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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 

THE SPEAKERSõ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 

OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 

MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 

RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 

without limitation, the tax treatment or tax structure, or both, of any transaction 

described in the associated materials we provide to you, including, but not limited to, 

any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 

subject to change.  Applicability of the information to specific situations should be 

determined through consultation with your tax adviser.
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Introduction

ÅHistorically, U.S.-based shareholders of foreign corporations 

have largely deferred tax on income earned directly by the 

foreign corporation if not repatriated to them

ïThe primary exception to this deferral ability has been Subpart F, 

imposing immediate tax on of specified income items earned by 

the foreign corporation

ÅWith implementation of GILTI, the ability to defer income 

earned by foreign corporations has been reduced significantly

ïThis has shifted the calculus for how foreign operations should be 

conducted ïboth as to whether corporate status for a foreign 

entity is appropriate and whether the Subpart F regime ïlong 

avoided by U.S. shareholders ïis preferable to GILTI exposure
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Taxpayer Classification

ÅWhich individuals are United States taxpayers?

ïCitizenship ïpersons born in the United States, naturalized in the 
United States, or (under specified circumstances) where parents 
were United States citizens at the time of their birth 

ïClassified as a ñresidentò for United States income tax purposes if:

ÅLawfully admitted for permanent residence (green card holder); 
or

ÅMeet substantial presence requirements

ïSubstantial presence test: must be present in the United 
States for 31 days during the relevant tax year and the sum of 
days for the last three years (after use of applicable 
multipliers) exceeds 183

ïIndividuals not classified as United States taxpayers termed 
ñnonresident aliensò
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Taxpayer Classification

ÅWho is a U.S. taxpayer?

ïExceptions exist to resident classification: (1) closer connection to 
another country and (2) treaty tiebreaker provisions

ÅCloser connection exception: look to whether individualôs facts 
and circumstances show a closer connection to another country

ïAvailable only for substantial presence residents!

ÅIncome tax treaties ïindividuals classified as residents of both 
treaty party countries are reclassified as a resident of only the 
one which contains their permanent adobe or (if a permanent 
abode available in both) their ñcenter of vital interestsò

ïAvailable to both substantial presence residents and green 
card holders ïbut not citizens!

ÅTreaty reclassification only for income tax liability purposes 
ïinformation reporting requirements largely unmodified
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Taxpayer Classification

ÅUnited States citizens/domiciliaries taxable on transfers of worldwide 
assets, whether during life or at death

ïHowever, given a lifetime exclusion of $11.58 million (for 2020)

ïTreated as a domiciliary for estate/gift tax purposes when maintaining 
a United States domicile ïdomiciliary is a United States resident with 
no present intention of leaving

ÅFacts and circumstances determination ïlook to length of stay, ties 
to U.S. versus other countries, etc.

ÅImposes an elevated standard for presence-based tax as compared 
to income tax requirements!

ïUnlimited marital exclusion inapplicable for noncitizen spouses (even 
if domiciliaries/residents)

ïEstate and gift tax treaties: fewer in place than income tax treaties, 
but offer relief when domiciled in both treaty party jurisdictions
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Foreign Entities

ÅEntity ïRegs. 1.1471-1(b)(39) defines an entity as ñany non-

individual taxpayerò

ïOrganization ïan entity separate from its owners

ïCritically, whether an ñentityò separate from a taxpayer exists for 

U.S. purposes is determined under U.S. rules, rather than 

analyzing whether there is an entity for foreign purposes

ÅAn undertaking by multiple parties is normally classified as an 

organization

ïFunctionally, some type of formal structure/agreement will be 

needed for an entity to be found
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Is the Entity a Trust?

ÅTwo types of entities can generally exist under U.S. rules: (1) trusts 
and (2) business entities

ïñTrustò defined in the regulations ïarrangement whereby trustees 
take title to property for the purpose of protecting or conserving it for 
beneficiaries, with the beneficiaries not sharing in the responsibility to 
protect/conserve the situs

ÅCANNOT rely on nominally forming a ñtrustò ïcan have 
reclassifications where trust requirements not met (i.e. beneficiaries 
having sufficient control/management to constitute a business 
entity)

ÅBusiness trusts and commercial trusts - two examples of structures 
not typically classified as trusts under the Code

ïMacro-level takeaway ïevaluate foreign ñtrustsò to see how they are 
classified!
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Is the Entity a Trust?

ÅHow are foreign trusts taxed?

ïForeign grantor trust ïincome is taxable to the trust creator

ÅNOTE: nonresident aliens cannot establish trusts treated under 
U.S. rules as foreign grantor trusts except under narrow 
circumstances

ïForeign nongrantor trust ïtreated as an entity separate from its 
creator

ÅSubject to direct tax only on its U.S. sourced income

ÅSpecial rules apply to foreign nongrantor trusts with U.S. 
beneficiaries

ïPrimary ramification is the ñthrowbackò rule ïcreating a 
traceback for accumulation distributions of U.S. beneficiaries 
of a nongrantor trust
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Is the Entity a Trust?

ÅUnited States beneficiaries of foreign nongrantor trust are 

subject to tax via the ñthrowbackò rule on accumulated 

distributions

Å Where foreign trust has United States beneficiaries and 

accumulates income, distributions in excess of current year 

income amounts carry severe consequences

Å Income classified as ordinary, interest applies from date 

income originally earned, can be taxed at prior year rates

Å Often better to avoid foreign nongrantor trusts where there will be 

U.S. beneficiaries, but can mitigate throwback rule ramifications 

by making current distributions
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Foreign Business Entities

ÅBusiness entity - any entity recognized for federal tax purposes 

that is not classified as a trust or otherwise subject to special 

treatment

ïThree types of business entities: (1) disregarded entities, (2) 

partnerships, and (3) associations taxable as corporations

ÅEntities with single owners are either disregarded entities or 

corporations; when multiple owners exist, an entity can be 

classified as either a partnership or corporation

ïPartnerships and disregarded entities are jointly referenced as 

ñflowthroughsò
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Foreign Entities ï
Entity Classification

ÅForeign-domiciled entities generally are able to elect their 

entity classification for United States tax purposes

ïEXCEPTION: Per-se corporations (as listed in the Regulations)

ïDefault rules for classification exist, which hinge on the limited 

liability of owners/members

ÅIf limited liability for owner/owners ïassociation taxable as a 

corporation

ÅIf no limited liability for at least one owner ïpartnership if 

multiple members, disregarded entity if one
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Foreign Entities ï
Relevance Determination

Å Elections out of default rules are available - can elect to be a 

partnership, corporation, or disregarded entity

Å Entity with single owner can either by taxed as a corporation or 

a DRE; entity with multiple owners can be a partnership or 

corporation

Å Election made on Form 8832 ïinitial election required within 75 

days of entity becoming ñrelevantò

Å A foreign entity becomes ñrelevantò when its classification 

affects the liability of any person for federal tax or 

information purposes

Å i.e. when a United States filing obligation of some sort 

(either tax or information return) is created
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Foreign Entities ï
Relevance Determination

Å When is obligation to file created?

Å Generally, a foreign corporation engaged in a trade or business 
within the United States during the taxable year is taxable on 
income effectively connected with the conduct of that trade or 
business. 

Å Foreign corporations engaged in a United States trade or 
business at any time during the taxable year must file Form 
1120-F.

Å Information reporting obligations can also exist for U.S. owners of 
foreign entities:

Å Form 5471 (for foreign corporations) 

Å Form 8865 (for foreign partnerships)

Å Form 8858 (for foreign DREs)

18



Foreign Entities ï
Relevance Determination

Å Late election relief is available so long as relief requested prior to 

deadline for first return!

Å Relief provided through Revenue Procedure 2009-41, and requested 

through Form 8832

Å Prospective elections can also be made for existing entities

Å Where a prospective election is made, tax ramifications can 

occur (based upon the deemed change in entity)

Å If an entity elects to change its classification, the entity cannot 

change its classification by election for sixty months after the 

electionôs effective date
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United States Income Tax Treaties ïBasic 
Structure

ÅThe United States maintains income tax treaties with roughly 
seventy countries, with each treaty containing distinct 
terms/articles built around common principles

ïUnder treaties, residents of a treaty country can be taxed at a 
reduced rate, or even exempted from tax, on specified items of 
income from the other country  

ïSavings clause prevents a United States citizen/resident/entity 
from using a tax treaty to alter tax on US-source income

ÅNarrow exceptions are normally provided in treaties to the 
savings clause, allowing limited modifications to U.S. tax rules 
for specified foreign income items

ÅIn outbound realm, American taxpayers primarily use 
treaties to lower foreign-
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United States Income Tax Treaties ïBasic 
Structure

ÅResidency a critical aspect of treaty relief ïforeign taxpayers are 
normally entitled to treaty benefits only when valid residents of a 
country with which the United States has a tax treaty
ïResidency required ïcitizenship without residency does not qualify 

an individual for treaty benefits

ÅTreaty definitions of residence normally include persons liable for tax 
to a country based on domicile, residence, citizenship, place of 
management, or place of incorporation
ÅCorporations are residents of countries for these purposes if liable 
for tax based on the country being its place of management

ïCan have conflicts as to residence where place of management 
and place of incorporation differ

ÅTiebreaker typically is the treaty between those two countries

ïRules exist to prevent ñtreaty shoppingò ïentity creation solely for 
purposes of treaty benefits
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United States Income Tax Treaties ïWho 
Can Obtain Benefits?

ÅLimitation of benefits provisions ensure only qualified residents 

receive treaty benefits

ïLOB goal: residence country is protected from entities forming in 

their country, not being taxed on specified income items by that 

country, but still getting treaty benefits

Åi.e. flowthrough entities formed in an otherwise unconnected 

jurisdiction

ïInconsistent with treaty goals to allow residency purely for tax 

planning

ÅMacro-level idea: for taxpayer to receive treaty benefits, they 

must be subject to tax by the treaty jurisdiction on the income for 

which relief is sought
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Income Tax Treaties for Outbound 
Activities

ÅWhy does existence of a permanent establishment matter?

ïWhere a permanent establishment exists, nonresident is taxed as 

if they had separately incorporated (in terms of direct income 

inclusion)

ÅBusiness profits indirectly associated with the permanent 

establishment are taxable (and often are not if no permanent 

establishment exists)
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Income Tax Treaties for Outbound 
Activities

ÅPermanent establishment - fixed place of business through 

which the business of an enterprise is wholly or partly carried 

on

ïPlaces of management, offices, branches specifically included

ÅPlaces where preparatory/auxiliary activities occur ïspecifically 

not included

ïStorage/display in a jurisdiction also not sufficient for a 

permanent establishment

ïFixed place of business determined by reference to the source 

jurisdictionôs local rules
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Income Tax Treaties for Outbound Activities

Business profits subject to treaty tax ïlook to whether a permanent 

establishment exists, whether there is income, and whether the 

income is attributable to a permanent establishment

ÅPermanent establishment ïfixed place of business through 

which the business of an enterprise is wholly or partly carried on

ïIncludes place of management, branch, office, etc.

ïCan also have attribution through which an agent conducts 

activities through a fixed place of business
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Permanent Establishment Mechanics

ÅAgent activities can create a permanent establishment within a 
jurisdiction (without otherwise maintaining a sufficient physical 
footprint)

ïAgent activities create a permanent establishment if the agent has 
and habitually exercises authority within the country to conclude 
contracts on behalf of the business enterprise

ÅAgent activities can also create permanent establishment where 
goods processed by an agent in the jurisdiction (using assets 
provided by the enterprise)

ïStorage/display in a jurisdiction also not sufficient for a 
permanent establishment

ïActivities of agents acting in an independent fashion usually will 
not create a permanent establishment for an enterprise
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