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An International Tax Review: The Tax Professional's
Annual Checkup
Due to the increased globalization of trade, more U.S. companies conduct foreign
operations.  At the same time, the Internal Revenue Service (the "Service")
continues to place a greater percentage of its resources with the enforcement of
the international tax provisions in the Internal Revenue Code (the "Code").  The
Service's increased scrutiny has induced many tax professionals to conduct an
annual review of their companies' international tax issues.  The purpose of this
article is to provide a guide to the issues the tax professional should annually
review.  All of the examples include USCO, a U.S. C corporation that manufactures
widgets.

Subpart F and Passive Foreign Investment
Companies

A fundamental rule is that USCO will not have to report the income earned by
foreign subsidiaries and may defer paying U.S. tax until repatriated[1] as a
dividend.  However, the tax professional should review whether the Subpart F or
the Passive Foreign Investment Company ("PFIC") anti-deferral regimes may apply,
resulting in USCO reporting the income of a foreign subsidiary.

Subpart F income often arises when there is a related party transaction with a
foreign subsidiary and that foreign subsidiary earns income outside the foreign
subsidiary's country of incorporation.[2]  The most common type of Subpart F
income is foreign base company sales income.  For example, suppose USCO has a
Hong Kong subsidiary that purchases widgets from USCO and sells them in
Singapore.  Unless an exception applies, the income from the Singapore sales is
foreign base company sales income,[3] which is a component of Subpart F
income, and must be reported on USCO's U.S. return.  Other common
components of Subpart F income include foreign personal holding company
income[4] (passive income earned by the Hong Kong subsidiary) and foreign base
company services income[5] (income earned by the Hong Kong subsidiary for
services performed outside of Hong Kong).  Tax professionals should confirm that
foreign subsidiaries do not conduct operations outside their country of
incorporation.

The PFIC regime applies when a foreign subsidiary has either over 75% of its
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income as passive income or over 50% of its assets producing passive income.[6] 
Foreign subsidiaries often become PFICs when they are dormant and still have
cash that has not been repatriated to USCO.  For example, suppose USCO has a
Canadian subsidiary that has not operated for several years.  All of the Canadian
subsidiary's assets constitute bank deposits earning interest.  Because 100% of
the Canadian subsidiary's income is passive, the Canadian subsidiary is a PFIC. 
Tax professionals should confirm that dormant subsidiaries do not have
significant amounts of passive income or passive income producing assets.

Foreign Tax Credits

Double taxation occurs when both a foreign country and the U.S. claim
jurisdiction to tax a particular type of income.  The primary method by which the
U.S. alleviates double taxation is the foreign tax credit.

As its foreign subsidiaries become more profitable, USCO may begin repatriating
cash to the U.S. in the form of dividends.  At that time, USCO should be able to
credit taxes paid by the foreign subsidiaries to avoid double taxation.[7]  This
foreign tax credit is based on a pool of accumulated earnings and profits and
accumulated foreign income taxes paid.  The foreign tax credit calculation is
subject to complex limitations on income earned in nine different baskets.[8]

Although the Service's International Examiners may overlook the allocation of
income and taxes to the general and passive baskets, they understand the
substantiation of foreign income taxes paid regulations.  The tax professional
should ensure that each foreign subsidiary is maintaining proper records of
foreign income taxes paid or accrued.

The foreign tax credit substantiation, as with the substantiation for all other items
on a return, must be available for the Service during examination.  The primary
substantiation for foreign income taxes paid by a cash basis taxpayer is a receipt
for payment.  The primary substantiation for foreign income taxes paid by an
accrual basis taxpayer is the foreign tax return.[9]

If the Service, in its discretion, is satisfied that USCO cannot furnish primary
substantiation, USCO may furnish secondary substantiation.[10]  In lieu of a
receipt or payment for foreign income taxes paid, a cash basis taxpayer must be
able to provide a photocopy of the check, draft, or other medium of payment
showing the amount and date, with evidence establishing that the tax was paid
for the foreign subsidiary's account.  In lieu of a foreign return for foreign income
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taxes paid, an accrual basis taxpayer must be able to provide a certified
statement of the accrued amount, with excerpts from its books showing the
computation of the accrued amount.

Because the foreign tax credit is based on accumulated pools, the tax
professional should ensure that USCO's foreign subsidiaries are and have been
properly substantiating their foreign income taxes paid.  For example, this issue
arises when the Service audits USCO in the year 2016 for USCO's 2012 return, on
which USCO received a dividend from a foreign subsidiary that resulted in indirect
foreign tax credits for foreign income taxes paid in 1989.  If the foreign subsidiary
did not maintain the proper substantiation, the Service will disallow the foreign
tax credits on audit.  If the primary substantiation does not exist, the tax
professional should immediately begin accumulating the required secondary
substantiation.

Sourcing Issues

The amount of income the Code treats as foreign source income limits USCO's
ability to take foreign tax credits.  The greater the amount of foreign source
income, the greater the amount of the foreign tax credit limitation. 
Mathematically, this limitation is expressed as follows:

Because of this limitation, the tax professional should analyze the accounting of
foreign source income on all sales - to both related and unrelated parties.

Different sourcing rules apply to sales of purchased inventory than to sales of
manufactured inventory.  Sales of purchased inventory are sourced by the
passage of title.[11]  If title passes in the U.S., the income from the sale is U.S.
source.  If title passes abroad, the income from the sale is foreign source income. 
The sale of manufactured inventory is usually sourced partially to U.S. source
income and partially to foreign source income under a "50/50" method.[12]

The tax professional should verify that the controller is adhering to the proper
sourcing rules to (1) find additional foreign source income to increase the foreign
tax credit limitation and (2) ensure support for the foreign tax credit limitation if
audited.

Transfer Pricing

The transfer price is the price paid in intercompany transactions, which must be
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at arm's length.[13]  The arm's length pricing requirement applies to
intercompany transactions for the sale of goods, the royalty for the use of
intangible property, the interest rate for loans, and the charge for services. 
Although many tax professionals associate transfer pricing with the sale of goods,
the simplest scenarios for U.S. companies expanding abroad can result in
numerous transfer pricing issues.

Assume, for example, that USCO manufactures and sells widgets in the U.S.  Due
to increased widget orders from Canadian customers, USCO decides to form a
Canadian distribution subsidiary ("CanDist").  Although CanDist does not have any
manufacturing functions, CanDist employs its own office and sales staff while
using USCO's unique distribution software to ensure that there are not any
distribution problems.  In an effort to ensure that CanDist is financially solvent,
CanDist has payment terms to USCO of nine months and, if CanDist's customers
do not pay, CanDist enjoys the use of USCO's collection staff.  CanDist's average
collection period is two months.

This simple example results in four transfer pricing issues.

First, the sale from USCO to CanDist of widgets constitutes a sale of tangible
property, which is the type of intercompany transaction tax professionals
traditionally contemplate when reviewing transfer pricing.[14]

Second, CanDist's use of USCO's unique distribution software, regardless of
whether the software is patented, constitutes a method, program, or system
and is the transfer of intangible property.[15]

Third, USCO's trade receivable from CanDist for nine months constitutes an
intercompany loan on which the arm's length rate of interest must accrue
unless an exception applies.[16]

Fourth, USCO provides collection services to CanDist and should receive an
arm's length charge for those services.[17]

The tax professional will want to properly examine these types of intercompany
transactions and prepare the documentation necessary to avoid the transfer
pricing penalty.[18]  If the tax professional feels comfortable with USCO's transfer
pricing practices, the tax professional may want to seek either an Advance Pricing
Agreement or a Small Taxpayer Advance Pricing Agreement with the Service.
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Permanent Establishment Issues

The tax professional should determine whether any personnel located or any
branch activities conducted in a foreign country constitute a permanent
establishment that will subject USCO to tax in that foreign country.

Assume, for example, that USCO does not have a Canadian subsidiary.  Instead,
USCO has a salesperson in Chicago travel to Toronto for the first two weeks of
every month to negotiate and enter contracts with Canadian customers.  In this
situation, the salesperson would constitute a permanent establishment under the
U.S.-Canadian tax treaty and subject USCO to Canadian taxation on sales to the
Canadian customers.[19]

By determining the nature and the activities of any USCO personnel operating in a
country in which USCO does not have a foreign subsidiary, the tax professional
should be able to determine whether USCO has any exposure to tax in that
foreign country.  Similarly, the tax professional should ensure that any USCO
personnel working in a country in which USCO does have a foreign subsidiary are
officially employed by that foreign subsidiary to prevent those personnel from
inadvertently becoming a permanent establishment of USCO.

Incorporation of Foreign Branches as Foreign
Subsidiaries

The tax professional should closely scrutinize the incorporation of any foreign
branches as foreign subsidiaries.  As previously mentioned, USCO will generally
not report the income its foreign subsidiaries earn.  The Code contains provisions
that prevent USCO from (1) deducting losses of foreign operations and then
incorporating the foreign operations when profitable and (2) deducting the costs
of developing intangible property in the U.S. and contributing the intangible
property to a foreign subsidiary for profitable use outside the U.S. taxing
jurisdiction.

Suppose, for example, that USCO has operated as a branch in Mexico for the last
five years.  This year, USCO's management decides to incorporate the branch in
Mexico, creating a Mexican corporation.   To the extent that the operations of the
Mexican branch have previously resulted in losses that USCO deducted on its
return, USCO may have to recapture these losses on incorporation.[20] 
Furthermore, to the extent that the Mexican branch created intangible assets,
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such as know‑how or customer lists, now owned by the Mexican corporation, the
Code imputes a deemed royalty for the license of these intangibles contributed to
the Mexican corporation.[21]  As a result, USCO will have to annually impute
license income based on the transfer pricing rules for intangible property.

By analyzing the incorporation of any foreign operations, the tax professional can
avoid surprises in the form of recaptured or imputed income.

Export Benefits With IC-DISCs

U.S. exporters, such as USCO, should take advantage of the tax benefits offered
by an Interest Charge - Domestic International Sales Corporation ("IC-DISC").[22] 
By using an IC-DISC, USCO's owners can reduce their income tax on a portion of
exports by at least 20 percentage points.

Despite the ease of simply excluding a portion of income, USCO's tax professional
should ascertain that USCO exports qualify as export property and that the IC-
DISC satisfies the qualified export assets and qualified export receipts test.[23]

To be qualify as export property, the product (1) must be manufactured in the
United States, (2) be destined for use outside the United States, and (3) have no
more than 50% of its sales price attributable to foreign materials.[24]

In addition to ensuring that these tests are satisfied annually, the tax professional
may consider preparing a manual with a checklist so that operational personnel
will understand exactly what has to be done to obtain the benefit.

Foreign Investment in Real Property Tax Act
("FIRPTA")

When USCO purchases either real estate or shares from a foreign seller, FIRPTA
may apply to impose a withholding tax on 15% of the purchase price.[25]  The
FIRPTA withholding provisions were designed to prevent foreign sellers of U.S.
real estate (over whom the Service has no collection jurisdiction) from selling U.S.
real estate without ever paying U.S. tax.

Although tax professionals often identify the FIRPTA issue when a foreign seller
sells U.S. real estate to a U.S. purchaser, FIRPTA may also apply when a foreign
seller sells shares in a U.S. corporation to a U.S. purchaser.[26]  If U.S. real estate
comprises over 50% of the U.S. corporation's fair market value, the U.S. entity is a
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U.S. Real Property Holding Corporation and FIRPTA will apply.  For example,
suppose USCO is concerned about maintaining a stable supply of zinc, which is a
crucial ingredient in the manufacture of widgets.  As a result, USCO purchases
Zinc King, a U.S. corporation, from its United Kingdom parent.  If over 50% of the
value of Zinc King is comprised of U.S. real estate holdings, Zinc King is a U.S. Real
Property Holding Corporation, FIRPTA applies, and USCO must withhold 10% of
the purchase price.

The tax professional should determine whether any U.S. corporations purchased
from foreign sellers constitute U.S. Real Property Holding Corporations.  If so, the
purchases are subject to FIRPTA and USCO must comply with the appropriate
withholding requirements.

Compliance

The tax professional must ensure that Forms 5471, 8865, or 8858 are prepared
for each foreign entity.  The penalty for failure to file is $10,000 for each
omission.[27]

Suppose, for example, that USCO owns a Netherlands holding company that
owns second tier foreign operating subsidiaries in the United Kingdom, Germany
and France.  USCO would not be able to merely file one Form 5471 for the
Netherlands holding company, but would have to file four Forms 5471 with its
annual return - one for the Netherlands holding company and one for each of the
three foreign operating subsidiaries.

USCO would only be able to avoid the penalty for failure to file a Form 5471 by
showing that USCO had reasonable cause.[28] To show reasonable cause, USCO
would have to make an affirmative showing of all the facts alleged as reasonable
cause in a written statement containing a declaration made under penalties of
perjury.  USCO would have to file this document with the appropriate IRS Service
Center, whose Director has discretion to decide if reasonable cause existed and, if
so, the duration it existed.[29]

The tax professional should also review the filing of any Forms 5472 for each 25%
foreign owner of USCO and every related party to each 25% foreign owner. 
Although the Form 5472 is not as detailed as the Form 5471, careful review is
important because the Form 5472 is often the starting point for the Service's
examination of transfer pricing issues.  The penalty for failure to file a required
Form 5472 is also $10,000.  As with the failure to file a Form 5472, USCO may
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avoid a penalty by showing reasonable cause.[30]

Conclusion

By thoroughly conducting a review of these international issues, the tax
professional will achieve two goals.  First, the tax professional will ensure that,
from an international perspective, USCO's books and records are audit proof or
will at least appear to be so to the Service.  Second, the tax professional will be
able to spot a few planning opportunities that will help decrease USCO's overall
effective tax rate.  Although the level of complexity involved with the international
review of these issues will vary with the size and complexity of USCO, conducting
this overall review will enable the tax professional to properly plan for the
continued globalization of business.

[1] Repatriation refers to the concept of bringing cash back to the owner's
country.

[2] I.R.C. §§ 951-960.

[3] I.R.C. § 954(d).

[4] I.R.C. § 954(c).

[5] I.R.C. § 954(e).

[6] I.R.C. §§ 1291-1298.

[7] I.R.C. § 902.

[8] I.R.C. § 904(d).

[9] Treas. Reg. § 1.905‑2(a)(2).

[10] Treas. Reg. § 1.905‑2(b).

[11] I.R.C. §§ 861(a)(6) and 862(a)(6).

[12] I.R.C. § 863(b); Treas. Reg. §  1.863-3(b).

[13] I.R.C. § 482.

[14] Treas. Reg. § 1.482-3.
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[15] Treas. Reg. § 1.482-4.

[16] Treas. Reg. § 1.482-2(a).

[17] Treas. Reg. § 1.482-2(b).

[18] I.R.C. § 6662(e).

[19] See, e.g., Fowler v. Minister of National Revenue, 90 D.T.C. 1834; [1990] 2
C.T.C. 2351, where the Tax Court of Canada found a salesman from Seattle who
annually visited a week-long trade show in Vancouver as constituting a
permanent establishment.

[20] I.R.C. § 367(a).

[21] I.R.C. § 367(d).

[22] I.R.C. §§ 991 through 996.

[23] I.R.C. § 992(a)(1).

[24] I.R.C. § 993(c).

[25] I.R.C. §§ 897 and 1445.

[26] I.R.C. § 897(c)(2).

[27] I.R.C. § 6038; Treas. Reg. § 1.6038-1.

[28] Treas. Reg. § 1.6038‑2(k)(3)(i).

[29] Treas. Reg. § 1.6038‑2(k)(3)(ii).

[30] Treas. Reg. § 1.6038A-4(b).
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