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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.

Agenda
I.

Introduction and Overview of Basic US Tax Stakes for Foreign Entity Selection
•
•

II.

History and Overview of the U.S. Entity Classification Regulations (i.e., the “Check the Box Regulations)
Overview of how 2017 U.S. Tax Act fundamentally changed how income of a foreign subsidiary is taxed to its
US parent

Summary of the quasi-territorial regime
•
•

III.

New “participation exemption” of § 245A; Transition Tax of § 965
Impact of § 962 election for an individual to pay tax as a corporation

Expansion of the Subpart F regime
•
•

IV.

Amendments to Subpart F that expand its purview (U.S. Sh; Repeal of § 958(b)(4) ‘s limit on downward
attribution )
GILTI as a concept in the context of the Subpart F and quasi-territorial regimes

Post-Tax Reform Entity Selection Considerations
•

U.S. C-Corporations considerations

•

§ 951A GILTI considerations (“Global Intangible Low Taxed Income” or GILTI)

•
•
•

Individual considerations
U.S. Partnership/Flow-though entity considerations
Comparison of effective tax rates (ETRs) achieved using corporate foreign entity v. a flow-though
•

Tax treaty and non-treaty jurisdictions
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Agenda (continued)
V.

Tax Consequences when foreign entity is converted
•
•

VI.

Corporation to flow-through entity
Flow-through entity that is incorporated as a foreign corporation

Current Restrictions on Hybrid Arrangements after US Tax Act & Other Countries'
Implementation of BEPS Action 2
•
•
•
•
•

Overview of Hybrid Entities and Hybrid Instruments (past use)
New IRC § 267A – US anti-hybrid provision; (but it doesn’t cover payments to unrelated parties)
New 245A(e) – Disallowance of hybrid dividends
OECD’s BEPS Action 2: Neutralising the Effects of Hybrid Mismatch Arrangements”
European Union’s Anti-Tax Avoidance Directive II

VII. Partnership Dispositions by foreign partners –
•

New § § 864(c)8) and 1446(f)

VIII. Availability of late and retroactive elections

IX.

Tax Strategies
•
•
•
•

X.

Planning into Subpart F (to avoid GILTI)
Check and Sell Transactions (changed stakes)
Check-the-box to flow-through status to combine QBAI (reducing GILTI exposures)
Consider using foreign entity selection to avoid foreign “base erosion payments” to a “related
foreign person” for § 59A BEAT purposes

Key Take-Aways
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Overview of Tax Stakes in Business Entity Selection
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.”

US
Individual

US P/S
(or LLC)

S-Corp (and

US C-Corp

other types of
US biz entities)

U.S.

Foreign
Jurisdiction

Dividend

Non-US
persons own
> 50%

Other partners
US or foreign

Disregarded
Entity
Unincorporated
Branch
(“PE” status?)

Controlled
Foreign Corp

(CFC)

Un-Controlled
Foreign Corp

Foreign
P/S
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TCJA Drastically Changes How
Foreign Subsidiary Income of US Corporations is taxed
BEFORE 2017 US Tax Act
• General Rule:

US C-Corp

U.S.

Dividend

Foreign
Jurisdiction

• Policy Rationale:

Foreign
Corp
Foreign-source
income

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.)
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).
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TCJA Drastically Changes How Foreign Sub Income is Taxed:
No More Deferral—Sub’s E&P is either taxed currently or exempted
AFTER 2017 US Tax Act

US C-Corp

• 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 foreignsource 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:

U.S.

• 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

Dividend

•EXEMPT from U.S. corporate taxation (forever).

Foreign
Jurisdiction

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:

Foreign
Corp
Foreign-source
income

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
10
former 35% ).

Key Considerations (other than foreign entity selection):
Comparing U.S. international tax regimes’ statutory tax rates
and limits on foreign tax credit utilization
Offshore
§245A
DRD

§951(a)
Subpart F

§951A
GILTI

Onshore
Foreign
branch

§956
Invest US
property

§250
FDII

Non-FDII

Effective
rates (%)

0

21

10.5

21

21

13.125

21

Foreign tax
credits (%)

None

100%

80%

100%

100%

100%

100%

FTC
Carryforward

None

10-yrs

None

10-yrs

10-yrs

10-yrs

10-yrs

Creates
exempt
income/
partially
exempt
asset

GL or
passive

Separate
Basket

Separate
Basket

Converts
Exempt
Income

Most
Most income
income U.S. U.S. source –
source – no no FTCs
FTCs

Other

For corps,
PTI
generally
means little
245A

Multiple
year FTCs?

Avoid/
get in FDII
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Introduction:

US Entity Classification Regulations

• In late 1996, IRS and U.S. Treasury issued final so-called “Check-the-Box
Regulations” under Treas. Reg. § 301.7701.
• Final Regs allowed any “eligible entity” (as defined) to ELECT its federal
income tax classification—i.e., as either a “corporation” or “partnership”
• Stated policy reasons for elective entity classification system:
– Simplification of pre-1997 classification system, which required taxpayers or their
advisors to examine the entity’s organizational documents and the law in which the
entity was organized, and to continually monitor the entity and the law for changes so as
to avoid inadvertent classifications.
– Fairness. Pre-1997 classification system heavily favored well-advised taxpayers who had
the resources to pay for sound tax advice. (This policy argument may not be as true in
the international context because wealthier taxpayers are the ones that usually have
cross-border issues.)
– Efficiency. New classification system seen as reducing transaction costs.
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Introduction:
Entity’s classification is critical for both legal and tax reasons

• “Corporation” (Subch. C)
– Shareholders are not liable on entity’s debts --instead insulated.
– Income is taxed at corporate level (§11) and again at the shareholder level
(§301(a)(1), (3)) when that income is distributed as a § 316 dividend.
(Exception: S-Corps, which are not taxed at entity level and which require
a separate “S election”)

• “Partnership”
– Partners (at least the GP) are personally liable (Exception: limited liability
partnerships (LLPs) which emerged in US States in 1990s, along with LLCs)
– Income is not taxed at entity level. Instead, income, profits, and losses are
treated as “flowing thru” to the partners who are taxable on that income,
whether or not it is actually distributed. (However, income & tax
attributes are often computed & characterized at entity level.)
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Pre-1997 Entity Classification Rules
•

From 1960 until final adoption of CTB Regs, an entity’s classification as either a “corporation”
or “partnership” was determined by the multi-factor “Kintner Regs” (named in response to a
9th Circuit Court decision, U.S. v. Kintner, 216 F.2d 418 (9th Cir. 1954).

•

Pre-CTB “Kintner Regs” enumerated 6 attributes of a corporate venture:

1.
2.
3.
4.
5.
6.
•

•
•

Presence of associates **
Objective to carry on business **
Continuity of Life
Centralized management of the business
Limited liability of the owners of the entity
Free transferability of interests. *

Factors No. 1 and No. 2 were generally ignored because they are not helpful since they are
common to both corporations and partnerships.
An entity possessing 3 or more of remaining factors--i.e., No. 4 through No. 6--was a
“corporation” for U.S. tax purposes
Entity possessing 2 or fewer of remaining factors was a “partnership” for U.S. tax purposes

*

See Treas. Reg. § 301.7701-2 (prior to 1996 amendment).
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Policy Problems motivated
final 1997 adoption of the CTB Regs
•

Although the former multi-factor, Kintner test seemed theoretically simple, they
were in practice:
– Complex and expensive to apply (and to continually monitor for changed
circumstances and amended law)
– Uncertain (often requiring an investigation into foreign company law)

– Vulnerable to Manipulation (optionality was already built in!)
– Unfair (Wealthier taxpayers had more opportunity to pay advisors to
manipulate the factors)
– Distortive of economic reality. (Transaction structures and locations, as well
as organizing documents were designed to meet desired tax classification—
rather than economic needs of the business). *

*

See Staff of Joint Committee on Taxation, “Review of Selected Entity Classification and Partnership Tax Issues, “
JCS-6-97, 1 (Apr. 8, 1997) (hereinafter “JCT Study”).
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New LLC and LLP entity statutes
rendered multi-factor test obsolete
•

In early 1990s, the multi-factor entity classification test was further complicated by
new U.S. State laws that allowed for the creation of “limited liability companies”
(LLCs) and “limited liability partnerships” (LLPs).

•

All 50 U.S. states eventually adopted LLC statutes, which typically provided for
both limited liability and centralized management—but not continuity of life or
free transferability of interests.

•

Thus, failing 2 of the last 4 Kintner factors, taxpayers could organize an LLC that
would insulate LLC members from personal liability, yet be taxed as a partnership
(with only one layer of tax).

•

Eureka! LLC statutes gave even unsophisticated taxpayers the opportunity to
essentially elect the federal tax classification of their companies: Organize the
company under the state’s “incorporation” law and be taxed as a C-Corp OR
organized as an “LLC” and be taxed as a partnership.

•

Some states adopted similar laws for LLPs (limited liability partnerships), PLLCs
(professional limited liability companies), etc. (Extent of liability & other
characteristics differs from state to state).
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IRS Notice 95-14
• Acknowledging that LLCs had diminished the traditional distinctions
between corporations and partnerships, IRS announced it was considering
a move to an explicitly ELECTIVE system for categorizing entities.
• According to IRS, old system was costly to both taxpayers and the IRS, and
had become essentially elective anyway.
• Longstanding debate raged over whether forthcoming elective system—
the Check-the-Box Regs—should apply to foreign corporations in the
international context.
• Final CTB Regs apply to both domestic and foreign business entities.
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Key Definitions for CTB Regs
• Domestic:

a corporation or partnership created or organized in U.S. or under U.S. law or
any U.S. State, unless in case of P/Ss, a Treas. Reg. provides otherwise. IRC §7701(a)(4).

• Foreign: Respecting a corporation or partnership-one that is not “domestic.” §7701(a)(5).
• Business Entity: Any entity that is not a “trust” as defined in Reg. § 301.7701-4. See
Reg. § 301.7701-2(a).

• Eligible Entity:

Any entity that meets 3 conjunctive requirements:
1. Entity must exist separately from owners,
2. Must be a “business entity” (i.e., not a trust), AND
3. Must not be a “deemed corporation” as defined.

• Deemed Corporation:

Reg. § 301-7701-2(b) provides that certain entities are

automatically treated as “corporations” and not allowed to elect their tax classification.
These so-called “per se corporations” include (1) entities formed under explicit U.S.
state corporate statutes (not including the LLC statutes), and (2) certain foreign entities,
as shown in the comprehensive list at Reg. § 301-7701-2(b). (There’s about 100…)

• Per Se Corporation: Slang tax term referring to any foreign entity included in the
“per se corporation” in Reg. § 301.7701-2(b)(8).
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Key Definitions for CTB Regs (cont’d)
• 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). If that underlying statute/law allows the
entity to specify in its organizational documents whether the member has personal liability,
such documents may 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 the U.S. views as a corporation, and the other country views
as a flow-through partnership or branch.

• Domestic Reverse Hybrid:

a reverse hybrid, organized in the United States.

19

CTB - General Operating Rules
Reg. § 301.7701-2 and -3
• General 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”).

•

Important 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 un-electing eligible domestic entities default to tax transparency)

•

Default Rules for Un-electing Foreign “Eligible Entities”:
– 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.
20

When does classification of a foreign eligible entity
(FEE) “become relevant”? Why important?
•

•

Foreign eligible entities (FEEs): Unlike U.S. entities, foreign entities are subject to
special rules as to when they must elect their classification for U.S. tax purposes.
– FEEs formed on or after Oct. 22, 2003 have a classification only when it
becomes relevant.
– FEEs formed before Oct. 22, 2003 have a classification even if not relevant.
Classification of an FEE is relevant when it affects the liability of any person for
U.S. federal tax or information purposes.
– Example: FEE’s classification would be relevant if US-source income is paid to
the entity, and the amount to be withheld by the withholding agent would
vary depending upon whether the entity is classified as a partnership or a
corporation.
– Example: FEE’s classification also becomes relevant on date some duty arises
that will be affected by such classification. For e.g., when a U.S. person
acquires an interest in the FEE necessitating the filing of Form 5471 (an
Information Return of US Persons w/Respect to Foreign Corporations).
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“Relevance of a foreign entity”
Why is this determination important??
•

A foreign eligible entity is also deemed to be relevant on the effective date of its
entity classification election.

•

An entity whose initial classification is determined by default generally retains that
classification until the entity makes an election to change its classification. A
change in the classification of an entity can result in tax consequences to the
entity and/or its shareholders. For example, a change in the classification of an
entity classified as a corporation constitutes a deemed liquidation for U.S. tax
purposes and may result in a stepped-up tax basis.

•

An initial CTB election for an entity that has never been previously relevant,
however, does not result in a recognition event for U.S. tax purposes and therefore
no basis step-up or step-down occurs!

•

Consequently, the relevance of the foreign entity is critical in determining
whether the entity classification election is treated as an “initial classification” or a
“change in classification”—the latter being treated as a recognition event.
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Checklist of Key IRS Forms for Operating through
a Foreign Branch (not necessarily incorporated)
• IRS Form 8832:

Entity Classification Election

• IRS Form 8858:

Information Return of U.S. Persons with
respect to Foreign Disregarded Entities

• Schedule N to Form 1120:

Foreign Operations of a U.S.
Corporation
• Country-by-Country Reporting Template
• IRS Form 5471:
• IRS Form 5472:

Information Return of U.S. Persons With
Respect To Certain Foreign Corporations
Information Return of a 25% Foreign-Owned
U.S. Corporation or a Foreign Corporation
Engaged in a U.S. Trade or Business
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Post-tax reform entity selection
considerations

Impact of Choice of Entity
Corporate participation exemption (DRD)
100% deduction for dividends received from 10%-owned foreign
corporation
• Deduction is available only to a domestic "C" corporation
• other than Regulated Investment Companies (RICs) or Real Estate Investment
Trusts (REITs),
• that is a US shareholder of the foreign corporation, and
• that has met a one-year holding period requirement.

• The dividend exemption applies only to foreign-source dividends and
does not apply to "hybrid" dividends that are deductible by the foreign
corporation paying the dividend.
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Impact of Choice of Entity
Transition tax (deemed repatriation)
The price of the participation exemption: deemed repatriation
• The provision applies to all US shareholders in a "specified foreign
corporation" - a CFC, or a foreign corporation with a US shareholder that
is a US corporation.
• The deemed repatriation tax rates are generally 8% for illiquid assets and
15.5% for liquid assets - for US corporations (higher for individuals)
• Taxpayers subject to the deemed repatriation provision may elect to pay
the tax in installments over eight years. The installment payments are
back-loaded (8% of the tax in the first five years, 15% in year six, 20% in
year seven and 25% in year eight).
• §962 election may be beneficial to individual US shareholders, but
comes at a price.
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Outbound holding structure
Individual US shareholder
• Certain significant benefits of the post-TCJA international tax system are
available only to US corporations, not to individuals.
• E.g., §250 deductions for GILTI and FDII, §245A participation exemption

• An individual US shareholder can be taxed with respect to the income
inclusion under §951 as if they were a US corporation (i.e., at the
corporate rate -- now 21%). §962(a).
• To replicate the effect of investing through a US corporation, a later
actual distribution by the CFC may be taxed again.
• For purposes of calculating taxable income for such an individual, "such
sum shall not be reduced by any deduction of the United States
shareholder even if such shareholder's deductions exceed his gross
income." §1.962-1(b)(1)(i).
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Post-tax reform entity selection
considerations
The stakes—the impact of the choice of entity
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Impact of Choice of Entity
Constructive ownership
• Constructive ownership under §958(b) -- generally applying the rules of
§318 based on relationships of family or ownership
• §958(b)(4) previously prevented "downward attribution" from a foreign
owner to a US entity.
• Repealed, effective beginning with the last taxable year beginning before
January 1, 2018.

• Repeal is relevant with respect to Subpart F income, GILTI, but also
transition tax, §245A disallowance, etc.
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Impact of Choice of Entity
Constructive ownership - examples
A

B
US
owner

Foreign
owners

25%

75%

US
child

Foreign
parent
75%

25%

100%

Foreign
Parent

Foreign
Co.

US Co.
75%

US Sub

Foreign
Sub

Foreign
Co.
(CFC)

Foreign
Sub
(CFC)
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Impact of Choice of Entity
Constructive ownership - possible limitations
• Senate Finance Cmte did not intend that the change would
cause a foreign corporation to be treated as a controlled foreign corporation
with respect to a US shareholder as a result of attribution of ownership under
§318(a)(3) to a US person that is not a related person (within the meaning of
§954(d)(3)) to such U.S. shareholder.

• Notice 2018-26: limits downward attribution to a partnership to those
cases where the partner has at least a 5% interest.
• But the limitation applies only for purposes of §965.

• Regulatory authority exists in §245A(g), §965(o), but not in all other
relevant sections.
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Impact of Choice of Entity
Subpart F income - same rules, but different
• A United States shareholder includes 10% of vote or 10% of value
• Owned directly, indirectly, or constructively (under newly expanded rules)

• If more than 50% of vote or value of a foreign corporation is owned by
US shareholders, then it will be treated as a CFC

• A US shareholder must include in income its pro rata share of the CFC's
Subpart F income of the taxable year
• Pro rata share based on direct or indirect ownership on the last day during the
taxable year on which the corporation is a CFC
• If a CFC for only part of the taxable year, then Subpart F inclusions are
prorated accordingly

• Broadly speaking, Subpart F income is passive income -- interest,
dividends, royalties.
• Excludes US-source effectively-connected income
32

Impact of Choice of Entity
Global intangible low-taxed income (GILTI) tax
§951A - new minimum tax on any US shareholder in a CFC
• GILTI: the excess of the US shareholder’s net CFC tested income over
its net deemed tangible income return.
• Aggregated across CFCs.

• Net deemed tangible income return: the aggregate of the excess of 10%
of each CFC's qualified business asset investment (QBAI) (generally,
adjusted basis in trade or business property) over excess interest.
• A domestic corporation is generally permitted to take a foreign tax credit
for 80% of the foreign income taxes paid by the CFC.
• But if the taxpayer has excess foreign GILTI tax credits for a given year, they do
not carry forward.

• Rule of thumb: if CFCs pay an average tax rate of 13.125% (increasing
to 16.406% for 2026), then no additional tax on GILTI.
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Impact of Choice of Entity
Foreign-derived intangible income (FDII)
• Beneficial US tax rate for income derived from foreign use of property or
services by foreign persons unrelated to the taxpayer
• Sales, leases, and licenses of property for use outside the US
• Services provided to persons, or with respect to property, located outside the
US

• Payments from related persons are treated as foreign-derived only within
certain limits

• Intended to effect a tax rate of 13.125% on such payments (increasing to
16.406% beginning January 1, 2026)

• Available only to US corporations
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Impact of Choice of Entity
Deductions to reduce corporate taxable income
• GILTI reduction, and FDII benefit, operate by way of corporate deduction.
• §962 regulations don't allow §962 taxpayer to apply corporate deduction
• §962 taxes the "amount included in gross income under §951(a)"; in respect
of the GILTI inclusion the gross income amount is determined before
application of the §250 deduction

• Deduction is in §250, with other corporate deductions generally
• But the clear intent of the deductions is to establish a particular rate, rather than
to subsidize taxpayers' expenditures like typical deductions.
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Post-Tax Reform Entity Selection
Considerations

U.S. C Corporation Considerations
U.S. Tax Considerations:
•
•
U.S. Parent
(C Corporation)

U.S. Parent
(C Corporation)

Controlled
Foreign
Corporation

Foreign
Foreign
JV
Disregarded
(TBD)
Entity

•

Corporate tax rate reduced to 21% for tax years beginning after December
31, 2017 (IRC 11(b))
U.S. corporation generally may deduct the amount of “foreign-source
portion” of any dividend from a foreign corporation in which it owns a 10%
interest for tax years beginning after December 31, 2017 (IRC 245(A))
• The deduction is only available to U.S. C Corporations
• Taxpayer needs to determine whether or not each foreign
corporation meets the “specified 10-percent owned foreign
corporation criteria”
• Dividends received from PFICs are not eligible for this
deduction (IRC 245A(b)(2))
• No foreign tax credit or deduction will be allowed for any foreign
taxes, including withholding taxes paid (IRC 245A(e)(3))
• Foreign corporations that previously made an entity classification
election to be treated as foreign disregarded entities are not
impacted by this provision
Foreign disregarded entity income taxed currently
• Income or loss taxed currently in U.S. as it is earned
• Allows for foreign tax credit (FTC) for foreign corporate level taxes
Requires calculation of foreign currency translation each year - “Sec
987” calculation

Other Considerations:
•
•

Local jurisdiction corporate income tax rate
Local jurisdiction withholding rate
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U.S. C Corporation Considerations - Global Tax Rate Comparison

CFC
Low Tax
Jurisdiction
Income

$

100,000

DRE
Low Tax
Jurisdiction
$

$

100,000

DRE
High Tax
Jurisdiction
$

100,000
34.5%

34.5%

10%

10%

Local Country Tax Rate

100,000

CFC
High Tax
Jurisdiction

Local Country Tax

$

10,000

$

10,000

$

34,500

$

34,500

Distributable Cash

$

90,000

$

90,000

$

65,500

$

65,500

Dividend Withholding Tax*

$

4,500

$

4,500

$

3,275

$

3,275

$

100,000

$

100,000

U.S. Taxable Income**

21%

21%

21%

21%

U.S. Tax Rate
Preliminary U.S. Tax

$

21,000

$

21,000

Foreign Tax Credit
Net U.S. Tax Due

$
$

14,500
6,500

$
$

21,000
-

Total Corporate Taxes
Corporate Global Tax Rate

$

14,500
14.5%

$

21,000
21.0%

$

37,775
37.8%

$

37,775
37.8%

U.S. Shareholder Dividend***
U.S. Dividend Tax****
U.S. Shareholder Tax

$

85,500
23.8%
20,349

$

79,000
23.8%
18,802

$

62,225
23.8%
14,810

$

62,225
23.8%
14,810

Total Tax
Total Global Tax Rate

$

34,849
34.8%

$

39,802
39.8%

$

52,585
52.6%

$

$

$

$

$

52,585
52.6%

*Assumed 5% rate applies
**Assumed the entire dividend is eligible for deduction from U.S. Taxable Income
***Received upon corporate distribution
****Tax rate consists of 20% (qualified dividend rate) plus 3.8% net investment income tax
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U.S. Partnership/Flow Through Considerations
U.S. Tax Considerations:
•
•
U.S.
Individual

U.S.
Individual

U.S. Parent
(Partnership)

U.S. Parent
(Partnership)

Controlled
Foreign
Corporation

Foreign
Controlled
Foreign
Disregarded
Corporation
Entity

•
•

•

U.S. partnerships are not subject to tax. Tax is imposed at the partner level
(IRC 701)
Individuals are subject to tax of up to 37% beginning after December 31,
2017 (IRC 1(i))
U.S. partnerships/individual partners are not allowed a deduction for
“foreign-source portion” of any dividend under IRC 245(A)
In general, if foreign corporate status is maintained, foreign income is not
currently taxed in the U.S.
• Tax deferral benefit is available provided cash stays offshore
• Notable exceptions to the rule
• Loans to U.S. shareholders
• Use of foreign corporation’s assets or stock as security for
loans in U.S.
• Global Intangible Low Taxed Income (GILTI)
• “Subpart F” income
• Created by intercompany transactions and certain types
of passive income
Foreign disregarded entities taxed currently
• Income or loss taxed currently in U.S. as it is earned
• Allows for foreign tax credit (FTC) for foreign corporate level taxes to
individuals
• Requires calculation of foreign currency translation each year - “Sec
987” calculation

Other Considerations:
•
•

Local jurisdiction corporate income tax rate
Local jurisdiction withholding rate

Analysis is similar if U.S. Partnership were an SCorporation
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U.S. Partnership/Flow Through Considerations - Global Tax Rate Comparison
Non Treaty Jurisdiction

CFC
Low Tax
Jurisdiction
Income

$ 100,000

Local Country Tax Rate

DRE
Low Tax
Jurisdiction
$

10%

100,000

CFC
High Tax
Jurisdiction
$

10%

100,000

DRE
High Tax
Jurisdiction
$

34.5%

100,000
34.5%

Local Country Tax

$

10,000

$

10,000

$

34,500

$

34,500

Distributable Cash

$

90,000

$

90,000

$

65,500

$

65,500

Dividend Withholding Tax*

$

4,500

$

4,500

$

3,275

$

3,275

U.S. Taxable Income

$

90,000

$

100,000

$

65,500

$

100,000

U.S. Tax Rate**

40.8%

37.0%

40.8%

37.0%

Preliminary U.S. Tax

$

36,720

$

37,000

$

26,724

$

37,000

Foreign Tax Credit
Net U.S. Tax Due

$
$

4,500
32,220

$
$

14,500
22,500

$
$

3,275
23,449

$
$

37,000
-

Total Taxes

$

46,720

$

37,000

$

61,224

$

37,775

Global Tax Rate

46.7%

37.0%

61.2%

37.8%

*Assumed 5% rate applies
**Tax rate consists of 37% (maximum individual threshold) plus 3.8% net investment income tax. Assumes pass-through deduction does not apply to foreign earnings.
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U.S. Partnership/Flow Through Considerations - Global Tax Rate Comparison
Treaty Jurisdiction

CFC
Low Tax
Jurisdiction
Income

$ 100,000

Local Country Tax Rate

DRE
Low Tax
Jurisdiction
$

10%

100,000

CFC
High Tax
Jurisdiction
$

10%

DRE
High Tax
Jurisdiction

100,000

$

34.5%

100,000
34.5%

Local Country Tax

$

10,000

$

10,000

$

34,500

$

34,500

Distributable Cash

$

90,000

$

90,000

$

65,500

$

65,500

Dividend Withholding Tax*

$

4,500

$

4,500

$

3,275

$

3,275

U.S. Taxable Income

$

90,000

$

100,000

$

65,500

$

100,000

U.S. Tax Rate**

23.8% **

37.0% ***

37.0% ***

23.8% **

Preliminary U.S. Tax

$

21,420

$

37,000

$

15,589

$

37,000

Foreign Tax Credit
Net U.S. Tax Due

$
$

4,500
16,920

$
$

14,500
22,500

$
$

3,275
12,314

$
$

37,000
-

Total Taxes

$

31,420

$

37,000

$

50,089

$

37,775

Global Tax Rate

31.4%

37.0%

50.1%

37.8%

*Assumed 5% rate applies
**Tax rate consists of 20% (qualified dividend rate) plus 3.8% net investment income tax
***Tax rate consists of 37% (maximum individual threshold). Assumes pass-through deduction does not apply to foreign earnings.
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U.S. Shareholder Holding Company Considerations
U.S. Tax Considerations:
•
•
U.S.
Individual

U.S. Holdco
(C Corporation)

Corporate tax rate reduced to 21% for tax years beginning after December
31, 2017 (IRC 11(b))
U.S. corporation generally may deduct the amount of “foreign-source
portion” of any dividend from a foreign corporation in which it owns a 10%
interest for tax years beginning after December 31, 2017 (IRC 245(A))
• The deduction is only available to U.S. C Corporations
• Taxpayer needs to determine whether or not each foreign
corporation meets the “specified 10-percent owned foreign
corporation criteria”
• Dividends received from PFICs are not eligible for this
deduction (IRC 245A(b)(2))
• No foreign tax credit or deduction will be allowed for any foreign
taxes, including withholding taxes paid (IRC 245A(e)(3))
• Foreign corporations that previously made an entity classification
election to be treated as foreign disregarded entities are not
impacted by this provision

Other Considerations:
Controlled
Foreign
Corporation

•

•
•

Dividends from a qualified foreign corporations are eligible for capital gain
tax rates (IRC 1(h)(11)). Qualified foreign corporations are defined as
foreign corporations which operate in jurisdictions that have treaty
agreements with the U.S.
Local jurisdiction corporate income tax rate
Local jurisdiction withholding rate
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U.S. Shareholder Holding Company Considerations – Global Tax Rate Comparison
Non Treaty Jurisdictions

Income

CFC
No Holdco
Low Tax
Jurisdiction

CFC
Holdco
Low Tax
Jurisdiction

$ 100,000

$ 100,000

Local Country Tax Rate

10%

CFC
No Holdco
High Tax
Jurisdiction
$

10%

100,000

CFC
Holdco
High Tax
Jurisdiction
$

34.5%

100,000
34.5%

Local Country Tax

$

10,000

$

10,000

$

34,500

$

34,500

Distributable Cash

$

90,000

$

90,000

$

65,500

$

65,500

Dividend Withholding Tax*

$

4,500

$

4,500

$

3,275

$

3,275

U.S. Corporate Taxable Income**
U.S. Corporate Tax Rate

21%

21%

21%

21%

U.S. Corporate Tax
After Tax Profit - Distributable to Shareholders

$

U.S. Individual Tax Rate**

85,500

$

40.8% **

85,500

$

23.8% ***

62,225

$

40.8%

62,225
23.8%

Dividend Tax

$

34,884

$

20,349

$

25,388

$

14,810

Total Tax

$

49,384

$

34,849

$

63,163

$

52,585

Global Tax Rate

49.38%

34.85%

63.16%

52.58%

*Assumed 5% rate applies
**Tax rate consists of 37% (maximum individual threshold) plus 3.8% net investment income tax
***Tax rate consists of 20% (qualified dividend rate) plus 3.8% net investment income tax
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U.S. Shareholder Holding Company Considerations – Global Tax Rate Comparison
Treaty Jurisdictions

Income

CFC
No Holdco
Low Tax
Jurisdiction

CFC
Holdco
Low Tax
Jurisdiction

$ 100,000

$ 100,000

Local Country Tax Rate

10%

CFC
No Holdco
High Tax
Jurisdiction
$

10%

100,000

CFC
Holdco
High Tax
Jurisdiction
$

34.5%

100,000
34.5%

Local Country Tax

$

10,000

$

10,000

$

34,500

$

34,500

Distributable Cash

$

90,000

$

90,000

$

65,500

$

65,500

Dividend Withholding Tax*

$

4,500

$

4,500

$

3,275

$

3,275

U.S. Corporate Taxable Income**
U.S. Corporate Tax Rate

21%

21%

21%

21%

U.S. Corporate Tax
After Tax Profit - Distributable to Shareholders

$

U.S. Individual Tax Rate**

85,500

$

23.8% **

85,500

$

23.8%

62,225

$

23.8%

62,225
23.8%

Dividend Tax

$

20,349

$

20,349

$

14,810

$

14,810

Total Tax

$

34,849

$

34,849

$

52,585

$

52,585

Global Tax Rate

34.85%

34.85%

52.58%

52.58%

*Assumed 5% rate applies
**Tax rate consists of 20% (qualified dividend rate) plus 3.8% net investment income tax

DRAFT – FOR DISCUSSION PURPOSES ONLY

45

GILTI Considerations

• U.S. shareholder who owns 10 percent (directly or indirectly) in a CFC will be subject to
tax on the foreign earnings to the extent that the CFC is treated as having “global
intangible low-taxed income” (“GILTI”)
• GILTI is a new category of anti-deferral income imposed by Section 951A effective for
tax years of foreign corporations that begin after December 31, 2017
• GILTI income is not eligible for deferral from U.S. tax, but is subject to a lower
corporate tax rate (10.5 percent until 2026)
• Lower rate caused by 50 percent deduction
• No reduction in rate for individuals
• GILTI has a reduced deemed foreign tax credit
• 20 percent haircut but full gross up
• No carryback/carryover of excess
• No FTC for individual
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U.S. Corporate Shareholder – GILTI Considerations

DREs income is not subject to GILTI
CFC
Low Tax
Jurisdiction
Net CFC Tested Income or DRE Income*

$

100,000

QBAI**
Net Deemed Tangible Income Return

$
$

GILTI Inclusion
Section 78 Gross Up
GILTI Deduction
Net GILTI Inclusion

DRE
Low Tax
Jurisdiction

$

100,000

22,000
2,200

$
$

22,000
2,200

$
$
$
$

97,800
9,780
53,790
53,790

$
$
$
$

97,800
33,741
65,771
65,771

U.S. TI
U.S. Tax Rate

$

53,790
21%

Preliminary U.S. Tax
Foreign Tax
Foreign Tax Credit (80% Limitation)
Net U.S. Tax Due

$
$
$
$

11,296
10,000
7,824
3,472

Total Taxes

$

13,472

Global Tax Rate

$

***

$

100,000
21%

$

65,771
21%

$
$

21,000
10,000

$

11,000

$
$
$
$

13,812
34,500
26,993
-

$

21,000

$

34,500

13.5%

Assumptions:
All of foreign corporation's income is subject to GILTI
Dividend withholding tax considerations are excluded
*CFC Tested Income = $100,000
**QBAI = $22,000

100,000

CFC
High Tax
Jurisdiction

21.0%

34.5%

DRE
High Tax
Jurisdiction

****

$

100,000

$

100,000
21%

$
$

21,000
34,500

$

-

$

34,500
34.5%

***10% Local Country Rate
****34.5% Local Country Rate
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U.S. Individual Shareholder – GILTI Considerations

DREs income is not subject to GILTI
CFC
Low Tax
Jurisdiction

DRE
Low Tax
Jurisdiction

CFC
High Tax
Jurisdiction

DRE
High Tax
Jurisdiction

Net CFC Tested Income or DRE Income*

$ 100,000

$ 100,000

$ 100,000

$ 100,000

QBAI**
Net Deemed Tangible Income Return

$
$

22,000
2,200

$
$

22,000
2,200

Net GILTI Inclusion

$

97,800

$

97,800

U.S. TI
U.S. Tax Rate

$

97,800
37%

$ 100,000
37%

$

97,800
37%

$ 100,000
37%

Preliminary U.S. Tax
Foreign Tax
Foreign Tax Credit
Net U.S. Tax Due

$
$

36,186
10,000 ***

36,186
34,500 ****

36,186

37,000
10,000
10,000
27,000

$
$

$

$
$
$
$

$

36,186

$
$
$
$

37,000
34,500
34,500
2,500

Total Taxes

$

46,186

$

37,000

$

70,686

$

37,000

Global Tax Rate

46.2%

37.0%

70.7%

37.0%

Assumptions:
All of foreign corporation's income is subject to GILTI
Dividend withholding tax considerations are excluded
*CFC Tested Income = $100,000
***10% Local Country Rate
**QBAI = $22,000
****34.5% Local Country Rate
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U.S. Individual Shareholder – GILTI Considerations with C-Corporation Holding Structure

CFC/Holdco
Low Tax
Jurisdiction

CFC/Holdco
High Tax
Jurisdiction

Direct CFC
Ownership
Low Tax
Jurisdiction

Direct CFC
Ownership
High Tax
Jurisdiction

DRE
Ownership
Low Tax
Jurisdiction

Net CFC Tested Income or DRE Income

$

100,000

$

100,000

$

100,000

$

100,000

QBAI**
Net Deemed Tangible Income Return

$
$

22,000
2,200

$
$

22,000
2,200

$
$

22,000
2,200

$
$

22,000
2,200

GILTI Inclusion
Section 78 Gross Up
GILTI Deduction
Net GILTI Inclusion

$
$
$
$

97,800
9,780
53,790
53,790

$
$
$
$

97,800
33,741
65,771
65,771

$

97,800

$

97,800

$

97,800

$

97,800

U.S. TI
U.S. Tax Rate

$

53,790
21%

$

65,771
21%

$

97,800
37%

$

97,800 $
37%

Preliminary U.S. Tax
Foreign Tax
Foreign Tax Credit (80% Limitation)
Net U.S. Tax Due

$
$
$
$

11,296
10,000
7,824
3,472

13,812
34,500
26,993
-

$
$
$
$

36,186
10,000
36,186

$
$
$
$

36,186
34,500
36,186

$
$

37,000
10,000

$
$

37,000
34,500

$

27,000

$

2,500

Cash Distributable by Holdco
Dividend Tax Rate
Dividend Tax

$

$

$

86,528
23.8%
20,594

$

65,500
23.8%
15,589

$

-

$

-

$

-

$

-

Total Taxes

$

34,066

$

50,089

$

46,186

$

70,686

$

37,000

$

37,000

Global Tax Rate

34.1%

Assumptions:
All of foreign corporation's income is subject to GILTI
Dividend withholding tax considerations are excluded
*CFC Tested Income = $100,000
**QBAI = $22,000

$
***$
$
$

50.1%

46.2%

70.7%

$

100,000

DRE
Ownership
High Tax
Jurisdiction
$

100,000 $
37%

37.0%

100,000

100,000
37%

37.0%

***10% Local Country Rate
****34.5% Local Country Rate

DRAFT – FOR DISCUSSION PURPOSES ONLY

50

CFC to DRE Conversion Considerations

• CFC to DRE conversion steps:
• File Form 8832 and elect to be taxed as a DRE (due within 75 days of effective
date)
• Calculate basis in CFC
• Calculate impact of transition tax inclusion on basis in CFC
• Determine FMV of CFC; ensure it is not insolvent
• Conversion is a non-taxable section 332 liquidation and is generally tax-free
• Section 367 generally limits the non recognition treatment of income upon
liquidation of a foreign corporation (which occurs as part of the CFC to DRE
conversion) to the extent of untaxed E&P
• Due to the transition tax imposed under section 965, there will likely be no
untaxed E&P after December 31, 2017 resulting in no tax upon conversion
• Further analysis will need to be done to verify that the conversion is tax-free
• Taxpayer must confirm that the entity is eligible to be treated as a DRE (see Form 8832
instructions)
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Post-Tax Reform Entity Selection
Considerations Appendix

U.S. Partnership/Flow Through Considerations - Global Tax Rate Comparison
Non Treaty Jurisdiction

CFC
Low Tax
Jurisdiction
Income

$ 100,000

Local Country Tax Rate

DRE
Low Tax
Jurisdiction
$

10%

100,000

CFC
High Tax
Jurisdiction
$

10%

100,000

DRE
High Tax
Jurisdiction
$

34.5%

100,000
34.5%

Local Country Tax

$

10,000

$

10,000

$

34,500

$

34,500

Distributable Cash

$

90,000

$

90,000

$

65,500

$

65,500

Dividend Withholding Tax*

$

4,500

$

4,500

$

3,275

$

3,275

U.S. Taxable Income

$

90,000

$

100,000

$

65,500

$

100,000

U.S. Tax Rate**

40.8%

40.8% ***

40.8% ***

40.8%

Preliminary U.S. Tax

$

36,720

$

40,800

$

26,724

$

40,800

Foreign Tax Credit
Net U.S. Tax Due

$
$

4,500
32,220

$
$

14,500
26,300

$
$

3,275
23,449

$
$

37,000
3,800

Total Taxes

$

46,720

$

40,800

$

61,224

$

41,575

Global Tax Rate

46.7%

40.8%

61.2%

41.6%

*Assumed 5% rate applies
**Tax rate consists of 37% (maximum individual threshold) plus 3.8% net investment income tax. Assumes pass-through deduction does not apply to foreign earnings.
***Assumes net investment income tax applies to recipients
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U.S. Partnership/Flow Through Considerations - Global Tax Rate Comparison
Treaty Jurisdiction

CFC
Low Tax
Jurisdiction
Income

$ 100,000

Local Country Tax Rate

DRE
Low Tax
Jurisdiction
$

10%

100,000

CFC
High Tax
Jurisdiction
$

10%

100,000

DRE
High Tax
Jurisdiction
$

34.5%

100,000
34.5%

Local Country Tax

$

10,000

$

10,000

$

34,500

$

34,500

Distributable Cash

$

90,000

$

90,000

$

65,500

$

65,500

Dividend Withholding Tax*

$

4,500

$

4,500

$

3,275

$

3,275

U.S. Taxable Income

$

90,000

$

100,000

$

65,500

$

100,000

U.S. Tax Rate**

23.8% **

40.8% ***

40.8% ***

23.8% **

Preliminary U.S. Tax

$

21,420

$

40,800

$

15,589

$

40,800

Foreign Tax Credit
Net U.S. Tax Due

$
$

4,500
16,920

$
$

14,500
26,300

$
$

3,275
12,314

$
$

37,000
3,800

Total Taxes

$

31,420

$

40,800

$

50,089

$

41,575

Global Tax Rate

31.4%

40.8%

50.1%

41.6%

*Assumed 5% rate applies
**Tax rate consists of 20% (qualified dividend rate) plus 3.8% net investment income tax
***Tax rate consists of 37% (maximum individual threshold) plus 3.8% net investment income tax. Assumes pass-through deduction does not apply to foreign earnings.
Assumes net investment income tax applies to recipients
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Current Restrictions on
Hybrid Arrangements
After
2017 US Tax Act and Other Countries’
Implementation of BEPS Action 2

55

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 no income inclusion (or beneficial treatment) in the country that treats the same
payment as “equity.”

•

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.
56

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.

F-Co

• 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.
F-Co invests in
US Sub as
“shareholder”
under F’s law;
but “creditor”
in US

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

• 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.)

US Sub

• 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.
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Classic Example of Hybrid Entity
Spanish Financing Structure –
“Sociedad Colectiva”

SC is a Hybrid Entity

• 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.

NL

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

Interest
payments

Loan

Spanish
SC

ETVE/OpCo

• 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 ?
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Common Hybrid Structures - #1
Traditional Use of Hybrids to Disregard Loan
(and avoid Subpart F income – may not work anymore!)
•
•
•

US Parent
Corp.

•

•

Foreign Entity
A
(Country X)
Loan

•

Interest
Foreign Entity
B
(Country Y – a
tax haven)

•

•

Assume U.S. views U.S. Parent and Entity A in Country X
as tax opaque corporations.
Assume U.S. views Entity B in Country Y as a tax
transparent “disregarded entity” (or branch of its
corporate parent in Country X).
Assume Country X views Entity A as a tax opaque
corporation.
Assume Country Y views Entity B as a tax opaque
corporation—not merely a branch of Entity A.
Conclusion: B is a “regular hybrid” entity because the
U.S. views it as disregarded entity (branch) while
another relevant jurisdiction (Country Y) views B
inconsistently as a corporation.
Tax Result ? For purposes of Subpart F, U.S. disregards
the A-B loan because it sees it as a transaction occurring
purely within Foreign Corp A.
Meanwhile, Country X allows A to deduct the interest
payments (reducing its Entity’s A’s E&P, which could be
taxed at a high rate), and Country Y imposes little or no
tax on the receipt of the interest payments.
Isn’t this is the kind of income shifting that is supposed
to be targeted by Subpart F. See IRS Notice 98-11 (Ex. 2),
but withdrawn by Notice 98-35.
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Common Hybrid Structures- #2
Using Hybrids to Fit within “Same Country Exception” to
IRC § 954(c) – (Foreign Base Company Income)
•
•
•
•

US Parent
Corp.

•

•

Foreign Entity
A
(Country X)

Foreign
Entity C
(Country X)

•

Loan

Foreign Entity
B
(Country Y – a
tax haven)

Interest
•

Assume same facts except U.S. views U.S. Parent and Entities
A and C in Country X as tax opaque corporations.
U.S. views Entity B in Country Y as a tax transparent
“disregarded entity” (or branch of its corporate parent in
Country X).
Country X views Entity A as a tax opaque corporation.
Country Y views Entity B as a tax opaque corporation—not
merely a branch of Entity A.
Conclusion: B is a “regular hybrid” entity because the U.S.
views it as disregarded entity (branch) while other relevant
jurisdictions (Countries X and Y) view B inconsistently as a
corporation.
Tax Result ? For Subpart F purposes, U.S. views the B-C loan
as occurring between Entity C and Entity A (Not B) because
U.S. seems B as a mere branch of Entity A. Thus, because the
U.S. views the interest payments as received by a 954(d)(3)
“related person” to Entity C, but because both CFCs are
organized in the same country, the payments are not 954(c)
FBCI—i.e., within an exception to Subpart F income!
Meanwhile, Country X allows C to deduct the interest
payments (reducing Entity’s C’s E&P, which could be taxed at
a high rate), and Country Y, which sees B as a corporation,
imposes little or no tax on the receipt of the interest
payments.
Thus, earnings are being stripped out of CFC C, without any
inclusion under Subpart F, and very little or not tax imposed
on the income anywhere. See IRS Notice 98-11 (Ex. 1), but
withdrawn by Notice 98-35. See also the OECD BEPS- Action
2 Hybrid Arrangements; U.K. Hybrid Mismatch Rules
(effective 1/1/2017).
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Nails in the “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 nontaxation. 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 ParentSub 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!)
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New IRC Section 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: As drafted, and in the absence of liberalizing regulations, § 267A may literally disallow interest and royalty
payments in common “Check-the-Box” structures involving eligible entities—e.g., payments to a related GmbH and Co. KG,
viewed as tax transparent by Germany, but which could be treated as an opaque corporation for U.S. tax purposes.
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How new § 267A targets “Hybrid” Finance Structures: “Repos”
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.

“Repo” Financing of Canadian
acquisition of US Subsidiary

Bank

US Tax Results (PRE 2017 Tax Act):

CanCo

Bank Loan $$

Cascading share
subscriptions to
US Subs-“purchases” in
form.
US Group files
consolidated tax
return.

US
Target

US
HoldCo

US OpCos

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
“Sale” of Sub
shares as collateral. Thus, when US Opcos pay dividends to Canco on the
preferred shares”
to Canco w/forward preferred “repo shares” Canco holds, US has (in past) allowed those interest
contract, requiring payments to be deducted against income of US consolidated group.
US HoldCo to
repurchase them
from CanCo at fixed
price w/time-valueof money
component.
(“Hybrid
instrument” due to
conflicting debtequity
classifications)

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.)
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Structures that new IRC § 267A does not target
§ 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 ) givethe 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 Bco 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:
Neutralising 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 nontaxation, 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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§ 245A DRD (repatriation DRD) is disallowed if the
payment constitutes a “Hybrid Dividend”
• § 245A(e): DRD is not available for hybrid dividends paid by CFC to a US shareholder
•

Hybrid dividends also do not qualify for any FTC on the E&P being distributed, or a
deduction
for taxes imposed on such dividend

•

“Hybrid dividend” defined: a dividend to which § 245A would apply, and for which
the CFC receives a deduction “or other tax benefit” for foreign tax purposes

•

Unlike § 267A (see above), US tax treatment at payor level is not relevant for §245A

•

§ 245A is relevant only after PTI account has been distributed including for current
year (since PTI is not taxable when distributed).

•

Hybrid dividend received by one CFC from another CFC with common corporate US
shareholder is treated as subpart F income (taxable at 21% rate) “notwithstanding
any other provision of this title” (so apparently overrides § 954(c)(6)!)

•

New § 245A includes grant of regulatory authority (awaiting guidance from Treasury)

Check-the-Box Elections for Foreign Subs
Pamela A. Fuller, Esq.
Tully Rinckey - Royse Law Firm

Planning Point: Avoid “hybrid entities” (and instruments)
to prevent disallowance of the § 245A DRD !!

USP

USCo

Straight Loan
CFC 1
PECS/ORA
or
Straight
Loan
With DE

Low-Tax CFC
1

CFC 2

Interest
DRE

The §245A repatriation DRD would be
disallowed in this situation because the
dividend is a “hybrid dividend”

If CFC 2 deducts the interest in its (pink) jurisdiction, and
there is no inclusion in CFC-1’s jurisdiction (gree), would a
dividend paid out of that interest income be a “hybrid
dividend” disqualified for the § 245A DRD by 245A(e)?
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Dispositions by Foreign Partners
of Interests in Partnerships
Engaged in a US Trade or Business
New IRC § 864(c)(8)
and IRC § 1446(f)

71

Foreign Partner’s Disposition of Interest
in a Partnership w/a US Trade/Biz: BACKGROUND
•

•

•

Rev. Rule 91-32:

IRS rules that a foreign partner who
sells an interest in a P/S is subject to US taxation if that P/S is
engaged in a US trade/biz through a US office, to the extent
the gain is attributable to property of the P/S which was used
to produce “effectively connected income” (ECI).
–

Many US taxpayers tried to ignore this Revenue Ruling, arguing any gain
should be capital gain—not taxable in US.

–

Obama Administration, in its proposed budget, recommended codifying
Rev. Rul. 91-32 and adding a withholding obligation.

Non-US
Partner
Partner
Sale of P/S
Interest

Grecian Magnesite v. CIR, 149 T.C. (2017):

US
Tax Court rejected Rev. Rule 91-32, holding that gain or loss
recognized by a foreign partner disposing of a P/S interest is
generally not considered ECI (or effectively connected loss)
with respect to any US trade/biz that partnership may be
conducting.

US Group

P/S

New IRC § 864(c)(8):

Enacted as part of the 2017
TCJA. Treats as ECI the foreign partner’s “distributive share
of the amount of gain (or loss) which would have been ECI if
the partnership entity has sold all of its assets at FMV just
prior to the foreign partner’s disposition (but reduced for any
gain already subject to the FRPTA regime).

–

§ 864(c)(8) effectively reverses the result obtained
in Grecian Magnesite court opinion, issued earlier
in the year 2017.

US Trade/ Biz
#1 (no ECI)

3rd
Party
Buyer

Issue: To what
extent, if any, should
Foreign Partner’s sale
proceeds be treated
as ECI (taxable in US)
or as capital gain
(generally not
taxable in US)?

US
Trade/Biz
#2 (ECI
assets)
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IRC § 864(c)(8) – What it does
•

Reverses holding in Grecian Magnesite (retroactively to November 27, 2017), so that foreign partners will be taxed on the
sale/exchange of their interests in partnerships (US or foreign) that are conducting a trade or business in the United States.

•

§ 864(c)(8)(A) provides: Notwithstanding any other provision of subtitle A (Income Taxes) of the Code, gain or loss of a
nonresident alien individual or foreign corporation from the sale, exchange, or other disposition of a "directly or indirectly”*
held partnership interest shall be treated as effectively connected to the extent that such gain or loss does not exceed the gain
or loss such person would have recognized as effectively connected gain or loss had the partnership sold all of its assets at their
fair market value as of the date of the transfer.
– * Applies to tiered P/S structures: Conference Report makes clear that interests in a partnership that holds ECI assets,
and that is held by a partner indirectly through other partnerships, is subject to new 864(c)(8). the provision.

•

Tax recognition of the outside gain the foreign partner realizes on sale its partnership interest is limited to the disposing
partner’s share of gain inherent in any ECI assets held by the partnership. ECI gain and loss is apparently netted to arrive at
net ECI gain or net ECI loss.

•

Coordination with the FRPTA rules to avoid double taxation: Subpar. (C) of §864(c)(8) provides that the amount of gain or
loss on the sale, exchange or other disposition of the partnership interest that is treated as ECI under subparagraph (A) shall
be reduced by the amount of gain or loss on such disposition that is treated as effectively connected under §897 (i.e., the
FIRPTA rules).
–

•

The Foreign Investment in Real Property Tax Act of 1980 (FIRPTA) authorizes the US to tax foreign persons on dispositions of “U.S. real
property interests.” When a foreign person disposes of a U.S. real property interest in a sale, exchange, or transactions that normally would
be a non-recognition transactions, FIRPTA treats such gains as “effectively connected income” (ECI), and imposes withholding obligations
under § 1445.

§ 864(c)(8)(E) grants regulatory authority to Treasury to promulgate Regs or other appropriate guidance for the applying §
864(c)(8), including with respect to various corporate non-recognition provisions.
–

Example: If a P/S interest is contributed by a non-US partner to a corporation, should the non-recognition rule of §351 be turned off? Section
864(c)(8) does not purport to override any non-recognition provisions.
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IRC § 864(c)(8) – What it says
(c)(8) Gain or loss of foreign persons from sale or exchange of certain partnership interests
(A) In general . Notwithstanding any other provision of this subtitle, if a nonresident alien individual or foreign corporation
owns, directly or indirectly, an interest in a partnership which is engaged in any trade or business within the United
States, gain or loss on the sale or exchange of all (or any portion of) such interest shall be treated as effectively connected
with the conduct of such trade or business to the extent such gain or loss does not exceed the amount determined under
subparagraph (B).
(B) Amount treated as effectively connected . The amount determined under this subparagraph with respect to any
partnership interest sold or exchanged—
(i) in the case of any gain on the sale or exchange of the partnership interest, is—
(I) the portion of the partner’s distributive share of the amount of gain which would have been effectively connected
with the conduct of a trade or business within the United States if the partnership had sold all of its assets at their fair
market value as of the date of the sale or exchange of such interest, or
(II) zero if no gain on such deemed sale would have been so effectively connected, and
(ii) in the case of any loss on the sale or exchange of the partnership interest, is—
(I) the portion of the partner’s distributive share of the amount of loss on the deemed sale described in
clause (i)(I) which would have been so effectively connected, or
(II) zero if no loss on such deemed sale would be have been so effectively connected.
For purposes of this subparagraph, a partner’s distributive share of gain or loss on the deemed sale shall be determined
in the same manner as such partner’s distributive share of the non-separately stated taxable income or loss of such
partnership.
(C) Coordination with United States real property interests. If a partnership described in subparagraph (A) holds any United
States real property interest (as defined in section 897(c)) at the time of the sale or exchange of the partnership interest, then the
gain or loss treated as effectively connected income under subparagraph (A) shall be reduced by the amount so treated with
respect to such United States real property interest under section 897.
(D)

Sale or exchange. For purposes of this paragraph, the term “sale or exchange” means any sale, exchange, or other
disposition.

(E)

Secretarial authority. The Secretary shall prescribe such regulations or other guidance as the Secretary determines
appropriate for the application of this paragraph, including with respect to exchanges described in section 332,
351, 354, 355, 356, or 361.
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New §1446(f) Transferee Withholding
•

As part of the 2017 US Tax Act, Congress also enacted a new withholding requirement—IRC
section 1446(f).

•

Section 1446(f) provides that, if the portion of the gain (if any) on a disposition of an
interest in a partnership would be treated under § 864(c)(8) as income effectively
connected with the conduct of a trade or business within the U.S. ("ECI"), the transferee of
the partnership interest [i.e., Buyer] must withhold tax equal to 10% of the amount
realized on the disposition.
–

–

The withholding is applied to the entire “amount realized” as determined under §1001(b), and does appear to be
limited to ECI on the deemed sale of the partnership’s ECI assets. Regulatory authority is granted to provide for
reduced withholding in some situations. See new Notice 2018-29 (below).
If transferee fails to withhold on the “amount realized,” partnership is required to withhold on distributions to
the transferee partner in the amount the transferee failed to withhold (plus interest). But see Notice 2018-29.

•

Different effective dates: Although § 864(c)(8) applies to dispositions of partnership
interests occurring on or after November 27, 2017, §1446(f) applies only to dispositions
occurring after Dec. 31, 2017.

•

IRS Notice 2018-8: Suspends, temporarily, application of 1446(f) withholding to
dispositions of interests in publicly traded partnerships (PTPs), and promises that future
guidance (Regs) will be prospective and will include transition rules to allow sufficient time
to prepare systems and processes for compliance with the new W/H requirements. (IRS
later announced in Notice 2018-29 that this suspension does not apply to non-publicly
traded partnerships, which are to generally follow the withholding procedures under §
1445, applicable to FIRPTA.)
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IRS Notice 2018-29:
•

Notice 2018-29 provides guidance with respect to the new withholding provision IRC §1446(f), enacted in
connection with new § 864(c)(8). Although it does not suspend the W/H requirement for non-publicly traded
partnerships, it provides helpful rules and a few safe harbors.

•

Notice directs transferees to apply § 1445 principles and forms for reporting and paying withholding tax until
specific guidance and forms are issued under § 1446(f). (See, e.g., § Reg. 1.1445-1(c).)
• Form 8288, U.S. Withholding Tax Return for Dispositions by Foreign Persons of U.S. Real Property
Interests
• Form 8288-A, Statement of Withholding on Dispositions by Foreign Persons of U.S. Real Property
Interests.
• Include statement "Section 1446(f)(1) withholding" at the top of relevant forms; enter amount subject
to withholding under § 1446(f)(1) on line 5b of Part I of Form 8288 and on line 3 of Form 8288-A.
Enter the amount actually withheld on line 6 of Part I of Form 8288 and on line 2 of Form 8288-A. At
this time, the IRS will not issue W/H certificates under section 1446(f)(3).

•

Provides interim guidance on how to determine liabilities in calculating the “amount realized”
(implementing Crane & Tufts, and IRC § 752)
–

In a few situations, withholding is limited to amounts of cash and property transferred (e.g., where most of amount realized is
debt relief).

•

Provides guidance on coordinating withholding rules of § 1446(f) with FIRPTA’s withholding regime
(FIRPTA does not generally exempt non-recognition transactions, while § 864(c)(8) apparently does.)

•

Provides guidance on application of withholding in the context of tiered partnerships

•

Provides guidance on partnership’s backup withholding on distributions to the new transferee partner.

•

Provides guidance on complete redemptions of a foreign partner’s P/S interest.
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IRS Notice 2018-29 (cont.)
•

Notice provides LIMITED EXCEPTIONS from duty to withhold (which may be temporary).
Pending further guidance, Transferee of P/S interest is NOT required to withhold in any of the following
circumstances:
–

Transferor furnishes affidavit to transferee signed under penalty of perjury, that it/she/he is not a
“foreign person” and transferor has no reason to believe otherwise;

–

Transferee receives a certification, signed under penalties of perjury by transferor with a US TIN, that
transfer of P/S interest will result in zero realized gain;

–

1st de minimis rule: Transferee receives a certification that Transferor’s allocable share of ECI was < 25
% of its distributive share of income for each of the three prior taxable years in which Transferor was a
partner (for the entire year). A transferor that did not have a distributive share of income in any of its
three immediately prior taxable years during which the partnership had ECI cannot provide this
certification. A transferee is not relieved from withholding if it has actual knowledge that the
certification is false. When a partnership is a transferee by reason of making a distribution, this rule
does not apply. Notice says these thresholds will be reduced when further guidance is issued.

–

2nd de minimis rule – ECI would be < 25% of total gain on the deemed sale: Transferee receives a
certification from the P/S stating that if the P/S had sold all its assets at their FMV, amount of gain that
would have been effectively connected with a US Trade/Biz would be < 25% of the total gain. (May be
difficult to get P/S to cooperate.) Notice says the < 25% threshold will be reduced in forthcoming Regs.

–

Non-Recognition Transactions: Until further guidance is issued, Notice provides that Transferee is not
required to withhold 10% of the amount realized on a transfer in which the Transferor is not required to
recognized any gain or loss by reason of a non-recognition provision. (E.g., § 351 incorporating
transactions.)
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Example: Disposition of P/S Interest
(with US Trade/Biz) by Foreign Partner
•

Facts:
Foreign Co. sells its 30% interest in US P/S to an unrelated party on Feb. 14,
2018, realizing a $450 gain. Is any of it subject to US tax as “ECI”?

•

Analysis:
• Under §864(c)(8), For Co’s $450 realized gain is treated as income
“effectively connected with the conduct of a US trade/business to extent
such gain does not exceed its distributive share of gain that would be ECI
had the P/S sold all of its assets at FMV as of date of sale/exchange of such
interest (but reduced by real property gains that would already be
separately taxed as ECI under the FIRPTA regime).
• Hypothetical sale of all of P/S’s assets would result in $600 US Real
Property gain, and $300 ECI gain in personal property assets, for a total of
$900 ECI gain. (NOTE: FIRPTA gains are treated as ECI under that tax law.)
• § 864(c)(8) provides that the amount treated as ECI in the hypothetical
asset sale is reduced by the amount that would already be taxed as ECI
under the § 896(g) of the FIRPTA regime—here $600.
• Thus, 30% of the inherent $600 FIRPTA gain (i.e., $180) is allowed to first
offset For Co.’s OUTSIDE gain on the sale of its P/S interest--($450 realized
gain less $180 = $270. How much of the remaining outside gain is treated as
ECI to For Co?
• For Co.’s 30% distributive share of the $900 total ECI gains = $270. That
$270, representing For Co’s share of total ECI gain is also offset by 30% of
the FIRPTA gain: ($270 - $180 =$90).
• Thus, under § 864(c), $90 of For. Co.’s realized gain on the sale of its P/S
interest is treated as ECI—and taxed in the U.S. (This makes sense as $90
equals For Co.'s 30% distributive share of the ECI gains on the personal
property held by the P/S , which assets are effectively connected with a US
Trade or Business.)

For Co.
Non-US

US

70%
NonUS
P/S

3rd party
30%
Non-US
For Co. 1 SELLS its
30% P/S interest
for $500
For Co.’s 30% P/S Interest
FMV
$600
Basis
$150

US
Trade/Biz

US Real Property
FMV
$1000
Basis
$ 400

Personal ECI Property
FMV
$1000
Basis
$ 700
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Example continued: Disposition of P/S Interest
(with US Trade/Biz) by Foreign Partner
•

Facts:
Foreign Co. sells its 30% interest in US P/S to an
unrelated party on Feb. 14, 2018, realizing a $450
gain. Is any of it subject to US tax as “ECI”?

•

Analysis of transferee withholding duty
under §1446(f) and Notice 2018-29:

•

§1446(f) became effective Jan. 1, 2018, and it
applies to this sale of For Co’s P/S interest which
occurred on Feb. 14, 2018.

•

Section 10 of Notice 2018-29 provides that if a
transferee is required to withhold on an “amount
realized” under §1446(e)(5) or Reg. § 1.144511T(d) only FIRPTA withholding applies.

•

However, there is no FIRPTA withholding in this
example because the P/S assets are not 90% US
Real Property Interests and cash. Thus,
withholding under new 1446(f) conceivably applies
to the ENTIRE amount realized—i.e., 10% w/h X
$600 = $60.

For Co.
Non-US

US

70%
NonUS
P/S

3rd party
30%
Non-US
For Co. 1 SELLS its
30% P/S interest
for $500
For Co.’s 30% P/S Interest
FMV
$600
Basis
$150

US
Trade/Biz

US Real Property
FMV
$1000
Basis
$ 400

Personal ECI Property
FMV
$1000
Basis
$ 700
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Post-tax reform entity selection
considerations
Availability of late or retroactive election
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Late or retroactive election
Rev. Proc. 2009-41 - automatic late election relief
• Entity failed to obtain requested classification as of formation date or
when it became relevant, or to obtain change in classification, solely
because Form 8832 was not properly filed.
• Either:
• Entity (or affected person) has not filed a US federal return for the first year of
election because the due date has not passed, OR
• Entity (or affected person) has timely filed all required US federal returns (or if
not timely filed within 6 months of the original due date) consistent with the
desired election for all years for which the election is to be effective, and no
inconsistent returns have been filed during any of the tax years.

• The entity has reasonable cause for its failure to timely file the election.
• Requested effective date is not more than 3 years and 75 days prior to
the filing date.
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Late or retroactive election
Section 9100 relief - ruling request
• If requirements of Rev. Proc. 2009-41 Section 4.01 are not
satisfied, Treas. Reg. §301.9100-3 allows CTB late election relief
by filing a ruling request with the IRS.
• See Rev. Proc. 2016-1, Section 5.03(5) and (6).

• Taxpayer requesting relief must be able to make the following
representation:
All required US tax and information returns of the entity (or, if the entity was
not required to file any such returns under the desired classification, then all
required US tax and information returns of each affected person as defined in
Section 4.02 of Rev. Proc. 2009-41) were filed timely or within 6 months of the
due date of the respective return (excluding extensions) as if the entity
classification election had been in effect on the requested date. No US tax or
information returns were filed inconsistently with those described in the prior
sentence.
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Some Post 2017-Tax Act Strategies
to consider using the Check-the-Box Election
•

For an individual investing in a high-tax jurisdiction with a US treaty: remember to
consider electing pass-through treatment for the non-US operations. Why?

•

Consider converting the U.S. investor making an investment abroad a C-Corporation if
it will have CFCs

•

Consider “planning into” Subpart F. Why?--to avoid GILTI as the results under GILTI
could be worse! (Eg., create a branch to have services performed outside the CFC’s cy
of incorporation)

•

Check-the-box to flow-through status to combine QBAI in a chain of CFC where one
CFC is a “income CFC” and another is a “loss CFC” (more QBAI means less GILTI
exposure)

•

Check-and-Sell Transactions (changed stakes because a § 1248 “dividend” is eligible
for the § 245A DRD!

•

Consider using foreign entity selection to avoid foreign “base erosion payments” to a
“related foreign person” for § 59A BEAT purposes (a payment of interest to an
unincorporated foreign branch may not be a “base-eroding payment” to a related
foreign person for BEAT purposes- cannot pay off a loan to yourself)
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Key Take-Aways
on Foreign Entity Selection (Post – US Tax Reform)
•

The choice of entity calculation starts with whether to use a US corporation to make the outbound investment (as
opposed to an S-corp, or pass-through entity (LLC taxed as a partnership), or an individual)

•

There is no “one size fits all” structure

•

CFC status will impose more compliance costs (especially due to new GILTI regime under Section 951A)

•

There is essentially no more deferral . Call it a “quasi-territorial regime” but emphasis is on QUASI (very quasi)

•

Foreign tax credit analysis is even more difficult than analyzing interaction between Subpart F and GILTI!!

•

Avoiding § 951(a) Subpart F income will still usually be cost effective because it is taxed at a higher rate (21%) as
opposed to GILTI (10.5% for lucky corporations) —but not always!

•

Occasionally, because of limited FTCs with the GILTI regime, results under the longtime Subpart F regime may be better!

•

Just like foreign entity selection was used for decades to avoid Subpart F income, same techniques may be used to plan
“into” Subpart F

•

Foreign entity selection may be used to avoid the application of the Subpart F, GILTI, and even the BEAT, and carefuly
modeling with the right foreign entity selection can mitigate the impact of these taxes (even if you cannot avoid them)

•

Hybrid mismatches (entities and instruments) are under attack globally! Be aware of the US and increasing codification
of BEPS-inspired anti-hybrid rules that effectively neutralize the former tax advantages of using hybrid entities.

•

No § 245A DRD for hybrid dividends (also no FTC or deduction or 78 gross-up)!

•

Hybrid mismatches are often impossible to avoid; they arise organically--and can still be benign.

•

Determining the optimal corporate structure requires more thought than in the past (and a little “betting”)

•

Until the US Treasury Department tells us otherwise, in some cases the law doesn't seem to work the way it should, or
the way Congress apparently thought it would.

•

Expect much administrative guidance and new regulations from the U.S. Treasury Department

•

And finally: Not every outbound structure needs to be changed, but every outbound structure should be reexamined
84
(in light of 2017 US Tax Act and other global tax law changes) !!

Thank you!

Questions
and
Comments?
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