Chapter 16 – U.S. Taxation of Foreign Related Transactions

1.  Jurisdiction to Tax

a. Country of Citizenship

b. Country of Residence

c. Where income is earned

i. Where work performed

ii. Where property is located (real estate)

2. U.S. taxes residents on world-wide income, not just U.S. source

a. Exclusion for foreign earned income 

i. 92,900 in 2011 and 

ii. 95,100 in 2012

iii. Must work in a foreign country

1. 330 days in a 12 month period, or

2. Permanently there – bona fide resident 

iv. Only applies to earned income (wages and business income)

v. Housing allowance also permitted tax free

b. Credit available for other foreign earned  income that is taxed by both the foreign country and the U.S.

i. Foreign tax must be translated into Dollars – many methods

ii. Date of payment or accrual is available

iii. Generally the credit is equal to the U.S. tax on the same income

iv. Can use the entire credit if under $300 of credit

v. Carryback one year

vi. Carryforward 10 years

vii. Two categories are calculated separately

1. Passive

2. General limitation

3. Taxation of Nonresident Aliens (Resident Aliens taxed like U.S. citizens)

a. Definition

i. Lawful residents, or

ii. Presence more then 31 days for the year and 183 during the tax year and prior two years combined

iii. Foreign nationals will have dual citizenship the first and last year

b. Investment income

i. Interest

1. U.S. bank interest not taxable to foreigners unless business income that is effectively connected with the business in U.S.

ii. Capital gains only if in the U.S. 183 days

iii. Other U.S. investment income (interest non- bank) taxed at a flat rate of 30% of gross income!

c. Trade or business income if engaged in business in U.S. is taxed in U.S.

i. Exception if in U.S. less then 90 days and

ii. Employed by a non U.S. company, and

iii. Earned less than $3,000

d. U.S. real estate – may elect to be subject to the normal income tax, rather then the 30% withholding tax

i. Income tax is on net income

ii. Withholding tax is on gross income

e. Business income is taxed in U.S. if effectively connected to the U.S.

i. Asset used test or

ii. Business Activity test

f. Calculating the tax for non-resident

i. No standard deduction – must itemize

ii. Usually limited to one exemption

4. Taxation of U.S. business operating abroad

a. If U.S. company, taxed in U.S. (often known as a branch)

i. Subject to U.S. taxes

ii. Simply part of U.S. tax return

iii. Receives a foreign tax credit as discussed above if subject to both foreign and U.S. taxes

b. Foreign Corporations

i. Not subject to U.S. tax until money is paid to U.S. parent

ii. Separate entity, not part of U.S. tax return of parent

iii. Exception for Controlled Foreign Corporation

1. Known as Subpart F income

2. Applies to companies that are really U.S. companies that simply ship goods overseas

3. Taxed currently if Subpart F rather then when the foreign income comes back to the U.S.

c. Section 482 allows the U.S. to allocate income and expenses between related U.S. and foreign commonly owned companies to change inter-company profits

i. Must be owned and controlled by the same parties

ii. Only if the inter-company sales prices are not fair market value

5. Tax treaties between U.S. and 60 counties 

a. Changes the withholding rate from 30% often to zero or 10%

b. Makes certain short term business in U.S. or foreign country not subject to tax where earned, usually if no fixed place of business.

6. Foreigners use Form 1040 NR (non resident)

7. Not in book – If a U.S. citizen or resident has signature power (not ownership) over a foreign bank account

a. Must annually file Form 90-22.1

b. Penalty for failure = $10,000

