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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 
THE SPEAKERS’ 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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I.   Overview
A. What is a “foreign branch”?  

No consistent definition (or policy) 
in U.S. Tax Code or Regulations.
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What is a “foreign branch” (1 of 2)

 Historically, there has been no clear and consistently applied definition of the term 
“foreign branch” or even “branch”  in the US Tax Code or regulations; often these 
terms are left undefined.  
 Examples:  
 IRC § 954(d)(2) - For purposes of determining Foreign Base Company 

(FBC) SALES Income of a CFC carrying on business “through a branch or 
similar establishment outside the country of incorporation...”  (“Branch” not 
explicitly defined.)

 The Check-the-Box (CTB) Regs state that activities of a disregarded entity 
“are treated in the same manner as a sole proprietorship, branch, or division 
of the owner” but never define terms “branch” or foreign branch.  

 IRC § 987:  The foreign currency gain & loss rules of IRC § 987 are termed 
“Branch Transactions” but never defines the terms “branch” or “branch 
transactions” and refers to “qualified business units” (QBUs).
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What is a “foreign branch”  (Continued – 2 of 2)

 Regs issued under the old § 367 branch loss recapture rules (cross-referenced in the DCL 
Regs), set out a definition of a foreign branch that is relatively comprehensive: 
 For purposes of this section, the term “foreign branch” means an integral business 

operation carried on by a U.S. person outside the United States. Whether the activities 
of a U.S. person outside the U.S. constitute a foreign branch operation must be 
determined under all the facts and circumstances.  Evidence of the existence of a 
foreign branch includes, but is not limited to, the existence of a separate set of books 
and records, and the existence of an office or other fixed place of business used by 
employees or officers of the U.S. person in carrying out business activities outside the 
United States.  Activities outside the United States shall be deemed to constitute a 
foreign branch for purposes of this section if the activities constitute a permanent 
establishment under the terms of a treaty between the United States and the country in 
which the activities are carried out

 Reg. §1.367(a)-6T(g). [Emphasis supplied by speaker]
 The 2020 Final U.S. Hybrid Mismatch Regulations  at Reg. 1.267-5(a)(2) contains an 

explicit definition of a “branch”:
 The term branch means a taxable presence of a tax resident in a country other than its 

country of residence as determined under either the tax resident's tax law or such other 
country's tax law.
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Compare explicit “PE” definition in treaty context
 The definition of a “permanent establishment” (PE) under tax treaties based on 

OECD Model Treaty (Article 5) is primarily used for the purpose of allocating 
taxing rights when an enterprise of one Contracting State derives business profits 
from another State.  

 Term “PE” focuses on whether an “enterprise” has a fixed “place of business...”
Article 5 of the OECD Model provides (in pertinent part):  
1. For the purposes of this Convention, the term “permanent establishment” means a fixed place of business through which the 

business of an enterprise is wholly or partly carried on.
2. The term “permanent establishment” includes especially: 

a) a place of management; 
b) a branch; 
c) an office; 
d) a factory; 
e) a workshop, and 
f) a mine, an oil or gas well, * * * or any other place of extraction of natural resources. 
• * *

4. Notwithstanding the preceding provisions of this Article, the term “permanent establishment” shall be deemed not to include: a) the 
use of facilities solely for the purpose of storage, display or delivery of goods or merchandise belonging to the enterprise; b) the 
maintenance of a stock of goods or merchandise belonging to the enterprise solely for the purpose of storage, display or delivery; c) 
the maintenance of a stock of goods or merchandise belonging to the enterprise solely for the purpose of processing by another 
enterprise; d) the maintenance of a fixed place of business solely for the purpose of purchasing goods or merchandise or of 
collecting information, for the enterprise; e) the maintenance of a fixed place of business solely for the purpose of carrying on, for 
the enterprise, any other activity; f) the maintenance of a fixed place of business solely for any combination of activities mentioned 
in subparagraphs a) to e), provided that such activity or, in the case of subparagraph f), the overall activity of the fixed place of 
business, is of a preparatory or auxiliary character. 
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“PE” treaty context compared to “U.S. Trade/Biz”
 The U.S. Model Tax Treaty generally follows the OECD definition of a “PE.”

 Note that the definition of a “permanent establishment” (PE) under tax treaties based on OECD Model Treaty 
(Article 5) is like a “branch,” but unlike the domestic law of many countries, the OECD-based PE treaty 
definition requires more than just a physical presence.  There must be a certain level of “business activities” of an 
“enterprise” to be a taxable “PE” in the foreign country where non-resident person’s activities are being carried 
out.

 The U.S. has a domestic law analogue to the bilateral treaty concept of a “permanent establishment”—i.e., a  
“U.S. trade or business.”  This term is not defined in the U.S. Internal Revenue Code  or regulations (and neither 
is the term “trade or business”).   U.S. case law and IRS administrative guidance have delineated the “US trade 
or business.”

 But, like treaties based on the OECD Model, the U.S. will not tax a foreign “branch” under its domestic 
“inbound” rules unless the foreign person is carrying on a “trade or business” in the United States, usually 
evinced by either an “office or fixed place of business” located in the U.S. and/or employees or “dependent 
agents of the foreign person who have regular and continuous business activities in the United States (and not 
merely personal investments). 

 Example of an unresolved conflict between U.S. domestic law and a foreign country’s interpretation of a 
bilateral tax treaty resulting in double non-taxation:    In the McDonald’s “State Aid” investigation, 
Luxembourg, in interpreting Article 5 of the Lux-US Tax Treaty defining the “permanent establishment,” ceded 
taxing jurisdiction to the U.S. because it believed a U.S. branch of a Luxembourg parent corp was a “PE” as 
defined.  The U.S., on the other hand, did not tax the “U.S. branch” because it did not engage in the type of 
business activities that rose to the level of engaging in a U.S. trade or business under its domestic law.
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Compare “Qualified Business Unit” –“QBU”
The definition of a “Qualified Business Unit” is NOT the same as that of a branch; it can includes branches, but it is NOT 
limited to branches (e.g., various definitions of “QBU” include corporations & partnerships.  

The definition of “QBU” in the various tax provisions relying on that term as a proxy for the “branch”--e.g., the FTC branch 
basket--often incorporate by reference the “QBU” definition in the Foreign Currency Reg. § 1.989(a)-1(b).  The Foreign 
Currency rules are not intended to measure business income, unlike the branch or PE definition. Foreign Currency Reg. 
1.989(a)-1(b) defines “QBU” as “any separate and clearly identified unit of a trade or business of a taxpayer provided that 
separate books and records are maintained.”

Reg. 1.989(a)-1(b)(2) Application of the QBU definition -

(i) Persons -
(A) Corporations.   A corporation is a QBU.
(B) Individuals.   An individual is not a QBU.
(C) Partnerships.   A partnership, other than a section 987 aggregate partnership as defined in § 1.987-1(b)(5), is a 
QBU.
(D) Trusts and estates. A trust or estate is a QBU of a beneficiary.

(ii) Activities. Activities of a corporation, partnership, trust, estate, or individual qualify as a QBU if -
(A) The activities constitute a trade or business; and
(B) A separate set of books and records is maintained with respect to the activities.

(c) Trade or business. The determination as to whether activities constitute a trade or business is ultimately dependent upon an 
examination of all the facts and circumstances.

NOTE:  The definition of “QBU” is not consistent across all Code provisions employing the concept.  For example, the FTC 
regulations defining the new “foreign branch basket” clearly state that a partnership cannot be a QBU and cannot have “foreign 
branch income” at the partnership level. 

Practice TIP:   Make sure to study the definition of QBU in the particular provision in which that term is being 
employed.  The definitions of “QBU” are different in the Foreign Currency Regs, the High-Tax GILTI Exception Regs, 
the Foreign Tax Credit Basket Regs. 
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Role of U.S. Entity Classification Regulations 
(CTB Regs) in identifying foreign branches

• CTB General Operating Rules - Reg. § 301.7701-2 and -3
– Gen. Rule:  Both domestic and foreign “eligible entities” are able to elect to be taxed as either a partnership or 

corporation for U.S. federal income tax purposes.  See IRS Form 8832 (“Entity Classification Election”).
– Default classifications apply if no affirmative election is made. Reg.  § 301.7701-3b.

• Default Rules for Un-electing Domestic Eligible Entities:
– Domestic entity w/multiple members :  default  = partnership.
– Domestic entity w/1 member only:  default = disregarded entity (branch of its parent)
– (note that unelecting eligible domestic entities default to tax transparency)

• Default Rules for Un-electing Foreign Eligible Entities are DIFFERENT:
– Foreign Entity where ALL members enjoy “limited liability”:  Default = corporation.
– Foreign Entity w/2 or more members and at least 1 member bears personal liability:  Default = partnership.
– Foreign Entity where there is only 1 member total, and such member bears personal liability:  Default = 

Disregarded Entity (DE)  (which the U.S. treats as a tax-transparent branch).  
• A “pure branch” (not a technical term) is one that rises to the level of a branch (i.e., books & records, and probably 

taxable in the foreign jurisdiction), but has not formed a business entity in the foreign jurisdiction.  An pure branch 
is not subject to the default classification rules of the U.S. Entity Classification Regs (no entity has been formed in 
the jurisdiction).  Usually DEs are classified as either tax opaque corporations in the non-US jurisdiction (or 
partially transparent), but have historically been treated as “tax nothings” for US tax purposes.  The “new” foreign 
branch basket of the FTC Regs stands in contrast to this longtime general rule. 
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Key Definitions relevant to U.S. Entity Classification Regs
(CTB Regs) in identifying foreign branches

• Limited Liability:  With respect to “foreign eligible entities,” limited liability exists if the member 
has no personal liability for the debts of, or claims against ,the entity by reason of being a member.  
This determination is based solely on the statute/law pursuant to which the entity is organized (i.e., 
foreign law not U.S. law and NOT a private contract).  If that underlying statute/law  allows the entity 
to specify in its organizational documents whether the member has personal liability, only then might 
such documents be relevant.  If personal liability exists for purposes of this determination, it is not 
affected by any indemnity agreement.  Reg. § 301.7701-3(b)(2)(ii).  

• Hybrid Entity:  A single business entity that is characterized inconsistently by two different tax 
jurisdictions relevant to a transaction or investment.  Eg., an entity that is viewed as a tax opaque 
corporation by one country, and as a flow-through partnership (or disregarded branch) by another 
country.

– Regular Hybrid:  An entity that the U.S. views as a tax transparent partnership or disregarded 
entity, and another jurisdiction views as a corporation.

– Reverse Hybrid:  an entity that is “fiscally transparent” under the tax law of the country in which 
it is created/organized/established but not fiscally transparent under the tax law of an investor of 
the entity. See Final Reg. §1.267A (2020).  Note that whether the entity is domestic or foreign is not relevant 
to the definition.

– “Domestic Reverse Hybrid”: is a domestic entity that is treated as not fiscally transparent for 
U.S. tax purposes and as fiscally transparent under the laws of the interest holder's jurisdiction, 
with respect to the item of income received by the domestic entity.  Reg. § 1.894-1(d)(2).
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I. Overview

B.  Tax Stakes in Entity Selection:

Foreign Branch v. Foreign Corporate Sub 
(Pre & Post-2017 TCJA)
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Overview of Tax Stakes in  Business Entity Selection

US  C-Corp

Controlled
Foreign Corp 

(CFC)

General Rule:  When a foreign venture rises to the level of “permanent establishment” status, then 
foreign entity selection becomes more relevant, and a choice needs to be made.  Traditionally, choice 
was between “foreign E&P deferral” or “no deferral.” 

U.S.

Foreign
Jurisdiction
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Dividend

Foreign 
P/S

Unincorporated 
Branch  

(“PE” status?)

Un-Controlled 
Foreign Corp

Non-US 
persons own 
> 50%

Other partners 
US or foreign

US P/S 
(or LLC)

US  
Individual S-Corp (and 

other types of  
US biz entities)

Disregarded
Entity
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The 2017 TCJA Drastically Changed How 
Foreign Subsidiary Income of US Corporations is taxed

US  C-Corp

Foreign
Corp

BEFORE 2017 US Tax Act
• General  Rule:  United States generally taxes US corporations on a “worldwide” 
basis—i.e.,  US corporations taxed currently on both US-source income and foreign source 
income they receive.   (Contrast with a pure “territorial jurisdiction,” which taxes its 
resident corporations only on income earned within its borders—not on foreign-source 
dividends and other foreign income ).
• Policy for Worldwide (“Residence-Based”) System:  Belief that capital is 
allocated more efficiently when investors’ choices about where to invest are not distorted 
by tax considerations.  Economists believe it is more efficient if investments are made on 
the basis of pure economic fundamentals.      
• Deferral “Privilege” Exception:  If a FOREIGN corporate  Sub (of US corporate 
parent- as per diagram) earns foreign-source income, US corporate tax is not imposed on 
the foreign Sub’s income unless and until it is repatriated to the US—in an actual or 
deemed dividend.   (Indefinite tax deferral is tantamount to a complete tax exemption 
due to time-value of money.)  

• Policy Rationale:  US-owned foreign Subs need a “level playing field” to compete 
and should not have to pay both foreign and US taxes when their competitors do not.  
Thus, U.S. tax deferral is allowed so long as the foreign Sub can be viewed as truly 
competing in an active trade/business in its relevant market abroad.  However, to the 
extent the foreign Sub receives income that is either “passive” or looks like “conduit 
income” (i.e., earned through an low-tax branch/tax haven), the deferral “privilege” ends 
w/respect to that income, which is then taxed currently to its US shareholder(s) under one 
of several statutory anti-abuse regimes.  Rationale:  Foreign Sub is just there for tax 
advantages—not to compete in a foreign trade/business (i.e., “capital import neutrality”  
policy objective no longer being served).   

• Foreign Tax Credits:  The corporate income taxes imposed by U.S. upon actual or 
deemed repatriation of a foreign Sub’s E&P may generally be offset with the foreign taxes 
already paid on that E&P via a tax credit (to extent it eliminates double juridical taxation).

U.S.

Foreign
Jurisdiction

Foreign-source 
income
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TCJA Changed how Foreign Sub’s Income is Taxed:
Almost No US tax deferral—Sub’s E&P is either taxed currently or exempted

US  C-Corp

Foreign
Corp

AFTER 2017 US Tax Act   
• General  Rule:  United States still generally taxes its US corporations on a “worldwide” 
basis—but at a much lower rate—i.e., 21%  (down from 35%).   However, the corporate tax 
base  is broader with more foreign Subs’ E&P  subject to US tax.   Also, there is some foreign-
source income that is completely exempt from U.S. corporate taxation .  Thus, new system is 
still a “hybrid system” exhibiting attributes of both a residence-based AND territorial  system.

• “Deferral Privilege” Exception is formally eliminated:   Now, all income 
of a foreign subsidiary owned by a U.S. corporation will be either:  

• Taxed currently by US  (either under one of the pre-existing anti-abuse 
regimes (PFIC or expanded Subpart F ) OR under the new very broad  category of 
§951A “GILTI” income (Global Intangible Low-Taxed Income), which functions as a 
minimum tax , which can reach a foreign Sub’s income even if it’s not passive or 
conduit income;    OR 

•EXEMPT  from U.S. corporate taxation (forever).  
Three categories of foreign-source income of foreign Subs are now EXEMPT .  But these may 
not amount to much due to the breadth of the new GILTI  minimum  tax.  They include:  

1. CFC’s earnings attributable to the 10% notional return in the GILTI regime (QBAI), which 
qualifies for the § 245A DRD when repatriated:

2. Income of 10% corporate “US Shareholders” of foreign Subs that do not qualify as CFCs 
(but do qualify as “specified foreign corporations” and so get the § 245A DRD); and

3. Pre-1987 E&P accumulated  by foreign Subs, but only to extent of the pro rata share 
owned by 10% U.S. CORPORATE shareholders, since the §965 Transition Tax does not 
apply to those earnings and the  §245A DRD applies when repatriated.   

• In Sum:   U.S. still has a “hybrid system” –i.e., part Residence-based (perhaps more so 
now) and part Territorial.    Despite its new territorial attributes,  the purview of US 
corporate tax is probably greatly expanded… but at a much LOWER rate—21%   (vs. the 
former 35% ).

U.S.

Foreign
Jurisdiction

Foreign-source 
income
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Tax Stakes & Considerations in 
Selecting Foreign Branch v. Foreign Corp (Pre-TCJA)

PRE – TCJA
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Disregarded
Entity/Branch

Controlled
Foreign Corp 

(CFC)

US Individual (or S-Corp)

Branch Income:  
• No deferral; Taxed at max rate of 39.6%.
• Individual entitled to a direct FTC under § 901(a).  Foreign taxes 

imposed on the branch NOT  in a separate branch basket.  (So, some 
cross crediting allowed.)   

CFC Income:
• US tax deferral allowed unless until E&P distributed OR Subpart F or 

PFIC rules ended deferral.
• Tax rate = US individual rate (max 39.6%).
• Due to time value of money, tax deferral ultimately = a tax exemption.
• Direct FTC under § 901(a).

US 
C-Corp

Branch Income:  
• No deferral; Taxed at max rate of 35%.
• US Corp entitled to a direct FTC under § 901(a).  (No deemed FTC.) 

Foreign taxes imposed on the branch NOT  in a separate branch basket.  
(So, some cross crediting allowed.)   

CFC Income:
• US tax deferral allowed unless until E&P distributed OR Subpart F or 

PFIC rules ended deferral.
• Tax rate = US corporate rate = 35%
• Due to time-value of money, tax deferral ultimately = a tax exemption.
• Direct FTC under § 901(a), and deemed FTC under § 902.



Tax Stakes & Considerations in 
Selecting Foreign Branch v. Foreign Corp (POST-TCJA)

POST – 2017 TCJA
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Disregarded
Entity/Branch

Controlled
Foreign Corp 

(CFC)

US Individual (or S-Corp)

Branch Income:  
• Still no deferral; Taxed at max rate of 37% 
• Individual entitled to a direct FTC under § 901(a).  

• Limited FTC utilization because foreign taxes are in separate branch basket.

CFC Income:
• US tax deferral greatly diminished by GILTI regime. QBAI  (if any) is 

exempt.
• US Individual rate =  max of 37% , UNLESS § 962 election is made to get  

(a) lower 21% corp rate, (b) 50% GILTI dd under § 250 (10.5% nominal).
• FTCs for GILTI in separate basket, w/20% haircut & no carryovers.  
• Also, non-Corp not qualified for § 245A 100% DRD, even if § 962 elected.

US 
C-Corp

Branch Income:  
• No deferral; Taxed at max rate of 21%.
• US Corp entitled to a direct FTC under § 901(a).  (No deemed FTC.) 

Foreign taxes imposed on the branch now in a separate branch basket, 
limiting cross-crediting.

CFC Income:
• US tax deferral is greatly diminished due to GILTI regime.  QBAI, if any, 

is exempt.  Tax rate = US corporate rate = 21% on Subpart F income; 
nominal 10.5% on GILTI, but GILTI FTCs are in separate basket w/20% 
haircut and no carryovers.  (So might be better to have Subpart F income 
than GILTI—modeling often required to determine).

• 245A 100% DRD allowed to US Corp on “dividends” from SFC or CFC..



Non-Tax Stakes & Considerations in 
Selecting Foreign Branch v. Foreign Corp

 Exposure to Liabilities:   Because in many jurisdictions, a branch is a mere extension of its parent, the U.S. “parent” business will be 
directly exposed to all liabilities and risks of the foreign branch (assuming it is not a foreign LLC, for which “DE” status was elected under the CTB 
Regs.).  Without the attribute of limited liability under foreign law, the U.S. parent could be held legally & financially responsible for the branch’s 
torts, product liabilities, damages resulting from breach of contracts and/or employment-related disputes.  Most jurisdictions have several types of 
business entities that offer limited liability, including joint stock companies. 

 Ability to Contract & Conduct Business:  Many countries (e.g., China) require a foreign company or person to form some kind of 
corporate entity with a separate legal personality in order to conduct business.  Typically, a “pure branch” does not have the power under local law 
to enter into contracts by itself.  (The parent is the contracting party, acting in its capacity as the owner of the branch.)  There are exceptions—for 
example, Brazilian corporate law has traditionally recognized the separate legal personality of branches and allowed them to enter into contracts.

 Control:  It may seem that owners of branches would afford their owners more practical control over their operations than corporate subs, which 
have separate legal personalities.  However, this is not necessarily the case.  Foreign subs often appoint their parents’ directors & officers as their 
own; there may be interlocking directorates. Single member owners of DEs are obviously fully in control of the foreign hybrid entity.

 Transferability of ownership: Because in many jurisdictions, like the U.S., a branch does not have a separate legal personality, and thus 
it is not possible for the owner(s) to transfer a branch to another owner/entity at the owner level. Rather, a transfer requires a sale of each of the 
assets that are housed in the branch.  This can be extremely cumbersome, although buyers may like getting a stepped-up-to FMV basis in the 
purchased assets.  (If a purchaser of a corporate sub’s assets wants a stepped-up FMV basis in the corporate assets, it can unilaterally make a §338(g) 
election, which may cause Seller to  recognized GILTI income . (Always put a restriction on a unilateral 338(g) in Buy-Sell agreements- need 
Seller’s consent).

 Owner’s Ability to Access the Assets:   In some jurisdictions, corporate subs must satisfy certain financial thresholds —
having sufficient reserves — to declare a dividend. In some countries, the declaration of dividends requires board approval. In some 
jurisdictions, Singapore for example, if noncash assets are to be distributed, more is required, such as executing a distribution 
agreement, obtaining a shareholders’ consent and registering such consent with a regulatory board.  By contrast, with pure branches, the 
allocation of assets and liabilities are typically done via accounting entries, and often a simple letter of notice is all that is needed to 
document the transaction.

 U.S. tax rules sometimes treat branches as entities unintegrated & separate from their owners:
 As though the unincorporated branch were really a “body corporate”

 A few examples: § 954(d)(2); FTC “basket” Regs; “Hybrid Mismatch” Reg. § 1.267A; “PE” treaty concept
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I. Overview

C.  Why the increased significance 
of foreign branches now?
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What’s all the Fuss About?  
Why are foreign branches now more significant?

The 2017 TCJA, and the implementing Treasury Regs, substantially increased the necessity of identifying foreign 
“branches” (and QBUs) and analyzing/modeling out their impact on tax results.   The following provisions 
specifically implicate so-called foreign branches (although they may use QBUs as proxies)

 New § 904(d)(1)(B) & (d)(2)(J) – a new FTC “basket” for “foreign branch income”; 

 New § 91:  replaces the old § 367 recapture-of-foreign branch losses rules with a new rule that is more 
punitive & harsh; 

 New § 267A and Final Regulations (T.D.  9896, April 2020) provide guidance regarding hybrid dividends 
and certain amounts paid or accrued pursuant to hybrid arrangements, which generally involve arrangements 
whereby U.S. and foreign tax law classify an entity (or transaction) differently for tax purposes.  T.D. also 
contains final regulations relating to dual consolidated losses and entity classifications to prevent the same 
deduction from being claimed under the tax laws of both the United States and a foreign jurisdiction. 

 New § 250(b)(3)(A)(i)(VI):  The FDII deduction available to C-corps under §250 (for certain foreign 
derived eligible income) was made expressly inapplicable to “foreign branch income” (as defined in 
§904(d)(2)(J));

 New GILTI High-Tax Exception Regulations (T.D. 9902, July 20, 2020) employs a QBU metric. The 
elective GILTI high-tax exclusion in final Regulations (T.D.9902) allows taxpayers to exclude from their 
GILTI inclusion, items of a CFC’s gross tested income subject to a high effective rate of foreign tax—set at 
18.9% (i.e., 90% of the U.S. corporate tax rate under current law)--to determine whether an item is subject to 
“high tax.”   This exclusion applies at the level of each “tested unit” (i.e., a QBU) of a CFC.  (Proposed Regs 
would conform the GILTI High Tax Exception to the Subpart F income high-tax exception, and, when 
finalized, would allow for a single election.) 24



Other Code Provisions involving a 
“foreign branch” concept

 IRC § 987 “Branch Transactions” - Foreign Currency Translation rules:  The 
QBU concept was developed and is used to deal with foreign currency. Although a 
QBU in the §987 Regs can include a branch, it is not limited to branches; there may 
be cases in which two formally separate branches of the same U.S. taxpayer are 
treated as a single QBU, at least if they use the same foreign currency and keep 
common books & records. 

 IRC § 954(d)(2):  In determining the “foreign base company sales income,” category 
of Subpart F income, certain branches are treated (under Regs) as corporate subs of 
the CFC if their activities have “substantially same effect as if such branch or similar 
establishment” were a wholly owned subsidiary corporation deriving the income.” 

 IRC § 1503(d) – Dual Consolidated Loss rules: The dual consolidated loss (DCL) rules are 
designed to prevent a corporation from using a net operating loss (NOL) to offset income both in the U.S. 
and in a foreign country. The 2007 DCL regulations generally provide that a DCL of a dual-resident 
corporation (DRC) or a separate unit of a U.S. corporation is not included in the computation of the taxable 
income of a consolidated group * * * other than to offset income or gain of the DRC or separate unit that, in 
each case, incurred the DCL, as applicable. A separate unit includes either of the following that is carried on 
or owned, directly or indirectly, by a U.S. corporation: (1) a foreign business operation that, if carried on by 
a U.S. person, would constitute a foreign branch (foreign-branch separate unit) under Reg. § 1.367(a)-
6T(g)(1)7 or (2) an interest in a hybrid entity (hybrid-entity separate unit) under Reg. § 1.1503(d)-1(b)(4)(i).25



II.   The New § 904(d)(1)(B) 
Foreign Tax Credit (FTC) Limitation Basket 
for Foreign Taxes Attributable To “Foreign 

Branch Income.”

 U.S. Foreign Tax Credit Basics
 Planning Strategies to Eliminate Excess Credits
 Determining “Foreign Branch Income” for § 904 FTC Purposes
 Transition Rules
 Examples

26
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U.S. FOREIGN TAX 
CREDIT (FTC) BASICS
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Mitigating international double taxation

• If a resident of Country A earns income from a source in 
Country B, double taxation is likely to result because Country 
B will tax that income on a source basis and Country A on a 
residence basis

• In this case, the internationally accepted regime is that the 
source country has the prior right to tax (although this right 
may be limited by treaty), and the residence country is 
responsible for relieving any double taxation that results

• Such relief is generally achieved through one of two 
systems—

1. The exemption system whereby the foreign income is exempted 
from tax in the residence country, and 

2. The foreign tax credit (“FTC”) system whereby the tax of the 
residence country on the foreign income is reduced by the 
amount of source country tax on the income

• Most countries employ some combination of the two systems
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U.S. FTC system

The centerpiece of the U.S. system for mitigating
international double taxation is the FTC

Key foreign
tax credit
concepts

Expense
Apportionment

Indirect
Foreign Tax

Credits

Direct Foreign
Tax Credits

Foreign Tax
Credit

Limitations

Foreign Tax
Credit Baskets

and Foreign
Source Income
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Key FTC code sections

• §901 – Permits a taxpayer a direct FTC for any foreign income taxes paid or accrued by 
the taxpayer for the taxable year

− Taxes paid by foreign flow through entities (branches, partnerships, certain CTB structures) are 
considered to be paid directly by the owner

• §903 – For purposes of the FTC system, a foreign income tax includes a tax paid “in lieu 
of” a foreign income tax

− E.g., Flat rate withholding taxes on the gross amount of interest, dividends, rents, and royalties

• §904 – Limits a taxpayer’s ability to credit an otherwise allowable FTC to the pre-credit 
U.S. tax on the taxpayer’s foreign-source income

• §905 – Provides guidelines on foreign tax adjustments, redeterminations and proof of 
credits

• §960 – In the case of a corporation that is a U.S. shareholder of a CFC, an indirect FTC is 
permitted for any foreign income taxes paid or accrued by the CFC that is “deemed paid” 
by the U.S. shareholder

− An indirect FTC of a U.S. shareholder is any foreign income tax paid or accrued by a CFC that is 
“properly attributable” to either (1) inclusions under Subpart F, §956, and GILTI, and (2) certain 
taxes deemed paid with respect to previously taxed earnings and profits (“PTEP”)

• §78 – When a corporation elects to take the FTC for taxes paid by a CFC, the amount of 
taxes deemed paid must be treated and reported as dividend income (i.e. the dividend is 
grossed-up)

• §164 – Taxpayers have the option of deducting foreign income taxes instead of crediting 
them
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• Mechanics of election
− Annual election: U.S. corporation may choose annually 

whether to claim deduction or credit for foreign taxes paid or 
accrued.

− Credit is claimed by filing Form 1118 with U.S. Federal Form 1120 
corporate income tax return or Form 1116 with U.S. Federal Form 
1040 individual income tax return - Reg. §1.905-2(a)

− Applies to all foreign income taxes paid during year - Reg.
§1.901-1(c)

− Taxpayer has 10 years from due date of original return to make or 
change election - Reg. §1.901-1(d)) and §6511(d)(3)
• ONLY a change from deduction to credit is allowed

How to elect the credit for foreign income taxes
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FTC limitation and computation

FTC Limitation =

Pre-credit U.S. tax on x   foreign source taxable income
worldwide income worldwide taxable income

• §904(c) – Credit allowed is lesser of:
- Foreign taxes accrued or paid in the current year
- Limitation as calculated above

• Purpose of limitation is to prevent U.S. companies from offsetting their 
foreign taxes against their U.S. tax on U.S. source income

• Code provides a 1-year carryback and a 10-year carryforward of any 
foreign taxes that cannot be claimed as credits in a particular year due 
to the limitation fraction

- No carryovers for GILTI basket
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USP has a UK branch. How much foreign tax is available to 
USP under §901 for potential foreign tax credit?

Simple example

Taxable  
Income

Income  
Tax

USP (total) $10M $2.1M

UK CTB Branch $  3M $600,000
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USP has a UK branch. How much foreign tax is available to 
USP under §901 for potential foreign tax credit?

Simple example (continued)

Taxable  
Income

Income  
Tax

USP (total) $10M $2.1M

UK CTB Branch $  3M $600,000

FTC Limitation: 

Foreign Taxes Available: $600,000
Total U.S. Foreign Tax Credit = $600,000.

X   $2.1M   =  $630,000 $  3M
$10M

Answer:
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1. Determine the taxpayer's gross income under §61 and other gross 
income provisions (e.g., §71– §140)

2. Separate gross income into U.S.-source income and foreign-source 
income. The principal source rules regarding an item of gross income 
are found in §861– §865

3. Allocate and apportion the allowable deductions to the taxpayer's 
U.S.-source gross income and foreign source gross income as 
generally determined under the §861 regulations

4. Categorize foreign-source gross income into the separate limitation 
categories (or “baskets”) of income set forth in §904(d)(1). Post-TCJA, 
the four most relevant baskets to most taxpayers are:
− passive income
− GILTI income
− foreign branch income, and
− general income

5. Compute the FTC limitation
− Consider impact of losses (SLL, OFL, ODL)

Steps to calculate the FTC
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Type of Income US source income if: Foreign source income if:
Interest Income Debtor is a US Resident or Corp. Debtor is a Foreign resident or 

Corp.

Dividends Payer is domestic Corp. Payer is Foreign Corp.

Personal Services Income Services were performed in U.S. Services were performed abroad

Rentals and Royalties Property is used in U.S. Property is used abroad

Gain on Sale of real property Property is located in U.S. Property is located abroad

Gain on Sale of inventory 
purchased for resale

Title passes in U.S. Title passes abroad

Gain on sale of inventory 
manufactured by taxpayer

Production property in U.S. Production property located 
abroad

Gain on sale of securities Seller is U.S. resident Seller is foreign resident

Gain on sale of depreciable 
property

Title passes in U.S. Title passes abroad

Gain on sale of patents and other 
intangibles

Seller is U.S. resident Seller is a foreign resident

Sourcing rules – summary
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• Once categorized as U.S. or foreign source, deductions 
must be allocated and removed from items of gross income 
to calculate taxable income
− U.S. source taxable income is gross income from U.S. sources 

less its properly allocated and apportioned deductions 
including a ratable share of deductions that cannot be 
“definitely” allocated to an “item or class of gross income”

− Similarly, foreign source taxable income is gross income from 
foreign sources less definitely related deductions and a ratable 
share of its non-allocable deductions

Allocate and apportion deductions to items of gross income
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Allocation and apportionment – overview

All
Deductions

Regulations under sections 861 through 865 provide rules for allocating and 
apportioning deductions to determine a taxpayer’s foreign source taxable income

Services
Income

Dividend
Income

Sale of
Product

Classes of
gross income

Domestic
(Residual)

Foreign
(Statutory)

Grouping
of income

Step 1. Allocate deduction 
to a “class of gross income”

Step 2. Apportion deduction among 
statutory and residual groupings within 
the class of the gross income
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• Three types of allocation methods:
1. “Factual relationship” method

- Used for deductions definitely related to a class of gross income, 
including all gross income. Temp. Reg. §1.861-8T(c)(1)

2. Gross income method
- Required for deductions not definitely related to any gross 

income. Treas. Reg. §1.861-8(c)(3)
3. Specifically prescribed methods

• E.g., interest expense, R&E expenses, controlled services, 
stewardship, and SG&A expense. Treas. Reg. §1.861-8(e) and 
Temp. Reg. §1.861-8T(e). 

Step 1. Allocation
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• Deductions are apportioned to one or more statutory groupings using 
factors that reasonably reflect the factual relationship between the 
deduction and the groupings

• Regulations provide a non-exclusive list of factors that may be 
reasonable depending on taxpayer’s facts:

− Units sold
− Gross sales or receipts
− COGs
− Profit contribution
− Expenses incurred
− Assets used
− Salaries paid
− Space utilized
− Time spent
− Gross income

• See Treas. Reg. §1.861-8T(c)(1)(i)-(vi)

Step 2. Apportionment
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Tax Year 2020:
• USP has the following amount of deductions for employee wages:

− $1,500 with respect to the sale of Widget machines  products are sold worldwide
− $2,000 with respect to maintenance services with respect to the Widget machines it 

sells for which its customers pay a separate fee

Example: Step 1. Allocation

Allocation of $3,500 employee wage deduction

USP

Class of gross income: Gross
income from sale of Widget machines

Class of gross income: Gross
income from maintenance services
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Tax Year 2020:

• USP sells Widget machines to U.S. and foreign customers
− Gross income from the sale of Widget machines is solely U.S. source income because they are 

produced in the United States

• USP’s maintenance employees spend—
− 25% of their time servicing Widget machines outside of the United States, and
− 75% of their time servicing Widget machines within the United States

Example: Step 2. Apportionment

Apportionment of wage deductions

Apportionment not necessary because the class of gross 
income (sales) includes only one grouping (residual) – all 
$1,500 is apportioned to residual/U.S. source income

Apportionment is required because the class of gross income 
includes both foreign source general and U.S. source income 
– time spent may be a reasonable apportionment factor
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• After determining U.S. and foreign source taxable 
income, these items must be categorized into four 
baskets of income – passive, GILTI, foreign branch, 
and general income

• Passive income is categorized first since all other 
baskets exclude passive category income. 
§§904(d)(1)(A), (d)(2)(A)(ii), (d)(2)(J)(ii)

Categorize items into four baskets of income
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• Passive
− Generally income that would be FPHCI under §954(c)
− High-tax income exception

• GILTI (new in 2018)
− Basketing occurs at U.S. shareholder level upon inclusion, rather than at the CFC level
− Excludes passive category income
− Not limited to domestic corporations

• Foreign branch (new in 2018)
− Defined as “business profits” of a U.S. person that are attributable to one or more QBUs (as 

defined in §989(a)) in one or more foreign countries
− Excludes passive category income
− Transition rules

• General
− Residual basket, and includes financial services income earned by a person predominantly 

engaged in active banking, insurance, financing or similar business

• “Look thru” rules may alter the income categorization. §904(d)(3), (4)

Categories or baskets of income – summary
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Categorization of income

FPHCI?

Export financing 
or high-taxed 

income?

Financial 
Services 
income?

Passive basket 
(unless look thru 

rules apply)

Section 951A 
inclusion?

Not passive basket so 
may be included in 
GILTI or FB basket

Foreign QBU and 
not produced by 
foreign corp.?

GILTI 
basket

General 
basket

Foreign branch 
basket

General 
basket

Yes

No

Yes 
(not passive income)

No
No

Yes

No

Yes

Yes

No
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• Foreign tax reduction planning
• Increasing the FTC limitation
• Cross-crediting

Planning strategies to eliminate excess credits
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DETERMINING 
FOREIGN BRANCH 
INCOME FOR SECTION 
904 FTC PURPOSES
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• A foreign branch (for purposes of the FTC) is a qualified 
business unit (QBU) of a U.S. person “that conducts a 
trade or business outside the United States.” 
§904(d)(2)(J)(i); Treas. Reg. §1.904-4(f)(3)(vii)(A)

• A QBU is a “separate and clearly identified unit of a 
trade or business of a taxpayer which maintains 
separate books and records.” §989(a)

• A trade or business conducted outside the United States is a 
foreign branch for this purpose, whether or not the taxpayer 
maintains a separate set of books and records for the 
business. Treas. Reg. §1.904-4(f)(3)(vii)(C)

• A PE under the relevant U.S. tax treaty is a per se foreign 
branch. Treas. Reg. §1.904-4(f)(3)(vii)(B)

Foreign branch
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• Foreign branch income consists of business profits 
attributable to a QBU. §§904(d)(2)(J), 989(a).

• According to Treas. Reg. §1.904-4(f)(1)(i), this definition 
has a broad reach, including all of the following:
− Income attributable to foreign branches that a U.S. person 

holds directly or indirectly through disregarded entities
− A U.S. person’s distributive share of partnership income to the 

extent that it is attributable to foreign branches that the 
partnership holds directly, indirectly through disregarded 
entities, or indirectly through another partnership or other 
pass-through entity that holds the foreign branch directly or 
indirectly through disregarded entities, and

− Income from other pass-through entities determined under 
principles similar to those described in the preceding bullet

• Foreign persons (including CFCs) cannot have foreign 
branch income

Foreign branch income
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• Generally, gross income reflected on a foreign branch’s 
books and records is considered attributable to the 
branch. Treas. Reg. §1.904-4(f)(2)(i)

• Exceptions to foreign branch income:
− Income arising from activities carried out in the United States. 

Treas. Reg. §1.904-4(f)(2)(ii)
− Income relating to stock held by the foreign branch (limited 

exception for dealers). Treas. Reg. §1.904-4(f)(2)(iii)
− Income from the sales of interests in entities that are treated 

as pass-throughs or disregarded entities (subject to limited 
exception). Treas. Reg. §1.904-4(f)(2)(iv)

− Income or payments if a “principal purpose” of recording (or 
not recording) the item is tax avoidance, and books and 
records do not reflect the substance of the transaction. Treas. 
Reg. §1.904-4(f)(2)(v)

Foreign branch income (continued)
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Example 1: Sale of FDE assets versus FDE stock 

• The decision to sell foreign disregarded entity assets versus foreign 
disregarded entity stock has increased importance

3rd PartyU.S. Parent 
Corp

Sale of FDE 
stock

FDE

Not foreign branch income

3rd Party

U.S. Parent 
Corp

Sale of FDE 
Assets

FDE

Foreign branch income
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• Passive income is excluded from foreign branch 
income. §904(d)(2)(J)(ii)
− This exclusion extends to income characterized as 

passive under the look-thru rules. Treas. Reg. §1.904-
4(f)(1)(ii)

• Export financing interest, high-taxed income, and 
financial services income can be foreign branch 
income. Treas. Reg. §1.904-4(f)(1)(ii)

Exclusion of passive income
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• Treas. Reg. §1.904-4(f)(2)(vi) provides certain rules for 
reallocating income from the foreign branch basket to the 
general basket, or vice-versa, with respect to certain 
disregarded payments:
− Payments by a foreign branch to a foreign branch owner: Gross 

income attributable to the foreign branch is reduced and gross 
income attributable to the foreign branch owner is increased;

− Payments by a foreign branch owner to a foreign branch: Gross 
income attributable to the foreign branch owner is reduced and gross 
income attributable to the foreign branch is increased; and

− Payments by a foreign branch to another foreign branch: Gross 
income attributable to the payor foreign branch is reduced and gross 
income attributable to the payee foreign branch is increased (but 
relevant only if there’s a payment to the foreign branch owner)

• These rules do not change the amount, character, or source 
of a U.S. person’s gross income

Disregarded payment rules
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• Certain payment types are excluded from the 
general reallocation rules:
− Interest and “interest equivalents”
− Remittances from the branch to its foreign branch owner, 

with certain exceptions
− Contributions of money, securities, and other property 

from the foreign branch owner to the foreign branch, with 
certain exceptions

• Special rules for transfers of IP from or to the 
branch, as well as basic sales of inventory property 
or other property

Disregarded payment rules (continued)
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Example 2: Branch basket

$100

USP

FB

USP Gross Income (Books and Records)
General Basket 

U.S. Source
General Basket
Foreign Source

Total

$200 $100 $300

• Reallocation of Gross 
Income to Foreign 
Branch 

− Assume that if the 
disregarded payment of 
$100 made by USP to FB 
were an actual deduction, it 
would be allocated and 
apportioned to USP’s 
general basket foreign 
source gross income 

• USP’s general basket 
foreign source gross 
income of $100 is 
“reallocated” to FB 

• That $100 of general 
basket foreign source 
gross income is 
“attributable to” FB (and 
constitutes “foreign 
branch income”) 
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Example 3: Branch basket

3rd PartyUSP
Services

FDE

$1,500

• USP earns $1,500 from its 
services to 3rd parties, and 
records such income on its 
books and records

− $500 is foreign source 
income related to services 
performed by FDE outside 
of the U.S.

− $1,000 is U.S. source 
income related to services 
performed by USP in the 
U.S.

• $500 of USP’s foreign 
source gross income is 
assigned to the foreign 
branch basket

Services$500
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• Transfers of intangible property from a foreign 
branch owner to a foreign branch, and vice-versa, 
are subject to special rules, applying the principles 
of §§ 367(d) and 482

• These special rules for transfers of intangible 
property do not apply to the following:
− Transfers of intangible property prior to Dec. 7, 2018; or
− Transfers by a foreign branch or branch owner that owns 

the IP transitorily (i.e., neither developed or exploited by 
the foreign branch or foreign branch owner (or 
predecessor) prior to transfer)

Disregarded transfers of intangible property
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Disregarded transfers of intangible property (continued)

USP

FDE

Deemed 
§367(d) 
payment

IP transferred
for no 
consideration

USP

FDE

Deemed 
§367(d) 
payment

IP remitted
for no 
consideration

• If a foreign branch remits IP to its 
foreign branch owner, the foreign 
branch is treated as having sold the 
transferred property to the foreign 
branch owner in exchange for 
annual payments contingent on the 
productivity or use of the property, 
the amounts of which are 
determined under the principles of 
§367(d)

• If a foreign branch owner transfers IP to a 
foreign branch, the principles of §367(d) 
are applied by treating the foreign branch 
as a separate foreign corporation to which 
the property is transferred in exchange for 
stock of the corporation in a §351 
transaction

• USP is thus treated as selling IP to FDE in 
exchange for annual payments under the 
principles of §367(d)
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Example 4: Disregarded transfers of IP

USP

FDE

• USP transfers intangible property, within 
the meaning of §367(d)(4), to FDE

• Income earned by FDE is reassigned to 
USP’s categories of gross income under 
the principles of §367(d)

• If a deemed payment of $1,000 were to 
arise with respect to the transfer in a 
given year pursuant to §367(d), then 
USP’s income would increase by $1,000 
and foreign branch basket income would 
decrease by $1,000

IP 
transfer
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• The regulations adopt “reconstruction” rule of the branch basket for the carryover of unused 
foreign taxes under §904(c) and also introduce a simplified safe harbor option

• Under the safe harbor option, an allocation of unused foreign taxes are carried over from a 
pre-2017 taxable year to the post-2018 for foreign branch basket income based on a ratio 
equal to the amount of foreign income taxes that were paid or accrued by the taxpayer’s 
foreign branches divided by the amount of all foreign income taxes assigned to the general 
basket that were paid or accrued, or deemed paid by the taxpayer with respect to the 
taxable year

Transition rules for carryovers of unused foreign 
taxes under section 904(c)

Unused
general
basket

foreign tax
credits

By default, general credits remain in general basket

May reconstruct how much of the credit would have 
been foreign branch had rules been in effect

Safe harbor allows allocation based on ratio of foreign 
branch credits paid to all general credits
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• Regulations allow taxpayers to transition loss 
accounts without having unused FTCs in the 
general basket to transition

Transition rules for SLLs, OFLs and ODLs

SLL, OFL
and ODL

By default, losses remain in general basket

May reconstruct how much of loss accounts would have 
been foreign branch had TCJA rules been in effect

Safe harbor allows first available income in general or
foreign branch to be offset
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• Biden / Treasury Green Book
• Wyden / Senate Finance Committee draft legislation
• House Ways and Means Committee proposals

U.S. international tax reform 2.0





III. New U.S. “Hybrid Mismatch” Rules: 
Impose Limits on Deductible Payments to 
Foreign Branches involving hybrid 
entities & transactions

 Historic attack on hybrid entities & instruments
 OECD BEPS Action #2 approach
 IRC § 267A (enacted in 2017)
 Final § Reg. 1.267A-1 through -7 (TC 9896, April 2020)
 Examples

Foreign Branches, QBUs, & Disregarded Entities        
Pamela A. Fuller, Esq. - Zahn Law; Tully Rinckey PLLC 66



The Perceived Abuse in Hybrid Arrangements

• Hybrid arrangements, such as those involving hybrid entities or hybrid instruments are viewed 
as abusive because their use can erode the tax bases of both jurisdictions involved in a transaction.  

• A “hybrid entity” is one that is viewed as tax transparent in one country, but as a separate 
corporate taxpayer in another country.  The use of hybrid entities can result in income that is not 
taxed in any country because, for example, each country views the item as not being received by a  
person taxable within its own jurisdiction or, alternatively, the item is eligible for some beneficial 
treatment.

• A “hybrid instrument” can result in an income deduction in the country viewing the instrument 
as “debt” and in one country where the payor resides, with no income inclusion  (or beneficial 
treatment) in the country that treats the same payment as “equity” received by a resident recipient.

• Hybrid arrangements typically involve:

– A payment in one country where the payor resides, with no corresponding income inclusion 
where the recipient resides (or a favorable rate of taxation).  This is called “Deduction—No 
Inclusion” (“D/NI”) in BEPS speak)

– A double deduction for the same expense.  This is called “Double Deduction” (“DD”) in 
BEPS speak);  OR

– Multiple claims of foreign tax credit relief for the same foreign tax paid. 

67Foreign Branches, QBUs, & Disregarded Entities        
Pamela A. Fuller, Esq. - Zahn Law; Tully Rinckey PLLC



Classic Example of Hybrid Instrument 
• Assumed Facts:    

• F-Co contributes money to US Sub, in exchange for a an
instrument, which is in legal “form” under the laws of F-Co’s 
country, a contribution in exchange for US Sub’s stock.  

• Country F views the F-Co as holding “equity” in US Sub.

• The U.S. views the same transaction, in substance, as a “debt 
instrument” creating a debtor-creditor relationship, and “loan” for 
tax purposes.  

• Because at least two countries relevant to the transaction view 
the instrument inconsistently, it is a “hybrid instrument.”

• Absent special rules, the U.S would allow US Sub to deduct 
the “interest” payments on its U.S. tax return.

• At the same time, because Country F views the payments as 
“dividends” on equity, Country F would (absent special rules) 
allow F-Co to exempt them under any available  special tax 
regime (e.g., a repatriation deduction or credit).  

• Thus, the payments result in deductions in one jurisdiction 
(the U.S.), with no taxation of the full amounts in the country 
where the recipient resides.  (i.e., “Deduction-No Inclusion” or 
“D/NI” in BEPS speak.)  

• Traditionally, the U.S. has had no “bright-line” test for 
distinguishing “debt” from “equity,” but has applied substance-
over-form principles.  Unlike the U.S., many other countries look 
to the legal form of the instrument to determine its tax treatment, 
resulting in myriad  opportunities for creating hybrid instruments 
and tax arbitrage. 

.

F-Co

US 
Sub

Payments are  
deductible 
“interest  
payments in 
US; 
“dividends” 
in Country F

F-Co 
invests in 
US Sub as 
“sharehold
er” under 
F’s law; 
but 
“creditor” 
in US
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Classic Example of Hybrid Entity
Spanish Financing Structure –

“Sociedad Colectiva”
 Assume  Netherlands views the SC  (a Sociedad Colectiva) as tax 

transparent—i.e., a disregarded branch. 

 Assume Spain treats the SC as a corporate taxpayer—i.e., a 
regarded entity for tax purposes.   

 The SC is a “hybrid entity” because the two countries relevant to 
the transaction classify the SC differently for tax purposes.  

 Result:  

 Netherlands does not tax NL on the receipt of interest because it 
views NL as having made a loan to itself.  

 Under Spanish tax law, SC  may deduct the interest it pays against 
the income of its tax group formed by SC and the ETVE (75% 
participation exemption).  In addition, there may no w/h tax or (a 
preferential rate) under  the Netherlands-Spain treaty.

 The payment is deductible from income in Spain, but not included 
in income of the recipient the Residence country– resulting in  a 
“deduction—no inclusion”  (“DD/NI” in BEPS speak).      

 Results under EU law—ATAD II?   EU  Parent-Sub Directive ?

SC is a Hybrid Entity

NL

Spanish
SC

ETVE/Op
Co

Loan Interest 
payments
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Nails in “Hybrid Coffin” 
Escalating Limits on Hybrid Arrangements in Last 20 Years

A. IRC § 894 and Reg. § 1.894-1(d)(2)(ii) – Domestic law limits  tax benefits of arrangements using  domestic 
reverse hybrids

B. IRS Notice 98-11, but soon withdrawn by Notice 98-35.
C. U.S. Model Tax Treaty (going back to at the 1996 US Model Treaty):  U.S. negotiating position has been to 

ensure that treaty benefits are limited when “fiscally transparent entities” are used to achieve double non-
taxation.  Stricter and broader anti-hybrid provisions in 2016 US Model Tax Treaty.

D. OECD’s Partnership Report of 1999 – “The Application of the OECD Model Tax Convention to 
Partnerships” 

E. OECD/G20’s “BEPS” initiative – (Base Erosion Profit Shifting report, Action 2 “Neutralising the Effects of 
Hybrid  Mismatch Arrangements”
1.  Oct. 2015:  Final  Report on Action 2 issued (expands on Sept. 2014 Interim Report)
2.  Aug. 22, 2016:  “Branch Mismatch Structures” discussion draft released (detailed )
3.  OECD recommends changes to domestic law and OECD Model Tax Treaty.
4.  OECD’s Multilateral Instrument signed (containing anti-hybrid provisions)

F. “Fruit of BEPS”:  Implementation of Action 2  in an increasing number of countries’ domestic law (and EU) 
G. EU’s Anti-Tax-Abuse Directive (ATA Directive), Article 9 (ATAD I and ATAD II) and EU’s Amendment to 

Parent-Sub Directive 
H. Unilateral limits imposed by other countries (independent from OECD’s BEPS):  UK’s “Hybrid Mismatch 

Rules” effective Jan. 1, 2017 (BREXIT?); Netherlands; Germany; France; Australian proposal 
I. USA:  Obama Proposals; 2016 Model Tax Treaty restrictions; US Congress asked to fix “hybrid problem,” 

and finally,  in 2017, US Congress enacts IRC § 267A (GOP Senate’s provision was enacted--very similar 
to Obama proposal!) 

J. USA:  Proposed Regulations under 267A issued in 2018. Final Regulations issued in April 2020 (T.D. 9896).
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New IRC § 267A 
(Pub. L. 115–97, title I, § 14222(a), Dec. 22, 2017, 131 Stat. 2219.) 

• § 267A disallows U.S. tax deductions for any “disqualified related party amount,” which is interest and royalties paid or accrued to a 
“related party” in a “hybrid transaction,” or paid to or by a “hybrid entity.”  §267A(a).     

• “Related party” for § 267A purposes  is defined by reference to “related person” in § 954(d)(3)  (substituting the payor for the CFC).  Thus, 
related party includes an individual, corporation, partnership, trust or estate that controls, is controlled by, the payor, or where both payor 
and recipient of the interest or royalty are “controlled” by same person(s).  Control means >50% ownership (by vote or  value). Ownership 
can be direct, indirect, or constructive through labyrinthine attribution rules.  See § 958(a), (b).  (And, consider the scope of application given 
repeal of § 958(b)(4)).

• “Hybrid Transaction” defined broadly as  “any transaction, series of transactions, agreement, or instrument one of more payments of which are  
treated as interest or royalties” for U.S. tax purposes and which are not so treated for purposes of the tax law of the recipient’s foreign country.  
(E.g., Otherwise deductible interest payments that are considered dividends, subject to preferential treatment like participation exemption for foreign 
tax purposes.) 

• “Hybrid Entity” is an entity treated as fiscally transparent in the U.S., but not for purposes of the tax law of  the foreign country where the recipient 
is resident, or vice versa. 

• “Disqualified Related Party Amount” is any  interest or royalty paid or accrued to the extent that the payment:

-- Is not included in the income of the related foreign party under the tax law of the country in which the related party is resident or subject to tax  
OR

-- The related party will (also) be allowed a deduction with respect to the amount under the tax law of the foreign country

-- Exception:  to extent such payment is included in income of a US shareholder under § 951(a) (Subpart F).

• § 267A(e) grants IRS/ Treasury Dept.  broad regulatory authority to write rules carrying out purposes of § 267A(a), including its application to 
conduit arrangements, branches, structured transactions, and for treating a “tax preference” as an “income exclusion” if the preference reduces the 
applicable statutory rate by 25%.  Regs may also provide exceptions where an interest payment or royalty is taxed in a third country, or in cases that 
do not present a risk of tax base erosion.

• Observation:  Treasury issued the 2018 Proposed Regulations on December 20, 2018, which took full advantage of its grant of 
regulatory authority and dramatically reshaped the statutory framework.  The Final 2020 Regulations largely follow the Proposed 
Regulations, with a few changes based on comments received.  In many ways the U.S. Final Regulations go further than the OECD
BEPS Action #2 recommendations. 
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“Repo” Financing of Canadian 
acquisition of US Subsidiary

Can-Co

US 
HoldCo

US  
OpCos

US 
Target

Bank
Bank Loan $$

“Sale” of Sub 
preferred shares”  
to Canco 
w/forward 
contract, requiring 
US HoldCo to 
repurchase them  
from CanCo at 
fixed price w/time-
value-of money 
component.  
(“Hybrid 
instrument” due to  
conflicting debt-
equity 
classifications)

Assumed Facts:  CanCo borrows from 3rd party bank, using  loan 
proceeds to “purchase” US HoldCo  common stock.  US HoldCo 
contributes the cash to US OpCos for common and preferred, and then 
“sells” the preferred Sub shares to Canco, but simultaneously enters into a 
forward contract to “repurchase” them on fixed date (or on demand) at 
fixed price + interest component.  US OpCos use proceeds of 
subscription to acquire US Target.

US Tax Results (PRE 2017 Tax Act):   If properly structured, and 
although in form a share “purchase,” US views the sale & “repurchase” 
as a “secured loan” in substance, with CanCo merely holding title to the 
preferred shares as collateral.  Thus, when US Opcos pay dividends to 
Canco on the preferred “repo shares” Canco holds, US has (in past) 
allowed  those interest payments to be deducted against income of US 
consolidated group.  

Canadian Tax Results:  Canada sees the arrangement as “equity.” 
Thus, dividends paid to Canco on the repo shares of the OpCos (or on 
HoldCo’s common) are dividends out of “exempt surplus” (because 
derived in active US business)  and not taxed to Canco.  No FTC 
available in Canada for the 5% W/H tax on any dividends from Holdco. 
However, no US W/H  tax on the dividends on the repo shares (as they 
are recharacterized as “interest” in the US).  

US Result under new  IRC §267A:  To the extent that the interest 
payments qualify as “disqualified related party amounts” § 267A will 
DENY the interest deductions since paid to a related foreign party, 
resident in a foreign jurisdiction where such payments are not taxed 
as income.  
Effective date:  Taxable years beginning after 12/31/2017.

(Note  that the interest is not “recharacterized” as equity.  If  the 
controversial US Debt-Equity regulations under § 385  apply, debt 
issuances of a US obligor to a related party could be recharacterized as 
“stock per se” for all US income tax purposes.  The § 385 Regulations 
have not been withdrawn.)

Cascading  share 
subscriptions  to 
US Subs--
“purchases” in 
form. 

US Group files 
consolidated tax 
return.
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Structures new  IRC § 267A  does not reach

§ 267A , as drafted, apparently does not disallow the  double deduction in this case 
because  there is no “related party.”  But other countries’  “hybrid mismatch rules” 
may apply. Does the grant of regulatory authority in §267A (e )  give the U.S. 
Treasury latitude to address this structure in Regs?  (i.e., imputing some kind of 
“related  foreign party”?)

 Assumed Facts:  Countries A and B classify B-Co inconsistently for tax purposes.  
Country A views B-Co as a tax transparent branch;  Country B views B Co. as 
opaque.

 Thus, B Co is a hybrid entity.

 Country A deducts the interest payments made by its transparent foreign branch.

 B-Co, as borrower,  also deducts the same interest payments to on its Country B tax 
return.  (Alternatively, such deductions in B-Co may increase the B Co’s losses, which 
may offset profits under a tax consolidation regime. 

 If  Country B is the United States, § 267A will not disallow the interest deductions  
because they are not being made to a “related [foreign] party.”  (If Country A is the 
United States, the US dual consolidated loss rules will generally disallow any net loss 
of the B-Co group.)

 Still, but for a special rule, a “double deduction” would result (“double dip” or double 
deduction –”DD” in BEPS speak).  

 Note:  Obama proposal would have denied interest or royalty deductions arising from 
certain hybrid arrangements involving unrelated parties in appropriate circumstances, 
such as structured transactions.

 BEPS Action 2:  
• Primary rule: to the extent a payment gives rise to a DD outcome, deny the

deduction at the parent level
• Defensive rule: If A-Co Parent takes the deduction, then the tax law in

Country B should deny the deduction at payor level (i.e., in Country B).
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OECD’s BEPS Action 2:  Neutralizing the Effects 
of Hybrid Mismatch Arrangements”

• The 2015 Report on Action 2 makes recommendations for domestic legal rules to neutralize 
“mismatches” in tax outcomes that arise in respect of “hybrid mismatch arrangements” (HMA)

• “Hybrid Mismatch Arrangement” (HMA):  “exploit differences in the tax treatment of an entity 
or instrument under the laws of two or more tax jurisdictions to achieve double non-taxation, 
including long-term deferral.

• Action 2 addresses inconsistencies caused both by hybrid entities and hybrid instruments.

• With respect to hybrid entities, Action 2 targets payments made by or to a hybrid entity that give 
rise to one of three types of mismatches:  

a. deduction / no inclusion (D/NI) outcomes, where the payment is deductible under the rules 
of the payer jurisdiction but not included in the ordinary income of the payee; 

b. double deduction (DD) outcomes, where the payment triggers two deductions in respect of 
the same payment; and 

c. indirect deduction / no inclusion (indirect D/NI) outcomes, where the income from a 
deductible payment is set-off by the payee against a deduction under a hybrid mismatch 
arrangement.
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OECD’s  Recommended “Fix”:   
Adopt “Primary” and “Defensive” Rules

 In the Deduction/No Inclusion (“D/NI”) situation:
– Primary rule: to the extent a payment gives rise to a D/NI outcome, domestic law should

deny a deduction for such payment in the payer’s jurisdiction

– Defensive rule: But if such deduction is not denied (or taken anyway), domestic law should
require such payment to be included as ordinary income in the payee jurisdiction

– Recommended Application: D/NI rule applies to (i) related party or control group
transactions and (ii) structured arrangements

– Recommendation: Participation exemption and similar dividend relief should not apply to
the payee if payment is deductible by the payer, whether or not parties are related. (However,
if the payment is treated as “tax exempt” income in and of itself in payee jurisdiction, that
will not create a D/NI situation. See Interim Report 9/2014.

• In the Double Deduction (“DD”) situation:

– Primary rule: to the extent a payment gives rise to a DD outcome, deny the deduction at the
parent level

– Defensive rule: deny the deduction at the payer level

– Application: DD rule has broader application
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EU Directive (ATAD 2) now addresses 
hybrid mismatches with 3rd (non-EU) countries

• May 2017:  Council of European Union adopted a directive amending the original “Anti-Tax Avoidance 
Directive” (ATAD). This “ATAD 2” extends scope of ATAD to hybrid mismatches involving non-EU 
countries.

• ATAD 2 sets minimum rules that neutralize hybrid mismatches, where at least one of the parties involved is a 
corporate taxpayer in an EU Member State. 

• In addition to expanding the territorial scope of the ATAD to third countries, ATAD 2 also expands the scope 
to address 

– hybrid permanent establishment (PE) mismatches,  hybrid transfers, imported mismatches, 
– reverse hybrid mismatches and  dual resident mismatches. 

• ATAD 2 explicitly states that Member States should use the applicable explanations and examples outlined in 
Action 2 of the OECD’s BEPS reports as a  source of illustration or interpretation to the extent that they are 
consistent with the provisions of the ATAD 2 and EU Law.  

• Deadline for implementation by Member States:  Jan. 1, 2020  (to transpose the Directive into national laws 
and regulations) and Jan. 1, 2022 for the implementation of reverse hybrid mismatches).

• Implications:  expected to have a significant effect on tax planning by multinational companies operating in 
the EU. 

• AND the “MULTILATERAL INSTRUMENT: An historic multilateral tax treaty (explicitly binding) 
signed by 68 countries in June 2017, as result of OECD’s BEPS initiative) also includes anti-hybrid 
mismatch rules—most of which were opted into by the signatory countries.
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General Rules
of Final Reg.§1.267A-1—7  (T.D. 9896,  published in Fed. Reg. April 8, 2020)

 The Code - IRC § 267A:   generally disallows a deduction for interest or royalties paid or accrued in 
certain transactions involving a hybrid arrangement when U.S. law would otherwise allow a 
deduction, but the payee does not have a corresponding income inclusion under foreign tax law—i.e., 
a deduction/no-inclusion (D/NI) outcome or a double deduction outcome (DD). 

 General Rule under Final Reg. §1.267A-1(b):  A deduction for any interest or royalty paid or 
accrued (a “specified payment”) is disallowed to the extent it is 

1) a disqualified hybrid amount, as described in Reg. §1.267A-2 (hybrid and branch arrangements); 

2) a disqualified imported mismatch amount, as described in Reg. §1.267A-4 (payments offset by a 
hybrid deduction); or 

3) a specified payment for which the requirements of the anti-avoidance rule of Reg. § 1.267A-
5(b)(6) are satisfied.

 “Relatedness” is required!!!  (In this respect, the U.S. anti-hybrid rules is narrower in scope than 
BEPS recommendations.) Thus, the disallowance rule of Reg. §1.267A-1(b) only applies if the 
specified recipient of the payment--could be a tax resident or taxable branch to which the payment is 
made, an investor, or even just a “home office”--is “related to” the specified party making the interest 
or royalty payment. “Related” defined by reference to § 954(d)(3) (i.e., > 50% vote OR value control, 
held directly, indirectly, or (presumably also) constructively under § 218, as modified by § 958(b).

 A specified party” is generally a U.S. person, a CFC or a U.S. taxable branch, and the payee must be 
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Key Definitions
in  Final Reg.§1.267A-1—7:

 Hybrid transaction: Any transaction, series of transactions, agreement, or instrument having one or 
more payments that are treated as interest or royalties for U.S. tax purposes but are not treated the 
same under the tax law of the specified recipient.

 Disqualified Hybrid Amount:  A specified payment made under a hybrid transaction is (by 
definition) a “disqualified hybrid amount” to the extent that (i) a specified recipient of the 
payment does not include the payment in income (no-inclusion), and (ii) the no-inclusion results 
from the payment being made under the hybrid transaction (key requirement!)

 Disregarded payment: A specified payment to the extent that the recipient’s tax law disregards the 
payment or the payment gives rise to a deduction or similar offset.

 Deemed branch payment:  Interest or royalties deemed paid to the home office of a U.S. permanent 
establishment (PE) of a treaty country, if the payment is disregarded or otherwise not taken into 
account under the home office’s tax law.

 Payments to reverse hybrid: Payment made to a “reverse hybrid”—defined as an entity that is 
“fiscally transparent” under the tax law of the country in which it is created/organized/established but 
not fiscally transparent under the tax law of an investor of the entity--to the extent the investor in the 
reverse hybrid does not include the payment in income and the no-inclusion resulted from the payment 
being made to the reverse hybrid. [Note that whether the entity is domestic or foreign is not relevant to 
the definition.]

 Branch mismatch payment: Specified payment that, under the home office’s tax law, is treated as 
attributable to a branch of the home office and the branch, under its tax law, is treated as not having a 
taxable presence or not having income attributable to it. 78



Long-Term Deferral – the 36 month rule

 Long-term deferrals of “income inclusions” may cause a “deduction/no inclusion” (D/NI) 
outcome. 

 A specified payment will be treated as made under a hybrid transaction if the tax year in which a 
the specified recipient recognizes the payment under its tax law ends more than 36 months 
after the end of the tax year in which a deduction for the payment would otherwise be allowed 
for US tax purposes.  (In other words, the income inclusion in the recipient’s country must occur 
within 36 months after the end of the payer’s tax year to be considered an “income inclusion” for 
purposes of § 267A.)

 The Final Regulations modify the bright-line 36-month rule from the Proposed Regs.

 A “reasonable expectation” standard applies:  If, at the time of the specified payment, it 
should be reasonable to expect that the payment will be taken into account and included in 
income within the 36-month period.  

 If a specified payment will never be recognized under the tax law of a specified recipient 
(because, for example, the tax law does not impose an income tax), the Final Regs clarify 
that the long-term deferral provision does not apply.  

 The Final Regs treat a specified payment as included in income if the payment is included in 
income in a prior tax period.
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Effective Dates of Reg. §1.267A

 Code § 267A generally applies to tax years ending on or after December 20, 2018, provided 
that such tax years begin after Dec. 31, 2017 (i.e., for a calendar year taxpayer effective 
date is January 1, 2018). However, taxpayers with short tax years beginning after Dec. 31, 
2017, and ending before Dec. 20, 2018, may apply the § 267A Final Regulations in their 
entirety for such period. 

 Most provisions in the Final Regs are subject to special applicability-date rules.  The 
following rules generally do not apply until tax years beginning on or after Dec. 20, 2018: 
 Interest-free loans and similar arrangements 

 Disregarded payments 

 Deemed branch payments 

 Branch mismatch payments 

 Disqualified imported mismatch amounts rules 

 Structured payments (i.e., interest equivalents), and  Structured arrangements (unless the structured arrangement 
was entered into pre-TCJA, in which case the effective date applies to tax years beginning after December 31, 
2020) 

 Rules regarding swaps with significant non-periodic payments only apply to notional principal contracts entered 
into on or after April 8, 2021, unless the taxpayer exercises his/her discretion to apply such rules to pre-April 8, 
2021 notional principal contracts. 80



Example 4:  Payment allocable to a US “taxable branch”
Assumed Facts:  FX1 and FX2 are foreign corporations that are bodies 
corporate established in, & tax residents of Country X.  FX1 holds all the 
interests of FX2, and FX1 and FX2 file a consolidated return under Country X 
tax law. FX2 has a U.S. taxable branch (‘‘USB’’). 
YEAR 1:  FX2 pays $50x to FX1 pursuant to an instrument, which is treated 
as “interest” for US tax purposes.  But due to the Country X consolidation 
regime, such payment is disregarded between group members for Country X 
tax purposes.  FX2 also pays $100x of interest to an unrelated bank (not a 
party to a structured arrangement).  FX2’s only other item is $200x of gross 
income. Under Cy X tax law, the $200x is attributable to USB, but not 
included in FX2’s income because Cy X’s territorial tax law exempts income 
attributable to a foreign branch. Under US tax law, the $200x of gross income 
is ECI of USB.  Also, under § 882(c)(1), $75x of interest is, for tax year 1, 
allocable to USB’s ECI. (USB has neither liabilities that are directly allocable 
to it, nor U.S. booked liabilities (defined in § 1.882– 5(d)(2)).

Analysis:  USB is a specified party and thus any interest allowable as a 
deduction in determining its ECI must pass muster under the disallowance 
rules of  § 267A. 
USB is treated as paying $75x of interest, and such interest is thus a 
specified payment. Of that $75x, $25x is treated as paid to FX1, calculated as 
$75x (the interest allocable to USB under § 882(c)(1)) multiplied by 1⁄3 ($50x, 
FX2’s payment to FX1/$150x, total interest paid by FX2).  The $25x of the 
specified payment treated as paid by USB to FX1 is a “disqualified hybrid 
amount” under the “disregarded payment rule” of §1.267A–2(b) and, as a 
result, a deduction for that amount is disallowed under the general rule of 
§ 1.267A–1(b)(1). 

• .
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FY

Example 5:  Payment to a “reverse hybrid”
Assumed Facts:  FX holds all the interests of US1 and FY, and FY 
holds all the interests of FV.  FY is organized in Country Y, and FV is an 
entity organized in Country V.  FY is fiscally transparent for Country Y tax 
purposes but is not fiscally transparent for Country X tax purposes.   FV is 
fiscally transparent for Country X tax purposes.   
DATE 1:  US1 pays $100x to FY, which payment is treated as “interest” for 
both U.S. tax purposes and Country X tax purposes. 

Analysis:  US1 is a specified party and thus a deduction for its $100x 
specified payment is subject to disallowance under § 267A.  The entire 
$100x payment is a “disqualified hybrid amount” under the “reverse hybrid 
rule” and, as a result, a deduction for the payment is disallowed under the 
Gen/Rule of § 1.267A–1(b)(1). 

• US1’s payment is made to a “reverse hybrid” because Country Y sees 
FY as fiscally transparent; but Country X (where FX, FY’s investor is 
located) sees FY as opaque (not fiscally transparent).  

• Thus, when the “interest” payment goes to FY, Country Y assumes that 
FX has jurisdiction to tax it, and Country X assumes that Country Y 
has jurisdiction to tax it.  

• Note that the result would be the same if the payment were instead 
made to FV. 

• .
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FY

Example 5 w/Alternative Facts: 
Inclusion under an Anti-Tax-Deferral Regime 

Alternative Facts:  The facts are the same as in Example 5 
(prior slide), except that, under a Country X anti-deferral 
regime (like a CFC regime), FX takes into account $100x 
attributable to the $100x payment received by FY.  (The $100 
payment is imputed to FX under this regime.) 

Analysis: If under the rules of § 1.267A–3(a) FX 
includes the entire attributed amount in income--that is, 
if FX takes the amount into its income at the full 
marginal rate imposed on ordinary income and the 
amount is not reduced or offset by certain relief 
particular to the amount--then a “no-inclusion” does not 
occur with respect to FX.   According, in such a case, the 
result would be that no portion of US1’s payment would 
be a “disqualified hybrid amount” and US-1 could fully 
deduct the interest payment under § 1.267A–2(d). 

• .
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FY

Example 5 w/Alternative Facts: 
The Portion of Non-Inclusion is not “the result of” hybridity

Alternative Facts:  The facts are the same as in Example 5 
(2 slides back), except that the $100x is viewed as a royalty for 
both U.S. and Country X tax purposes. Assume Country X tax 
law contains a patent box regime that provides an 80% 
deduction with respect to certain royalty income. 

Analysis:  If the royalty payment would qualify for the 
Country X patent-box deduction were FY to be treated as 
fiscally transparent for Country X tax purposes, then only $20x 
of FX’s $100x no-inclusion would be the result of the payment 
being paid to a reverse hybrid, calculated as $100x (the non-
inclusion with respect to FX that actually occurs) less $80x (the 
non-inclusion with respect to FX that would occur if FY were 
to be treated as fiscally transparent for Country X tax 
purposes). See § 1.267A–2(d)(1)(ii) and § 1.267A–3(a)(1)(ii). 
Accordingly, in such a case, only $20x of US1’s payment 
would be a “disqualified hybrid amount” under § 1.267A–2(d).

• .
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Ms. Fuller is a corporate and international tax attorney, with over two decades of experience.  She advises a wide range of clients--
including private and public companies, joint ventures, private equity funds, individuals, C-Suite executives, “Start-Ups,” and 
government entities--on transactional, investment, and supply-chain strategies to achieve optimal tax and business results.   She 
provides sophisticated tax planning services across most industry sectors, including software & emerging digital technologies, 
financial services, real estate development, healthcare, pharmaceutical, construction & engineering, infrastructure, oil & energy, 
retail, and myriad digital services.

Ms. Fuller is also a seasoned taxpayer advocate, with years of experience resolving complex U.S. federal, state, and foreign tax
controversies.  She is skilled at defending taxpayers before the U.S. Internal Revenue Service at the exam, audit, and 
administrative appeals levels.  If going to court is advantageous, Pamela provides effective and skillful tax counsel.
Ms. Fuller is Chair of the American Bar Association (ABA) Tax Section’s Tax Policy Committee, and also Co-Chair of the  
International Tax Committee of the ABA’s International Law Section, with global membership.  She  frequently speaks at law 
conferences, and publishes papers on international tax topics in peer-reviewed law journals.  She serves on several steering 
committees and boards, including TaxLaw 360’s International Tax Advisory Board; the New York State Bar’s “Global Law Week”; 
and the International Fiscal Association’s prospective New York Congress.  Pamela is a founding member of the New York City 
Bar’s “Taskforce on the Independence of Lawyers and Judges” and a Fellow of both the American Bar Foundation and the 
American College of Tax Counsel.  In 2019, Pamela was recognized as one of 100 Influential Women in International Tax Law.

Ms. Fuller began her legal career at the U.S. Tax Court, serving three consecutive 2-year terms as an Attorney Advisor to the U.S. 
Tax Court’s Chief Judge, handling large “tax shelter” cases and transfer pricing disputes, amongst other issues.  Pamela holds an 
LL.M. in Tax Law from New York University School of Law, where she served as Graduate Editor of  NYU’s international law 
review, and completed post-LL.M. studies in international business and comparative securities law; a J.D. from Seattle University; 
and a B.A. from the University of Washington.  She is admitted to practice law in several U.S. state jurisdictions and multiple 
federal courts, including the U.S. Tax Court. 

Prior to becoming an attorney, Ms. Fuller was a business news reporter for a large metro newspaper and a highly regarded NBC 
News affiliate in Seattle (her original hometown) covering business, geopolitical issues and ecological developments, and the
emergence and various impacts of technology companies and innovations.    
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IV. Tax Reporting – IRS Form 8858

 Information Return of U.S. Persons With 
Respect to Foreign Disregarded Entities  
(FDEs) and Foreign Branches (FBs)
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• A U.S. person who is a direct or 
indirect owner of a true FB, QBU, or 
FDE is required to file Form 8858

• A U.S. person who is required to file 
Form 5471 as a Category 4 or 
Category 5 filer with respect to a 
CFC, and the CFC is the owner of 
an FDE or operates an FB, is also 
required to file Form 8858. 

• Similarly, a U.S. person who is a 
member of a controlled foreign 
partnership (CFP), and the CFP is 
the owner of an FDE or operates 
an FB, is required to file Form 8858

• Previously, Form 8858 was 
required only for FDEs. Now, 
certain U.S. persons who operate 
an FB or own an FDE directly, or, in 
certain circumstances, indirectly or 
constructively, are required to file 
the form

Filing requirements
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• Form 8858 is used to satisfy the 
reporting requirements of 
§§6011, 6012, 6031, and 6038, 
and related regulations

• A $10,000 penalty applies for 
each tax year the required 
information is not filed with the 
IRS. 

• The penalty is increased to a 
maximum of $50,000 if 
information is not submitted 
after the IRS has mailed notices 
of the failure.

• For continued failures, the 
foreign tax credit could be 
reduced. See §6038(b)

What happens if Form 8858 is not filed?
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• U.S. persons are (1) citizens of 
the United States or U.S. 
resident aliens; (2) domestic 
partnerships; (3) domestic 
corporations; (4) estates, other 
than foreign estates (within the 
meaning of §7701(a)(31)(A)); or 
(5) domestic trusts. 
§7701(a)(30) 

• An FDE is an entity that is not 
created or organized in the 
United States and that is 
disregarded as an entity 
separate from its owner for U.S. 
income tax purposes under 
Treas. Reg. §301.7701-2 and 
301.7701-3

U.S. persons and FDEs
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• An FB generally exists when an 
integral business operation is 
carried out by a U.S. person or a 
CFC outside the U.S., but no 
separate foreign legal entity has 
been created to hold the business 
operation. Treas. Reg. §1.367(a)-
6T(g)

• A tax owner could be deemed to 
have an FB if there’s evidence for 
any of the following criteria:

− A separate set of books and records
− An office or other fixed place of 

business used by employees or 
officers of the U.S. person to perform 
business activities outside of the 
United States

− Foreign tax returns filed by a U.S. 
company

• An FB includes a QBU as defined 
in Treas. Reg. §1.989(a)-1

FBs, FB qualifying activities and QBUs
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• Form 8858 consists of three main parts:
− an introductory section, 
− seven schedules (Schedules C, C-1, F, G, H, I and J), and 
− a separate Schedule M (see next slide)

• Schedule C. Income statement 
• Schedule C-1. Addresses new regulations, known as branch functional 

currency rules, under §987
• Schedule F. Balance sheet
• Schedule G. informational questions related to international tax 

provisions
• Schedule H. Current year E&P or TI
• Schedule I. Transferred loss amount. New schedule that reflects FB loss 

rules under §91, which was introduced by the TCJA
• Schedule J. Income taxes paid or accrued. New schedule that allows tax 

owners to report income taxes paid in the local jurisdiction by the FDE or 
FB

Components of Form 8858
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• Previously, only FDEs owned 
by a controlled foreign 
corporation were required to 
report related-party transactions 
on Schedule M of Form 8858

• Now, Schedule M must be filed 
with each Form 8858 if the FDE 
or FB entered into any 
transaction with the filer or 
other related entities during the 
annual accounting period of the 
FDE or FB. 

• Amounts disclosed on 
Schedule M must be reported in 
U.S. dollars

Related-party transactions
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V. Closing Remarks & Q&A

Thank you for joining us!  
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