International Taxation I Outline

Determining the Status of a Taxpayer

· Individual taxpayers

· RULE: Just flesh and blood humans

· Entities

· If a “per se” corporation 
· Per Se Corporation: Either a domestically formed corporation OR a foreign corporation listed in Reg §301.7701-2(b)(8)
· RULE: Taxed as corporation
· If not a “per se” corporation
· Domestic entities( default: pass-thru entity; can elect corporate status

· Foreign entities( 

· Default:

· Pass-through entity if any owners do not have limited liability

· Corporation if all owners have limited liability

· Can elect corporate status

Determining Residency Status

· Individuals

· Naturally born or naturalized citizens are automatically considered domestic persons

· For all others( must meet either the “green card test” or “substantial presence test”

· Green Card Test: individual is a resident when he is a lawful permanent resident, holding a green card at any time during the calendar year, and the alien's green card has not been revoked or determined to be abandoned. §7701(b)(1).
· Substantial Presence Test: (Two Versions)

· Strong Version: Actual presence of 183 days.
· Weak Version: at least 31 days of presence in the taxable year + certain number of days in the preceding two years = at least 183 days.  §7701(b)(3)(A)
· NOTE: 1 DAY= 1/6th of day in Year 1 and 1/3rd of day Year 2. 
· Issue: Does an exception apply?
· De minimis exception( present for 30 days or less in the current year

· Tax Home Exception

· Present for less than 183 days during current year

· Have tax home (main place of work) in another country

· Have closer connection in that foreign country

· Factors: Permanent home, family, personal belongings, current social, political, cultural, or religious orgs of the individual, routine personal banking activities, driver's license, voting jx. Also, the county of residence designated by the individual on forms and documents and types of official forms filed by individual. 

· Issue: Are days exempted from counting under the regs?
· Exempt individuals: foreign gov’t officials, teachers/trainees, students, and professional athletes, but special time limits

· Forced to stay for medical reasons, unless condition was known

· Days in Transit, unless here for more than 24 hours

· Regular (>75% of workdays) cross country commuting, excluding overnight stays

· Issue: If taxpayer is not considered a resident under both of these tests, can he still elect to be treated as one?
· First-Year Residency Election RULE: §7701(b)(4)
· Not resident under both tests in the election year
· Was not a resident in the year preceding the election year

· Will meet substantial presence in the next year

· In US for 31 consecutive days

· In the US for at least 75% of days in a testing period 

· starting from the first day of the 31-day period and ending on the last day of the election year
· NOTE: Can add 5 days of notional presence!

· Spousal Residency Election §6013(g) & (h)
· Entities

· RULE: Depends on place of formation

· Issue: Corporate Tax Inversion?
· RULE (Strong Version): New foreign parent corp. is domestic person if:
· US corporation becomes subsidiary of foreign corporation through the foreign corporation directly or indirectly acquiring substantially all the properties of the domestic corporation

· The former shareholders of the US corporation own at least 80% value of the stock of the foreign corporation after the transfer; and

· The foreign corporation (including its subsidiaries) has no substantial business in the foreign corporation's country of incorporation

· RULE: (Weak Version): New foreign parent corp. is domestic person if:

· US corporation becomes subsidiary of foreign corporation through the foreign corporation directly or indirectly acquiring substantially all the properties of the domestic corporation

· The former shareholders of the US corporation own at least 60% value of the stock of the foreign corporation after the transfer; and

· The foreign corporation (including its subsidiaries) has no substantial business in the foreign corporation's country of incorporation

· NOTE: For the weak version, foreign corporation would lose US attributes and the shareholders will be taxed. 
Determining Source of Income §§861-865
· Interest Income
· RULE: Generally sourced to the residence of the payor.

· EXCEPTION: Interest paid by foreign branch of US bank=foreign source
· EXCEPTION: interest paid by US branch of foreign corporation (which is like a trade or business of the foreign corporation) = US source

· Dividend Income
· Issue: Is distribution made out of E&P (§316)?
· RULE: If not, use personal property rules.

· RULE: Dividends paid out of E&P are sourced to the residence of the payor.

· EXCEPTION: 25% Rule
· RULE: If more than 25% of a foreign corporation’s GI is effectively connected with a US trade or business for the 3 years preceding the dividend, then dividend is US source in the same proportion as ECI in the 3 years bears to total income

· Compensation for Services

· RULE: Sourced to where services were performed.

· Issue: What happens when there is a service performed in multiple countries?
· RULE: Generally, regs tell us to divide by time. But it is a facts and circumstances test as well.

· EX: Tipton Case: Workers in US were paid more than foreign workers. Allocating based on time would distort where income was actually earned/
· EXCEPTION: 90 Day Rule
· RULE: Foreign source if (1) in US for 90 days or less (2) working for a foreign employer with no US business, and (3) total compensation $3,000 or less
· Issue: Is this compensation for services or royalty income?
· RULE: If any ownership interest retained( royalty. Boulez.

· Issue: Online services?
· RULE: Service income

· Rents and Royalties
· RULE: Sourced to place property is “used.” 

· Issue: Royalties or compensation for services (see above)

· Important Issue: License or Sale?
· RULE: If retain interest in property or gains contingent on use, productivity, etc. ( royalty

· Issue: Advertising?
· Paying an agency( compensation for service

· Ad on Billboard( Rental income

· Online advertising( compensation for service

· Sales of Personal Property

· GENERAL RULE: Sourced to residence (tax home/main place of work) of seller.

· EXCEPTION: Sales of Intangible Property (copyright, patent, etc.)
· RULE: To the extent taxpayer receives contingent payments( use royalty “use” rule. Lump sum payments are still sourced to tax home of seller

· EXCEPTION: Sale of corporate stock in foreign affiliate (80% stock owned by seller)

· RULE: if stock is sold in the same foreign country where affiliate earned 50% or more of its income in the prior 3 years from an active business, foreign source

· EXCEPTION: Retail Inventory (sold in ordinary course of business)

· RULE: Sourced to where title passes, but note the office exception)

· EXCEPTION: Manufactured Inventory (sold in ordinary course of business)

· RULE: 

· For US manufacturers selling abroad( US source

· For foreign manufacturers selling in the US( 50% US/ 50% foreign
· EXCEPTION: Sale of both inventory and non-inventory property through US or foreign office
· RULE: Where (1) sale is attributable to US office of foreign person (core activities done in office) and (2) foreign office did not materially participate in sale( US source
· EXCEPTION: Computer Software
· RULE:

· Sale of copyright itself (when one can actually reproduce item)( general tax home rule, subject to exception regarding IP (contingent payments)

· Downloading content( residence of buyer

· License of copyright( royalty “use” rule

· Lease of copyright article( rental “use” rule

· Sale of Real Property

· RULE: Location of property

· NOTE: Could also include an interest in a domestic corporation as a US real property interest

· RULE: Any interest held by DOMESTIC corporation, UNLESS corporation can establish that it was NOT a United Stated Real Property Holding Corporation (USRPHC) at any time during the shorter of the TP's ownership of the stock or the 5 years preceding the sale of such stock.
· Misc. Source Rules

· Scholarships( residence of payor (but may be excluded under scholarship exclusion)

· Alimony( residence of payor

· International Travel Income

· Fully domestic( US source

· Fully foreign( foreign source

· Starts or Stops in US but involves another country( 50/50

· Space and Ocean Income( residence of the taxpayer

· International Communications Income
· 50/50 for US persons,

· Foreign for foreigners (unless attributable to a US office)
· Deductions
· RULE: Sourced to where associated income was sourced
Is Income Effectively Connected with US Trade or Business?
· RULE: In order to be ECI, (1) a foreign person’s activities in the US must amount to a trade or business and (2) the income in question must be effectively connected with that trade or business

· Issue: Is there a trade or business?
· RULE: This is a facts and circumstances inquiry, but any regular, continuous, considerable/substantial activity + performance of services will constitute a trade or business

· Situations
· Services in US: Automatically a trade or business (with the 90-day exception)

· Inventory sales into US: If (1) habitual and (2) bought and resold( probably a trade or business.

· Buying inventory in US to sell elsewhere: not a trade or business

· Promoting business/having customers: By itself, not enough

· Money lending: if repetitive, probably a trade or business

· Manufacturing: probably a trade or business

· Trading stocks: if doing it for yourself, no. But if you are broker, probably yes

· Issue: Does the taxpayer merely own a property? Does that constitute a trade or business?
· RULE: NO! Have to actively manage the property, but that is arguable as well.
· NOTE: §871(d) Election to make rental payments ECI
· Issue: Is there an agent? If so, does that agent create a trade or business?
· RULE: Only if an agent resembles a dependent agent (employee)

· Have one paying client (employer) and client can CONTROL when/where agent does work

· Issue: Is income effectively connected with business? (4 Situations) §864(c)
· FDAP-Type Income 

· interest, dividends, rents, royalties, capital gains, income from services, NOT inventory
· RULE: Only ECI if meet the “use” test or “activities test

· Use test: If income comes from assets of trade or business
· Activities test: activities were a material factor in realizing income (like for services)
· All Other Non-FDAP-Type US Source Income

· RULE: Where there is ANY trade or business, all other non-FDAP-Type US source income (like inventory) will be considered ECI

· Foreign Source Income Attributable to US Office

· Contexts: 

· Rents/royalties from active business

· Dividends/interest/gains from US banking business or active security company OR

· Inventory sales attributable to US office of foreign person, UNLESS the property is sold for use outside US and foreign office materially participates in sale 

· NOTE: §865 resourcing rule as well!
· Issue: What is attributable to US office?

· RULE: office is a material factor in production of income and must do so regularly,

· NOTE: Agents’ offices count IF dependent + can bind principal to contracts

· Deferred Payments & Later Sales Used in Trade or Business

· RULE: If income would have been ECI had it been earned in a prior year( ECI once received.
· Issue: Is there a sale of USRPI? §897
· Contexts:
· US real property interest 

· Interest in DOMESTIC corporation, unless not a USRPHC during the shorter of the foreign person’s ownership of stock or preceding 5 years

· USRPHC: FMV of US real estate = 50%+ of all the FMV of assets (including of its subsidiaries)

· EXCEPTION: <5% shareholders of publicly shared stock
· EXCEPTION: US corporation does not hold RP at the time of stock sale & if all US realty held 5 years prior to sale was sold in taxable transactions
· RULE: Gains from sales of USRPI are ECI automatically.
· NOTE: Subject to 10% withholding by buyer!

· Issue: Is there a branch? If so, think about branch profits tax!

· RULE: 30% flat tax on dividend equivalent amount attributable to domestic branch of foreign corporation 
· Dividend Equivalent Amount: Effectively connected earnings and profits

· Reduced by increase in US net equity

· Increased by decrease in US net equity

· Issue: Is there a domestic corporation of a foreign related party? If so, think about BEAT tax when there are interest or royalty payments.  §59A
· RULE: Additional tax called base erosion payment= 10% * modified taxable income (MTI) less TP’s regular tax liability
· MTI= regular income computed without regard to base erosion tax benefits (deductions for base erosion payments)
· Base erosion payments: deductible payment made to foreign related party (25%+ shareholder in domestic corporation)
· Most will be interest or royalties
· EXCEPTION: when there is FDAP tax imposed already!
· EXCEPTION: COGS
· EXCEPTION: ratio of base erosion payments to total deduction <3%
Is Income Instead FDAP?

· RULE: This is non-business, passive (fixed, determinable, annual, and periodical) income & is taxed at 30% gross rate (no deductions)
· EXCEPTION: Sales of personal property
· Exception to Exception: Sales of IP to the extent payments are contingent on use!

· EXCEPTION: Bank Deposit Interest
· RULE: Interest on deposits made to US banks are FDAP

· EXCEPTION: Portfolio Interest §§871(h) and 881(c)
· DEFINITION: Portfolio interest is interest paid on an "obligation" in registered form, with foreign owners or in "bearer" form, with US ownership not being permitted.  

· Exception to Exception: 10% shareholder to debtor

· Exception to Exception: Interest paid to foreign bank in the bank’s business
· Exception to Exception: Contingent interest (on income, cash flow, etc.)( tantamount to dividend
· EXCEPTION: Dividends attributable to US based on §861(a)(2)(B) (25% rule mentioned above) are not FDAP

· EXCEPTION: US source dividends from grandfathered (before 2011) 80/20 companies (earned 80%+ of income from foreign sources in past 3 years) are not FDAP in the same proportion that foreign income from the 3 years bears to total income
· Issue: How is FDAP tax paid? 
· RULE: any person having “control” of FDAP income before transferred over must remit the 30% tax to IRS. §§1441 and 1442.
· Withholding agent is liable for the tax if gets it wrong!
· What can withholding agent do?
· Get a Form W-9, stating that recipients are US persons (not possible here)

· Get a Form W-8 

· Determine that the income is not US source

· Determine that the income is indeed “portfolio interest” and thus exempt from FDAP
Does a Treaty Override Any of the Rules?
· Qualification Rules
· Issue: Is the taxpayer a resident?
· RULE: Person must be (1) a resident of a contracting state per laws of contracting state and (2) a treaty resident as defined by the treaty

· Treaty resident: generally, place of domicile, residence, management, incorporation 

· Issue: What if taxpayer is a resident of multiple countries?

· RULE: Tie-breaker rule( permanent home

· If this is in both countries( place with closer connection or center of vital interest

· If that doesn’t exist( place of habitual abode

· If this doesn’t apply( place of citizenship

· If this doesn’t apply( have competent authorities decide
· Issue: What if taxpayer is a resident of a foreign country but a CITIZEN of the US?
· RULE: Savings clause in treaties reserves to tax US CITIZENS on worldwide income. Treaty does not apply.
· Issue: Does it seem like a corporation engaged in treaty shopping?
· RULE: Sometimes treaties have anti treaty-shopping provisions, providing that a certain number of shareholders must be living in the signatory country to qualify.
· Issue: Does a taxpayer want to deduct interest payments?
· RULE: §163(j) limits interest deducts to the sum of business interest income, 30% of adjusted taxable income from trade or biz, and floor plan financing interest for tax year. Treaty does not change that

· Taxation of Business Income

· RULE: If you determine that a foreign person (1) has ECI and (2) they qualify for a treaty, look to whether (1) there is a permanent establishment and (2) whether income is attributable to permanent establishment.

· Issue: Is there a permanent establishment?
· RULE: Fixed place of business which (1) is not a place of storage, display, or delivery and (2) not used for preparatory or auxiliary activities

· Issue: Can an agent create a permanent establishment for his principal?
· RULE: Independent agents cannot but dependent agents can even if there is no fixed place of business so long (1) agent acts on behalf of principal and (2) habitually enters into contracts for principal.

· Issue: Is the income attributable to the permanent establishment?
· RULE: Some economic factual connection between the two.

· Taxation of Personal Service Income

· Independent Services

· RULE: taxed in place of service where there is a fixed base regularly available in the source country (like permanent establishment)
· Dependent Services (employee)

· RULE: not taxed in country of service if (1) employee in source country for 183 days or less, (2) employer is not a resident of source country, and (3) compensation is not "borne by" a PE of the employer in source country
· Athletes, students/scholars, artists

· RULE: even if no PE, taxed by source country if make more than $20K

· Issue: Scholarships

· RULE: If here for education and payor is not a US person, no tax. However, if taxed, note the §117 exclusion.

· Taxation of Investment Income

· RULE: If you determine that a foreign person (1) has passive, nonbusiness income (FDAP) and (2) that they qualify for a treaty, come here to see if 30% rate is reduced.
· Can be 0%, 5%, 10%, 15%, or the flat 30% depending on type of income and treaty

· NOTE: Tax on rents are usually not reduced.
STEPS:


Who is the taxpayer?


Is the taxpayer a foreign person?


If so, is the income US source?


If so, is the income ECI?


If not, is the income FDAP?


If a taxpayer is liable for a tax, does a treaty override that determination?
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