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Topics Discussed Today

 U.S. tax treatment of foreign branches

 Reporting requirements and ensuring 
compliance

 Comparison with foreign subsidiaries

 Foreign tax credits

 267A anti-hybrid rules

 Best practices and planning strategies
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Definition of a 
Foreign Branch
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 “Foreign branch” and “branch” for a long time 
were undefined in the Internal Revenue Code.

 Now, no single definition for all purposes.

 3 somewhat overlapping terms:
 Foreign branch (FB);

 Permanent establishment (PE); and

 Qualified business unit (QBU).

What is a Foreign Branch? 5



 “Branch” is implicated in the I.R.C. § 884 branch profits tax 
and the “check the box” regulations.

 For example, a disregarded entity is “treated in the same 
manner as a sole proprietorship, branch, or division of the 
owner.”  Treas. Reg. § 301.7701-2(a).

 Tax Cuts & Jobs Act added two new provisions that 
reference FBs:

 I.R.C. § 904(d)(1)(B): FB income basket

 I.R.C. § 250(b)(3)(A)(i)(VI): Foreign-derived intangible income 
(FDII) does not include income earned through a FB 
(referencing the definition of a QBU)

What is a Foreign Branch? 
(continued)
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 Best definition in Treas. Reg. § 1.367(a)-6T(g):

 FB = “an integral business operation carried on by a U.S. person 
outside the United States.”

 Based on all facts and circumstances.

 Evidence of a FB includes:

 Separate set of books and records; and

 Office or fixed place of business used by employees/officers of U.S. person 
in carrying out business activities outside U.S.

 If activities constitute a PE under the relevant tax treaty, then also a 
FB under this regulation.

 Any U.S. person may have a FB (individual, corporation, partnership, 
trust, or estate).

What is a Foreign Branch? 
(continued)
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 Similar, but not necessarily identical, to a FB.

 Look to the particular U.S. tax treaty to determine the PE 
definition and exceptions.  For example, US-UK treaty:

 PE = “fixed place of business through which the business of an 
enterprise is wholly or partly carried on.”

 Defined to include a branch as well as other terms such as office, 
factory, workshop, etc.

 PE definition usually has particular carveouts (that is, situations 
that are not PEs), such as a storage facility.

Permanent Establishment 
(PE)
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 Defined in I.R.C. § 989(a) and Treas. Reg. § 1.989(a)-1.

 Originally relevant for currency transactions and gains.

 Now, definition also used for foreign tax credit and § 250 FDII.

 QBU = “any separate and clearly identified unit of a trade or 
business of a taxpayer which maintains separate books and 
records.”

 Two main requirements:

 Need a trade or business.  Treas. Reg. § 1.989(a)-1(c).

 Need a separate set of books.  Treas. Reg. § 1.989(a)-1(d).

 QBU computes income in its functional currency and then 
coverts to USD if using a non-USD functional currency.

Qualified Business Unit 
(QBU)

9



Classification of 
Foreign Branch v. 
Subsidiary
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Refresher on Classification 
and Check the Box Regs
 Treas. Reg. § 301.7701-2, -3, -4 are the “check the box” 

regulations.

 All non-trust entities go through a 3-step process:

 Is the business entity a per se corporation?  § 301.7701-2(b).

 If yes, then taxed as corporation.

 If no, then what is the default rule:

 Domestic entity (§ 301.7701-3(b)(1)):

 1 owner = Disregarded entity (can elect corporation)

 >1 owner = Partnership (can elect corporation)
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Check the Box Regs 
(continued)
 Default rule for foreign entities (§ 301.7701-3(b)(2)):

 1 owner

 Owner has limited liability = corporation (can elect disregarded 
entity)

 Owner does not have limited liability = disregarded entity (can 
elect corporation)

 >1 owner

 All owners have limited liability = corporation (can elect 
partnership)

 At least 1 owner does not have limited liability = partnership (can 
elect corporation)
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Check the Box Election
 Election made on Form 8832.  Filed directly with IRS’s entity 

classification department in Cincinnati or Ogden, UT.
 Foreign entity must have EIN before filing Form 8832.
 Time for election:

 Prospective to start of next tax year.

 Retroactive if made in first 75 days of tax year.

 Rev. Proc. 2009-41: Allows for retroactive election up to 3 years 
and 75 days if certain requirements met.

 If file election, cannot make another election for 60 months. 2 
exceptions to 60-month limit:
 Does not apply to an election at formation; and

 Does not apply if >50% change in ownership between elections 
(need a private letter ruling for this one).
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Effect of Entity Classification

 Classification

 Foreign disregarded entity (FDE) = treated like FB

 Technically, slight differences between FDE and FB.

 Also need to watch out for different foreign treatment (such as 
hybrid entities)

 Foreign partnership = Foreign subsidiary (separate entity)

 Foreign corporation = Foreign subsidiary (separate entity)

 Check the box rules for foreign entities based on local 
(foreign) law and whether owners have limited liability.

 Consider protective filing of Form 8832 to elect default 
status, especially if Form 8832 filed at formation.
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U.S. Taxation of a 
Foreign Branch
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Foreign Branch: 
Income Taxation

 No deferral of income earned by a foreign branch—all items 
of income, loss, deduction, and credit reported directly on 
U.S. owner’s income tax return.

 If FB is a QBU (highly likely), then FB determines income under 
its functional currency and then converts to USD.  § 987.

 Functional currency = Currency of economic environment where 
significant part of QBU’s activities are conducted (but only if 
QBU’s books kept in that currency).  § 985.

 Remittances (transfers of money from FB to US owner):

 Generally not taxable (non-event for US tax purposes)

 If FB has non-USD functional currency, then watch out for I.R.C. §
987 currency gains.

 Section 250 effectively reduces corporate tax rate from 21% to 
13.125% for FDII, but FB income is excluded from FDII.
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Foreign Branch: 
Income Taxation (continued)
 Watch for transfers of FB assets, especially to a CFC:

 I.R.C. § 91 can trigger taxable income when FB 
transfers assets to at least 10%-owned foreign 
corporation and FB had net losses deducted by US 
owner.

 I.R.C. § 367(a): Transfer of FB assets to foreign 
corporation in exchange for foreign corporation stock 
might not qualify for § 351 nonrecognition.

 Must file IRS Form 926 to report transfer of FB assets.

 These rules also triggered if foreign disregarded entity 
checks the box and files Form 8832 to be classified as 
a corporation.
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Foreign Branch Tax 
Compliance: Form 8858
 Who must file?

 US owner directly of FB or FDE (at any time during year);

 US owner indirectly through FDEs or partnerships of a FB 
or FDE; and

 US person required to file Form 5471 or 8865:

 For CFC that owns a FB or FDE; or

 Category 4 or 5 filer of Form 5471.

 One Form 8858 for each FB or FDE.

 Schedule M: Used to report transactions between 
FB/FDE and US owner or entity related to US owner.
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Form 8858 (continued)

 Definition of FB for purposes of Form 8858 = 

 Foreign branch under Treas. Reg. § 1.367(a)-6T(g); or

 QBU that is foreign.

 Penalty for non-compliance (I.R.C. § 6038(b)):

 $10,000 initial penalty for late-filed or unfiled Form 8858;

 Potential for up to $50,000 continuation penalties.

 Penalty is per-form and per-year.
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Comparison of 
FB v. Subsidiary: Tax

Items Discussed 
So Far Foreign Branch Subsidiary

Income Taxes No deferral
Potential deferral 
(but see Subpart F 
and GILTI)

US Tax 
Compliance

Form 8858
Form 5471 (corp) 
or 8865 (p-ship)

Foreign Tax 
Compliance

Potentially trickier
Subsidiary subject 
to local tax and 
receives FTC.

Distributions from 
Foreign to US

Remittance might 
not be taxable

Largely taxable 
(maybe qualified 
dividend)
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Comparison of 
FB v. Subsidiary: Non-Tax

Foreign Branch Subsidiary

Liability
FB that is not a FDE would 
not provide any liability 
protection

Generally, liabilities 
would not cross over

Complexity
Slightly less complex, 
depending on country

Slightly more 
complex

If Plan to Sell 
Foreign Operations

FB may have its own 
books but does not have 
its own US tax return.  FB 
assets would need to be 
transferred as part of 
sale.

Easier.  Buyer could 
acquire subsidiary’s 
stock or assets.  
Separate tax returns.

Activities
Often more limited or 
constrained.

More flexibility to 
expand or make 
decisions without 
parent approval.
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FOREIGN TAX CREDITS
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Sections 901/903 – Creditable Foreign Taxes

► Section 901 provides that only income, war profits, and excess profits taxes
may qualify for the foreign tax credit.
● Cannot be a payment for a specific benefit and predominant character of the tax must be

an income tax.

► Section 903 provides that a tax in lieu of a generally imposed income tax
may be creditable

► On January 4, 2022, the Internal Revenue Service and the U.S. Treasury

Department issued final regulations that provided significant guidance on the

determination of whether a foreign tax is eligible for the U.S. foreign tax credit.

T.D. 9959, 87 Fed. Reg. 276 (Jan. 4, 2022)

► These Regulations apply to foreign taxes paid in tax years beginning on or

after December 28, 2021.
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Impact of Changes to Regulations

► Make it more difficult for a foreign tax to satisfy the definitions 

under Section 901 and 903.
● Could result in increased cases of double taxation

► Increased complexity and compliance issues for taxpayers and 

the IRS

► Increase pressure on income tax treaties and in particular, 

qualification for benefits under the such treaties

► New taxes (e.g., digital service taxes) that are based on location 

of users will not be creditable
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Impact of Tax Treaties

► U.S. residents can rely on the treaty to claim a credit if:
● U.S. residents eligible to claim benefits under the treaty, and

● The treaty treats the foreign tax as an income tax for purposes of the 

relief from double taxation article of the treaty.

► Controlled foreign corporations of the U.S. Shareholder
● If CFC is paying the tax, U.S. income tax treaties would not apply as CFC 

is not a U.S. resident

● Requires the foreign tax to be separately analyzed under Sections 901 

and 903.
▷Can consider third country treaties to determine whether the foreign tax as applied to 

the CFC would make the tax creditable
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Net Income Taxes

► A foreign levy can be creditable if it qualifies as a net income tax

► To be a net income tax must satisfy the net gain requirement

► Net gain requirement is met if the following requirements are met:
● Realization Requirement

▷Realization event under the Code with allowance for certain pre-realization events

(e.g., CFC regimes)

● Gross Receipts Requirement
▷ Tax imposes on basis of actual gross receipts or deemed gross receipts in cases of

pre-realization events

● Cost Recovery Requirement, and
▷Must permit recovery of significant costs and expenses

▷ Interest, royalties, rents, and wages are considered significant costs

● Attribution Requirement
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Section 903 – In Lieu of Taxes

► Foreign levy must be a foreign tax and satisfy the substitution
requirement

► Substitution requirement met if foreign tax satisfies 4
requirements or it is a covered withholding tax
● Requirements

▷ Foreign country has a generally imposed net income tax
▷Nonduplication requirement satisfied
▷Closer connection requirement is satisfied
▷Attribution requirement is satisfied

● Covered withholding tax
▷ Foreign country has a generally imposed net income tax
▷ Tax is imposed on gross income of nonresidents
▷Nonduplication requirement satisfied
▷Source based attribution requirement is satisfied
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Attribution Requirement

► For taxes imposed on non-residents
● Activities based nexus

▷No destination based
▷Based on ECI or PE based concepts
▷Cannot attribute activities or income of affiliate or non-agent third party

● Source based nexus
▷ Foreign country sourcing rules must be similar to U.S. sourcing rules

o Services sourced based on place where service performed, not location of payor
o Royalties source based on place or use or right to use

▷ Foreign law characterization of income applies to characterize transaction
o Exception for sale of copyrighted articles

▷Does not apply to sales or dispositions of property

● Situs based nexus
▷Applies with respect to location of real property or business property
▷Sale/disposition of stock satisfies this requirement only under a FIRPTA style regime
▷Applies concepts similar to Section 864(c)
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Attribution Requirement (cont’d)

► Resident taxpayers
● Must be tax imposed on a resident

● Must incorporate arm’s length transfer pricing principles

● Cannot rely on destination based criterion as a significant factor in

determining taxation
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Potentially Impacted Taxes

► Digital services taxes (e.g., Australian MAAL, UK DPT)

► Withholding and other taxes on services performed outside the 

country imposing the taxes or royalties not based on sourcing 

rules similar to the U.S. rules

► Nonresident capital gain taxes imposed on stock sales

► Taxes imposed by countries that do not follow the arm’s length 

principle
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Credit versus Deduction

► Prior regulations allowed taxpayer to choose to deduct or credit 

foreign income taxes at any time before expiration of the 10-year 

statue of limitation under Section 6511(d)(3)(A)

► New regulations provide
● Taxpayers can elect to credit foreign income taxes at any time before 

expiration of the 10 year period of Section 6511(d)(3)(A), or

● Deduct foreign income taxes any time before the expiration of the general 

3 year period of Section 6511(a)

► Taxpayers will have to determine if better to deduct foreign taxes 

initially since have 10 years to change to a credit
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Allocation/Apportionment of Foreign Income 

Taxes – Treas. Reg. 1.861-20

► Foreign income tax allocated and apportioned to statutory and

residual groups under a three-step process

► Step 1 – Assign items of foreign gross income to statutory and

residual grouping

► Step 2 – Allocate and apportion the deductions that are allowed

under foreign law to the foreign gross income in the statutory and

residual groupings, and

► Step 3 – Allocate and apportion the foreign income tax by

reference to the foreign taxable income in the statutory and

residual grouping



12

Disregarded Payment Rules

► Final rules generally follow the proposed regulation on allocating and 
apportioning foreign income tax imposed with respect to disregarded 
payments

► Disregarded payment rule are effective retroactively to tax years beginning 
after December 31, 2019 and that end on or after November 2, 2020.
● For calendar year taxpayers, these rules are effective starting for the 2020 tax year

► These rules assign to a statutory or residual group a foreign gross income 
item that a taxpayer includes by reason of a receipt of a disregarded 
payment

► Specific rules provided for the following disregarded payments
● Reattribution payments (generally disregarded payments that are deductible under 

foreign law)
● Remittances (generally means a disregarded distribution)
● Contributions (excess of a disregarded payment made by a taxable unit to another 

taxable unit it owns over the portion of the disregarded payment characterized as a 
reattribution payment)

● Disregarded sales or exchanges of property
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Improper Accruals Treas. Reg. 1.905-1(d)(5)

► Timing for accruing a foreign income tax is a method of 

accounting

► Requires taxpayers to file Form 3115 to obtain IRS permission to 

change from an improper method to a proper method of accrual

► Modified cut off approach for adjusting foreign taxes

► Improper method includes a method under which a foreign 

income tax is accrued in a tax year other than the year that the all 

events test is satisfied
● Does not include corrections to estimated accruals or errors





Anti-Hybrid Rules (267A and ATAD 2)
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Section 267A Anti-Hybrid Rules

► Background
● Hybrid arrangements have a negative impact on efficiency, transparency,

competition, and fairness

● These rules are consistent with BEPS and Action 2 approaches

► Section 267A targets deduction/non-inclusion transactions that

result from hybridity and imported mismatches
● Does not target double deduction structures

● U.S. parented multinational groups generally exempt from these rules

► Generally focused on related party interest and royalty payments
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Overview of the Regulations

► General Rule – A “specified party’s” deduction for any interest or
royalty paid/accrued (i.e., “specified payment”) is disallowed if it
constitutes a:

► Disqualified hybrid amount
● This includes hybrid transactions, disregarded payments, deemed branch

payments, reverse hybrids, and branch mismatch payments

► Imported mismatch amount
● Income is directly or indirectly offset by a hybrid deduction incurred by a tax

resident or taxable branch
● Payer of the imported mismatch is related to the payee

► Tax avoidance Specified Payment
● Payment not included in income of the tax resident or taxable branch, and

▷ Principal purposes of the structure/arrangement is to avoid application of Section 267A.

● This applies without regard to de minimis rules
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Highlights of the 267A Regulations

► U.S. outbound structures generally unaffected

► Interest free loan and notional interest deduction structures are

captured

► Pure territorial systems and no-tax regimes are exempted

► General anti-avoidance rule

► Subnational taxes are relevant for purposes of applying the rules

(e.g., German trade tax)

► 267A applies before section 163(j) and capitalization/cost

recovery provision



18

EU ATAD 2

► In general, applies to financial years commencing on or after 

January 1, 2020

► Based on BEPS Action 2
● Non-EU jurisdictions have adopted similar rules

► ATAD 2 can create traps for the  unwary for entities that are 

checked as disregarded for U.S. tax purposes

► Scope
● Covers hybrid mismatches between “associated enterprises” and 

“structure arrangements”

● Applies to all taxpayers that subject to corporate tax in one or more 

member states, including PE of third country resident entities in one or 

more member states
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EU ATAD 2 (cont’d)

► Mismatches covered
● Hybrid entity mismatches
● Financial instrument mismatches
● Imported mismatches
● PE Mismatches
● Reverse hybrid mismatches
● Tax residency mismatches

► Mismatch outcomes
● Double deduction outcome (deduction of same payment in more than one 

jurisdiction)
▷Possible exception for dual inclusion income

● Deduction without income inclusion (deduction in payor jurisdiction 
without corresponding inclusion for tax purposes payee jurisdiction
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EU ATAD 2 (cont’d)

► Example of transactions not generally covered by ATAD 2
● Absence of corresponding transfer pricing corrections (e.g., interest free

loans)

● Territorial systems

● Absence of profit tax

● Notional interest deductions
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Sub

Example - Foreign Disregarded - Sales and Production 

► Overview
▷ Sub produces and sells for its own account to regional market
▷ Sub is disregarded for USFIT purposes 
▷ Sub’s profit of 30 is subject to tax in EU and subject to US tax with a FTC
▷ No loss at US level – so no DCL

► Impact ATAD 2
▷ Double deduction for Costs to 3rd Party Supplier
▷ Dual inclusion relief: Is there sufficient dual inclusion income?

US Co

3rd Party 

Supplier

Costs

100

Customers

Income

130
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Sub

Example - Foreign Disregarded Contract Manufacturer 
► Overview

▷ Sub performs contract manufacturing 
activities for 
US Co for cost plus remuneration

▷ Sub is disregarded for USFIT purposes 
▷ Cost plus income of Sub disregarded for 

US tax purposes

► Impact ATAD 2

▷ Double deduction for Costs to 3rd Party 
Supplier

▷ Dual inclusion relief: Does cost plus 
income result in dual inclusion income?

▷ Sub has only $100 of cost for USFIT 
purposes – so there is a DCL and the 
mirror rule needs to be considered

US Co

5% Cost plus 

105

3rd Party 

Supplier
Costs

100

Customers
Income

200



Best Practices and Planning Strategies
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Best Practice and Planning Strategies

► Branch versus Subsidiary
● Model tax consequences to determine which structure is more tax 

efficient

● Consider foreign anti-hybrid rules
▷Review structures to ensure no issues with such rules and no reporting requirement

► Foreign Tax Credits
● Review 2020 Federal income tax return to determine if need to amend for 

retroactive foreign tax credit regulations impacting disregarded 

transactions

● Analyze current foreign tax payments to determine if foreign taxes are 

creditable under new regulations
▷Potential restructuring of transaction or structure to ensure foreign taxes are 

creditable
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