 10.5%.

· The remaining $20 of MegaSub’s income (basically equal to 10% of its QBAI) is tax exempt (and this is the amount that is potentially subject to the §245A DRD).

(2). International M&A
· Intro

· Recall from your Corporate Taxation courses that taxpayers can transfer assets to corporations in a tax-free manner if certain requirements are met under IRC §351. Also recall that corporations can generally “merge together” free of U.S. tax if certain common law requirements and statutory requirements under IRC §368 are met. In addition, distributions (including distributions in liquidation of a corporation) from one commonly controlled entity to another can be tax free under IRC sections like IRC §332. Recall also that IRC §355 may allow a spin off, split up or split off to be accomplished tax free if certain requirements are me.

· However, these rules should only apply to domestic transactions. This is because if you could move assets or merge or liquidate entities tax free when a foreign corporation was involved, you may be able to transfer gain that would have otherwise been taxed by the U.S. Therefore, IRC §367 has a series of complicated rules that “trump” these normal provisions when a foreign corporation is involved.

· IRC §367 then might make an otherwise tax-free corporate transaction (under IRC §§351, 332, 355, or 368) taxable in the international context.

· IRC §367 Described
· Generally, IRC §367 has one set of rules for “outbound” transfers (i.e., transfers by U.S. taxpayer to foreign corporation) of corporate stock, or other assets such as IP (IRC §367(d)) including spins and “outbound” liquidations (IRC §367(e)). In general, outbound asset transfers are taxable, while outbound transfers of stock in foreign corporations can be tax free as long as a Gain Recognition Agreement (GRA) is entered into.

· It has another set of rules for “foreign to foreign” transfers (i.e., transfer by one foreign corporation to another) of corporate stock and other assets. In general, these transfers are tax free so long as CFC status is maintained in the stock of the entities involved in the transfer.

· Finally there is a set of rules for“inbound” transfers (i.e., transfer by foreign corporation to a U.S. one), generally, of either corporate stock or assets. Generally, these are potentially taxable as a deemed dividend under §367(b).

· The overall goals of the rules are to preserve for U.S. taxation gain “built in” to any assets or stock while they were held by U.S. person plus to make sure CFC earnings are taxed at least once in the U.S.
· IRC §367 Applied - Outbound Transfers

· Asset Transfer

· Assume A-U.S. contributes assets to A-Swiss in exchange for stock. In the alternative assume that A-U.S.1 merges into A-Swiss.

· Assuming certain requirements are met, both of these transactions would be tax free if they were purely domestic, under IRC §351 and IRC §368(a)(1)(D) respectively.

· However, here, IRC §367(a)(3) would apply, and would make this into a taxable transfer. Prior to 2017 tax reform, this would still be tax free, so long as the assets were being transferred to be used in the active foreign business of the recipient. However, this exception was repealed, and now outbound asset transfers are taxable (the amount of gain is the fair market value of the assets transferred, less their U.S. tax basis).

· Stock Transfers

· Assume A-U.S. contributes stock of A-U.S.1 to A-Swiss. Assume in the alternative that A-U.S. contributes stock of A-Dutch to A-Swiss.

· If certain conditions were met, both would be tax free under IRC §351 if this were a purely domestic scenario.

· However, here under IRC §367, the contribution of A-U.S.1, as a U.S. corporation, is fully taxable (a deemed sale) because this is an inversion transaction. IRC §367 won’t let you put a U.S. corporation under a foreign corporation if you control (i.e., own more than 50% of) the “transferee” foreign corporation. If U.S. persons do not control the transferee, then it can be tax free.

· Under IRC §367, the contribution of A-Dutch, as a foreign corporation, should be tax-deferred, but only if you enter into a gain recognition agreement (GRA) with the U.S. government. Under this agreement, you agree to include in gain the deemed sale amount (i.e., FMV-basis at date of contribution) if A-Swiss later sells the stock of A-Dutch within 5 years of the contribution.

· Spins and “Outbound” Liquidations (IRC §367(e))
· Assume A-U.S. liquidates into its parent. In the alternative, assume A-U.S. “spins off” a business into a new subsidiary (A-U.S.2), which it then distributes to its shareholders.

· If purely domestic, both transactions could be tax free under IRC §337 and IRC §355, respectively.

· Under IRC §367, the liquidation of A-U.S. is generally taxable to A-U.S. Generally IRC §337 does not apply although there are some exceptions to this in IRC §367(e)(2). The amount of gain recognized by A-U.S. is the FMV of its assets, minus their U.S. tax basis. On the liquidation of A-U.S., A-Dutch is not taxed even though it is a taxable §331 liquidation because it is a disposition of stock by foreign person (recall that foreign persons are generally not taxable in the U.S. on gains from disposition of stock).

· Under IRC §367(e)(1), a spin-off to foreign shareholders is generally not tax free. Hence the distribution of A-U.S.2 stock by A-U.S. in the spin-off will be taxable.

· IRC §367 Applied - Foreign to Foreign

· Assume A-Swiss contributes stock of A-U.K. to A-Dutch. Assume in the alternative, A-U.K. merges into A-Dutch.

· If certain requirements were met and these transactions were purely domestic, each transactions would be tax free under IRC §351 and IRC §368(a)(1)(D) respectively.

· Under IRC §367, the contribution of A-U.K. to A-Dutch is tax free, because A-Dutch and A-U.K. are both CFCs and the earnings of A-U.K. will eventually be taxed to A-U.S. If A-Dutch was not a CFC, then the earnings of A-U.K. would be taxed to A-U.S. as a deemed dividend upon this transaction.

· Under IRC §367, the merger of A-U.K. into A-Dutch is also tax free because A-Dutch is CFC. The earnings and profits of A-U.K. “moves over” to A-Dutch, to be taxed in future (when distributed, or as Subpart F). Again, the earnings and profits of A-U.K. would also be taxed if A-Dutch was not a CFC (i.e., it had other foreign owners).

· Hence the key issue in foreign-to-foreign transactions is whether CFC status is maintained. If CFC status is lost (i.e., if either the transferee, or the transferred entity, loses CFC status), then the transaction becomes immediately taxable.

· IRC §367 Applied - Inbound Transfers

· Assume A-Swiss liquidates into A-U.S., distributing all its business assets (plus stock in A-U.K. and A-Dutch) to A-U.S. If certain conditions were met and these transactions were purely domestic, they would be tax free under IRC §§332 and 337.

· However, under IRC §367, they are not tax free, if A-Swiss has earnings and profits. In this case, all of its earnings and profits are potentially taxed to A-U.S. as a deemed dividend.

· At the same time, this deemed dividend might not be taxable in the U.S. To the extent that the dividend represents earnings that were already taxed in the U.S. as Subpart F or GILTI, the deemed dividend will be PTEP and will not be taxed again. To the extent the deemed dividend is not PTEP, it could qualify for the §245A exclusion, if the other requirements of that section are met.

(3). International Issues for Individuals
· Note:

· The following are rules governing the international taxation of U.S. individuals. We are not focusing on this in detail, but are adding them here so you will be aware of these issues.
· Foreign Earned Income Exclusion—IRC §911
· The foreign earned income exclusion under IRC §911 aims at excluding foreign earned income of Americans that live outside the U.S. in order to avoid double taxation. In order to qualify the taxpayer must be a U.S. citizen or resident alien, have a qualifying presence in a foreign country, and have paid foreign taxes on foreign earned income. Foreign earned income for this purpose is generally earned for services as wage income or self-employment income for work done outside the U.S. The amount of the exclusion is limited.
· Foreign Tax Credits for Individuals—§901

· Foreign tax credits under IRC §901(a) allow U.S. taxpayers to reduce their U.S. tax on foreign income (including individual U.S. citizens and resident aliens) by the amount of foreign taxes they paid on that income. The main issue here tends to be determining whether income is classified as foreign or U.S. sources and its impact on the foreign tax credit limitation. The credit is allowed for any income, war profits, and excess profits taxes paid or accrued by the taxpayer to a foreign country or U.S. possession. The credit is nonrefundable. A taxpayer can choose to deduct the foreign taxes paid or accrued, instead of taking the credit. Generally, a credit is more valuable.
· CFCs – §962

· Under IRC §962, individual U.S. shareholders can make an election to pay tax on Subpart F income at corporate tax rates, instead of at individual tax rates, and claim indirect foreign tax credits under IRC §962(a). This §962 election has become more important since enactment of GILTI in 2017.
