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I. Introduction
1. Overview
a. Focus of this course
We will examine the tax treatment of internationally active enterprises, primarily from a US-American perspective. At the outset it is useful to note that US tax law combines statutory and common-law rules. Courts interpret the statutory Internal Revenue Code (hereafter, the “Code”) extensively and rely on each other’s interpretations in deciding new cases.  We will therefore discuss both the Code and a selection of cases decided by courts, found in the Case Supplement.  This course text includes an outline of the US materials and summaries of the cases that concisely state the facts of the cases and the questions raised, without their holdings.  These last materials are intended to help you navigate the cases themselves, which are not always user-friendly.

b. How our subject matter fits into the broader study of taxation 
We will take for granted all rules governing how income is to be measured. Here it is useful to note that every income tax, despite national variations, is intended to tax only the net results of economic activity. An enterprise can have gross revenue that exceeds its income, gross revenue includes all that the enterprise brings in from profit-seeking activity, including its recovery of costs and expenses without which the activity would not have been possible. The calculation of income subtracts these costs and similar economic burdens, leaving only a net amount.  Other courses deal with the fine detail of such deductions more specifically.
c. Outbound vs. inbound cross-border activity
National tax systems provide separately outbound and inbound cross-border activity. The former are transactions by residents (or in the case of the US, by residents and non-resident citizens) that bring them income with a nondomestic source (a non-US source, under US tax laws). Inbound transactions involve nonresidents (non-citizens for US rules) in transactions that produce domestic-source income. The same source rules are used for determining whether a transaction is an inbound or outbound cross-border activity. Treaties usually alter only a treaty partner’s tax rules for inbound transactions, i.e., those involving nonresidents. Because the USA taxes its citizens on worldwide income, whether they are resident or not, it enters into treaties only on condition that it can continue to do so, and therefore does not agree in its treaties to give different treatment to US citizens that are resident abroad.
2. Basic Concepts of International Tax Policy
a. Source and residence countries

(i) The country in which income has its source (often a highly artificial matter) is the “source country”

(ii) The country in which the owner of the income resides is the “residence” country

b. Source rules determine whether the income of a nonresident is taxable at all and whether income that is taxed abroad should be regarded as properly taxed there so that all or part of the tax will be credited by the country where the income’s owner resides

3. Exemption and Credit Methods of Taxation  

a. Countries often tax trans-border transactions using one of two approaches:

(i) exemption for income from transactions with nondomestic source or 

(ii) taxation of worldwide income of persons within their borders with credit for certain foreign taxes paid
(iii) the US approach applies exemption and credit principles, depending on how closely connected US-source income of a nonresident is to US territory, and it has the further peculiarity of subjecting citizens to income tax on their worldwide income, even if they are not US residents

b. Income and succession taxes must usually be withheld on payments to foreign nonresidents

c. Special tax rules often exist for “alien” (non-citizen) residents with foreign income

4. How Treaties Affect National International Tax Rules 

a. On the other hand, a double tax treaty changes the basic orientation of the treaty partners (i.e., the countries who enter into the treaty). With the primary goal of preventing double taxation, treaties significantly alter “defensive” tax rules like the exemption or credit approaches

b. Collectively, current treaties create a roughly unified international tax regime

c. Overall, they divide worldwide taxing jurisdiction between source and residence countries along active/passive lines (but not quite – “permanent establishment” threshold for taxing active businesses)

5. Underlying Policy 

a. Capital-export neutrality: domestic tax laws should neither encourage nor discourage outbound capital flows.

b. Capital-import neutrality: domestic tax laws should neither place additional burdens on nor give tax advantages to investments of the taxing country’s multi-national corporations in other countries; hence, residence countries may exempt all foreign-source income from domestic tax or adopt other rules that have a similar effect.

c. National “share” equity: each country wants its “fair share” of tax revenues from income derived in transactions linked with its territory.
d. Elimination of distorting and inefficient tax incentives that invite retaliation by other taxing authorities.

6. Exemption and Credit Approaches to Taxing Cross-Border Transactions 

a. Returning for the moment to national income tax rules for cross-border transactions, notice that there are two broad types of solution to the capital-import and capital-export problems, and these solutions may also achieve a kind of nation-equity as well, although that is not their most obvious consequence.

b. “Exemption” systems achieve capital-import neutrality by exempting all foreign-source income from domestic tax, which allows the source country to tax the income as it wishes, but avoids double taxation.

c. Credit systems achieve slightly less perfect capital-import neutrality by taxing resident taxpayers on foreign-source income but allowing them a credit for taxes on that income paid to the source country.

d. Exemption ensures that only one country taxes a given item of income that has a resident owner but a foreign source; credit only for foreign taxes paid ensures that at least one country taxes a given item of income.’

e. Achieving both goals – that an item of income linked to more than one country will be taxed at least and at most once – would fully ensure capital-import neutrality, and treaties are at present our best means of realizing both goals, so that they are a compromise between the features of exemption and credit systems.

7. Notable Features of German and US International Tax Rules 

a. The worldwide income of US residents and nonresident citizens is subject to US income tax. (In contrast, the worldwide income of German residents is subject to German income tax, but German citizens who are not residents of Germany do not pay tax on their income with a source in another country. 


b. US-source income of nonresidents (individuals or juridical entities) is subject to withholding of tax at a flat rate (30%) without opportunity to deduct expenses (except for certain income from real estate). (Germany taxes nonresidents on income with a German source.)


c. US-source income of nonresidents that is effectively connected with a US trade or business is taxed as if the nonresident were a resident with only US-source income.

8. Other Pertinent Aspects of US Income Taxation 

a. As was mentioned above, although the Internal Revenue Code is very detailed, the application of the Code follows a common-law approach to some concepts and rules

b. Recognition of entities

(i) “Substance-over-form” principles sometimes allow the government to disregard the form of transactions chosen by taxpayers and other private parties; the scope of this license to re-characterize transactions is not well-defined.

(ii) Corporations are treated as separate from shareholders, even when they engage in transactions that are primarily tax-motivated; we say the corporate shell is respected for tax purposes.

(iii) When a person (which may be a juridical entity such as a corporation) is an agent for another person, what the agent does as an agent is attributed to the “principal” or person represented, so that the agent faces no tax consequences from these acts in its own right. 

c. Corporate tax principles

(i) Corporations are almost always treated as separate from shareholders
(ii) Agency principles may apply (nominee corporations)
(iii) Other juridical entities, such as partnerships, trusts, and limited liability companies pay no tax themselves on their income; their owners pay tax on their shares of the entities’ income as if they had earned this income directly

d. Partnerships (and LLCs) are transparent (as in Germany), i.e., taxed primarily as aggregates of their owners, and the partnership or LLC itself is not a taxpayer

e. Residence of juridical entities

(i) Place where formed usually determines residence; residence of owners irrelevant.
(ii) “Check the box” – classification of entities according to form by default, with choice of alternative classification allowed in some situations; the elections differ for US and foreign entities. Treas. Reg. § 1.7701-2.
(iii) State law classification of entities as corporations, partnerships, trusts, etc. is technically irrelevant for federal tax purposes, except that (1) if state law applies the term “corporation” to an entity, it is always a corporation for federal tax purposes, and (2) state and federal tax classification are usually the same.
II. Residence of Individuals and Corporations

Assignment: Read §§ 8-11 AO; I.R.C. §7701(2). Tait v. Cook; Barba v. US. 
1. Residence

a. Residence under German Law
For German income tax purposes, a corporation or similar entity has unlimited tax liability in Germany if its legal situs (Sitz, § 11 AO) or management (Geschäftsleitung, § 10 AO) is in Germany.  These two characteristics, legal situs and place of management, play a similar role to those played for individuals by residence and usual abode in Germany. A natural person (individual) with a residence (Wohnsitz, § 8 AO) or “habitual abode”
˜ (gewöhnlicher Aufenthalt, § 9 AO) in Germany has unlimited tax liability (unbeschränkte Steuerpflicht) or, in other words, is taxable on his/her income from all sources.  § 1 Abs. 1 EStG. 

(The US rule on the taxation of residents is different.  As mentioned in Class 1, US tax law subjects residents and all US citizens, whether resident in the US or not, to full tax liability, with the obligation to file tax returns.  Residence for juridical entities, such as corporations, partnerships and limited liability companies, is in the jurisdiction (area of legal authority) under whose laws the entity was formed or is now recognized as an entity, regardless of where the members of its Geschäftsleitung reside.)
German tax law defines the residence (Wohnsitz) of an individual in § 8 AO as “where [the individual] occupies a dwelling under circumstances from which it can be concluded that he/she will maintain and use this dwelling.” 

A person has his/her habitual abode (gewöhnlicher Aufenthalt) where he/she stays under circumstances from which it can be recognized that he/she is not a transient there, and is there for more than six months of the year in question, other than for a visit (Besuch), convalescence (Erholung), health-related regimen (Kur), or similar purposes. 
Two presumptions apply.

Under US tax law, residence and habitual abode are not treated or analyzed separately, as will be also be obvious from Code § 7701(b) infra.  (Under US law, “domicile,” a concept related to habitual abode, is used instead of “residence” for certain non-tax purposes, e.g., in determining whether a person has the right to sue or can be sued in the federal courts of a given federal district.)
Residents of Germany – individuals with habitual abode in Germany and juridical entities that are regarded as resident in Germany – are subject to unlimited tax liability in Germany.  Others have limited tax liability (beschränkte Steuerpflicht) in Germany. This means that they are taxable at most only on income of the kinds listed in detail in EstG § 49.  This detailed list can be described as containing the German source rules for international tax purposes. (These are comparable with the US source rules found in Code §§ 861-865, although there are differences. But under US law, tax liability can be more or less limited for nonresident, non-citizens, as will be explain in Section III. infra.) Regardless of whether an individual’s home or usual place of residence is in Germany, he or she has unlimited liability (unbeschränkte Steuerpflicht) if:

· The individual is a German citizen who has been sent abroad in the service of a German legal entity (such as a company) and are being paid for this from a German source. This unlimited liability applies only if the taxpayer is only liable in the country of residence to taxation equivalent in scope to the German concept of limited liability. This so-called extended unlimited liability applies also to German citizens in the individual’s family who either have no income or only income, which is liable to tax in Germany, or

· The individual applies to have unlimited liability in Germany and nearly all of his or her income is in Germany; to be eligible to apply for such optional unlimited liability, at least 90% of the individual’s income must be subject to German taxation, or the individual’s income that is not normally liable to German tax does not exceed 6,136 € in the calendar year. This income level may be reduced for countries of residence that impose tax liability themselves on lower levels of nonresidents’ service income.

b. Residence Under US Tax Law


The US Code first speaks as if everyone and every entity in the world were subject to US taxation and then creates exceptions for nonresidents.  In §§ 1 and 11, a tax is imposed on taxable income, and so this could be income from a non-US source.  §§ 872 and 882, however, expressly state that an income tax is imposed only on the income of nonresidents if §§ 871 or 881 classify the income as taxable, and both of those sections impose income tax only from US sources.  

A corporation or partnership is a US resident if it is organized under the laws of any of the sub-national states. Where the management or directors of the entity reside has no effect on the entity’s residence.

US tax law determines the residence of individuals in a relatively mechanical way under the “substantial presence” test of Code § 7701(b).  Section 7701(b) actually contains both a “hard” and a “soft” version of the rule.  The hard or inflexible part classifies a person as a resident of the US for a given year if he/she spent 183 days or more in the US.  For this purpose, 1/3 of the number of days the person spent in the US the previous year, and 1/6 of those for the year before that, are added to the number of days actually spent in the US for the year in question.


Example:  Jones actually spends only 143 days in the US in 2008, but Jones spent 90 days in the US in 2007, and 30 days there in 2006.  When we add 1/3 of the 90 days from 2007, and 1/6 of the 30 days from 2006, to the 143 from 2008, the total is 183.  Hence, Jones is a US resident for 2008.  The deemed number of days for 2008, 183, is the number of which one-third are added to actual days spent in the US in 2009 in determining whether Jones is a US resident in 2009.

The flexible core of the “substantial presence” test is found in section 7701(b)(2)(B) – labeled “Last Year of Residence”. A person with stronger ties to another country than the US is not regarded as a resident at all, no matter how many days he/she spends in the US, if he/she is not at all in the US the following year.  Obviously, this soft test may classify many people as nonresidents, who would otherwise not meet the 183-day test (we will ignore the details of these exceptions).
Section 7701(b) makes exceptions for many people who are present in the US for limited purposes, such as diplomats, teachers, students, researchers, and noncitizens who are already in the US when they fall ill and are unable to leave the country for that reason.
2. Cases 

a. The following is one of the earliest Supreme Court decisions on the matter of the jurisdiction of the US to tax nonresident citizens. The holding rests in part on the Due Process Clause of the Constitution.

Cook v. Tait, 265 U.S. 47 (1924)
Facts: Cook, a US citizen, resisted the IRS’s assertion of the right to tax him on his income, because he resided exclusively in Mexico and had no property in the territory of the United States.

Could the US tax his income and if so on what source of legal authority?

Held: The US could indeed tax Cook on the basis of its inherent authority as a sovereign. The Court did not explain its reasoning in detail, but apparently it considered this inherent authority capable of overriding any Due Process objections.
b. Barba illustrates one of the main consequences of nonresidence.  A nonresident is neither required nor allowed to file a tax return for US-source income that is not effectively connected with a trade or business in the US.  We study this “effectively connected” requirement later in more detail.  For now, consider only the consequences of “flat taxation” of certain nonresident’s US income.

Barba v. US, 2 Ct. Cl. 674 (1983)

Facts:  Mexican citizen Barba had substantial gambling winnings at casinos in the US. He claimed to have even greater gambling losses in the US during the year in question.  The casinos withheld on the winnings.  He argued he should be allowed to take the gambling losses as an offset.

Held: The gambling losses are not deductible from the “amount paid” because they weren’t part of the same transaction.  Court also rejects his argument that the income was not subject to withholding at all, because it wasn’t fixed or determinable.  The court concluded, as in Wodehouse, that the fancy language of § 861(a) is not to be taken literally – “fixed or determinable, annual or periodic income” only describes income against which deductions are not usually available, and by limiting the taxation of such income to a flat rate on the gross amount, this section denies the nonresident the chance of taking any deductions, even those that might under rare circumstances be allowed to a similarly situated US resident or citizen.
Note: We are getting ahead of ourselves by learning about the contrast between flat-rate withholding of tax on nonresidents’ US-source income, when that income is not effectively connected with a US trade or business (ECTBI), and comprehensive taxation of income net of deductions, with the requirement that a tax return be filed, for ECTBI. We study this difference in detail in Section VI infra. 

III. Source Rules

1. US Source Rules
Read Code §§ 861(a), 865(a) and (d); Comm’r v. Piedras Negras Broadcasting Co., Comm’r v. Wodehouse, PLR 7808038, Bank of America v. U.S., Iglesias v. U.S., and Casa de la Jolla Park, Inc. v. Comm’r.
a. The source of payment for personal services (labor, consulting, etc.)
(i) The main source rules that we have considered so far are those in § 861(a)(3) and (4), which tell us that compensation (a commonly used legal synonym for “payment”) for services performed in the US and rents or royalties for property used in the US have a US source.


Obviously, whether manual labor is performed by a human being in or outside the country is never ambiguous. But services are not confined to manual labor performed by people. They include consulting of all sorts (e.g., legal or accounting services, business planning, and advertising design).
When the services are not physical, location becomes problematic and is treated as a matter for common-law interpretation. The following case illustrates this point.

Comm’r v. Piedras Negras Broadcasting Co., 127 F.2d 260 (5th Cir. 1942) 
Facts: Piedras was a Mexican company that operated a broadcasting station near the 
U.S./Mexican boarder. Piedras made money by charging for advertising on its radio 
station and by renting its broadcasting facilities to customers. About 95% of advertising income came from American advertisers. All of Piedras’s contracts were 
entered into in Mexico. All services under these contracts were performed in Mexico. Customers of Piedras sent their payments to a U.S. mailing address. Piedras rented ahotel room in Texas where employees counted these payments. Piedras had bank accounts in both the U.S. and Mexico.  Did Piedras derive any income from sources within the U.S. subject to taxation by the United States?

Held: No, because the services were entirely performed in Mexico, but one judge dissented on the grounds that the services were performed in the US – through the airwaves.
(ii) The source of income from the use of property

The source of income from the use of property is like that for the source of income from personal services.


In US law any payment for the use of property, whether moveable of immoveable, is usually referred to as “rent.” “Royalties” refers to payment for the use of just certain types of property, including patents, copyrights, and certain other intangibles. For our purposes, the difference between rents and royalties is unimportant; both are types of payment for the use of property.

b. The source of income from the sale of personal property (Mobilien) other than inventory

In general, gains from the sale of moveable or personal property have the source at the owner/seller’s residence. Sales of inventory are an important exception to this rule, and we discuss the source of income from inventory sales later, in section VI below. See I.R.C. §§ 861(b)(6), 862(b)(6) & 863. 

By the way, you may wonder why the source rule for such property is not in section 861(a), alongside the other principal source rules. Briefly, the sale of inventory, i.e., property of a kind that is regularly sold by a business, yields income that is and should be treated in the same way as a business’s sale of services, because the distinction in other respects between service and inventory-based businesses is hard to draw and has no other major tax consequences. Property used in a business is very different. A taxpayer operating a business is entitled to deduct a part of the original investment (called “basis” = steuerlicher Buchwert) for each year the property is used in the business. The details of depreciation are given in Code §§ 167-168 and the regs for these sections, which we will not study in further detail. When such property is sold, the gain may be divided into two amounts that are taxed at different rates (so-called “recapture” income, which is ordinary and taxed at the highest rates, and § 1231 gain, which is taxed at capital-gain rates, currently never higher than 15%).

The general rule of section 865(a) is restricted for sales of intangible property (all intangible property is treated as personal property).


Section 897 creates another important exception to the general source rule for sales of nonresident-owned US real property. A nonresident seller of US real property can elect to have any such sale treated as effectively connected with the conduct of a trade or business in the US. The election, if may, makes the income from the sale is ECTBI and the seller must file a US tax return, with the potential advantage of deductions that reduce the amount of taxable income, but with the potential disadvantage from the nonresident’s perspective of revealing identifying information about himself, herself, or itself. The election remains in effect for the nonresident for later years, unless the IRS grants permission for the election to be revoked. If the nonresident seller does not make the election under section 871(d), the proceeds of the sale of US real property is subject to 10% withholding under section 1445, which must be withheld by the US person that makes the payment to the nonresident. 

The unfortunate truth is that many investors in US real property are extremely reluctant to make themselves known to the US government, perhaps out of fear that tax authorities or the public in their home countries will learn that they are investing substantial sums abroad. 

c. The source of dividends or interest

(i) Basic source rules. What are “dividends” and “interest” under US tax law?  Dividend has a slightly narrower definition for US tax purposes than it may have in common usage.  Under Code § 316 (not included in your selected Code sections), a dividend is any payment by a corporation to a shareholder “with respect to its stock” that is made out of “earnings and profits”.  The term “earnings and profits” need not concern us in detail, but it is useful to know that this corresponds roughly to the retained earnings of the corporation in an economic, i.e., not as those earnings might be adjusted for tax calculation purposes; hence, for example, “earnings and profits” are not reduced by depreciation deductions that are accelerated for tax purposes in order to stimulate the economy.  Usually, though, every corporation that pays dividends has sufficient earnings and profits to cover the distribution (Ausschüttung) to its shareholders.

Dividends and interest have their source generally where the payor resides.  These are the basic rules of Code § 861(a)(1) and (2). Thus, interest paid by a US debtor on a loan from a nonresident noncitizen who resides in Germany has a US source; similarly, a dividend paid by a US corporation on a share of stock owned by a nonresident noncitizen who resides in Germany has a US source.

Note the exception for interest on deposits of banks doing business abroad. If a US bank were taxable on the income it earned from deposits in a country that also taxes interest on deposits, double taxation might result. This exception is intended only to avoid that burdensome result.


The source rules for interest and dividends are subject to exceptions, called “look through” rules, in Code § 861(a)(1) and (2).  For dividends, there is a “look through” rule concerning dividends of nonresident corporations. It classifies their dividends as US-source unless less than 25 percent of the gross income from all sources of such foreign corporation for the 3-year period ending with the close of its taxable year preceding the declaration of such dividends (or for such part of such period as the corporation has been in existence) was effectively connected (or treated as effectively connected other than income described in section 884(d)(2)) with the conduct of a trade or business within the United States. (A further restriction on foreign corporation’s dividends exists for dividends paid by nonresident corporations to US resident corporations; this exception must rarely apply, because US corporate shareholders would normally prefer not to receive such dividends.)

The “look through” rule for interest is similar, though it makes a greater percentage of foreign activity decisive for non-US classification. Under § 861(a)(1), interest paid to a nonresident individual or corporation, if described in § 861(c)(1), does not have a US source.  This is interest paid by an individual or corporation if at least 80 percent of the gross income from all sources of such individual or corporation for the testing period is active foreign business income. Code § 871(e)(3). There is a slight explanation of what constitutes active foreign business activity, but let’s assume for the moment that this is obvious. (It is inexcusable that Congress inserts the “look through” rule for interest in a different section than that for dividends. Code § 861(a)(2)(C).)
Another “look through” rule in § 861(a)(1)(B) assigns a foreign source to interest paid by foreign commercial banking branches of US resident commercial banks and for foreign branches of corporations and for US partnerships that primarily conduct business outside the US.
(ii) Other aspects of US tax law relevant to dividends and interest. Interest and dividends are related in a peculiar way, however, because shareholders can either contribute money or property to the capital of the corporation, in which case the shareholders have exchanged the contributed property for a bigger share in the corporation’s “equity”, or they can lend to the corporation.  In either case, the corporation has the money or property at its disposal and can use that capital in any way it pleases.

Under US tax law, dividends cannot be deducted by the corporation that pays them, whereas interest can be deducted.  Code § 163 (deductibility of interest); no Code section on deducting dividends.  This is not quite the whole story, because corporations can receive dividends from other corporations partly or entirely tax-free.  Importantly, dividends received by a corporation from a subsidiary (a corporation the recipient corporation controls by 80% or more) are completely tax-free.

It is useful to consider further the “debt/equity” and “thin capitalization” problems. Individual shareholders are now taxed on most dividends under Code § 1(h) at a rate equivalent to that on capital gains.  Corporate shareholders of other corporations are taxed on dividends at lower than ordinary-income tax rates.  Still, interest is fully deducible in most instances by a corporate payor, and so the net tax burden on corporate earnings paid to shareholders as interest is lower than or at least as low as the tax burden on earnings paid to shareholders as dividends.

In the past, when dividends and interest received by shareholders were taxed at the same rates – both were ordinary income – the deductibility of interest paid by a corporation to a shareholder and the non-deductibility of dividends created a huge incentive for corporations to disguise what were really dividends as interest payments.  There are many older cases dealing with the “recharacterization” of alleged interest payments as “constructive dividends”, usually based on a variety of factors that cannot easily be summarized or reduced to a simple test.  The constructive dividend analysis has ceased to be very important, however, now that a shareholder who receives dividends pays a lower rate of tax on them (essentially, the capital gain rate) than the recipient of interest pays (ordinary income rates), while the corporate payor is allowed to deduct the interest entirely, because Code § 163(j) rarely applies, and cannot deduct the dividends.  The smaller spread between the combined effects of the corporate and shareholder tax treatments reduces the tax benefit of disguising a dividend as interest.

In fact, only publicly traded corporations in the US face a separate tax on their earnings, so that only their dividends may even possibly be “double-taxed”, i.e., subject to tax at the corporate level and again at the shareholder level, if and when a dividend is paid. Also relevant is the fact that these same large corporations, whose stock is generally traded on public stock markets, to pay little or none of their earnings to their shareholders as dividends. Code § 531 threatens corporations with a tax on unreasonably retained earnings, but the IRS almost never assesses this tax against even the most conspicuous accumulations of retained earnings.  

In other countries, such as Germany, there is a greater concern about the distinction between interest and dividends, because it is not so unusual for shareholders to receive a big share of a corporation’s earnings as dividends, and because dividends are generally gewerbliche Einkünfte. Germany regularly classifies interest paid, e.g., by a Personengesellschaft as gewerbliche Einkünfte as well, in order to curb the tendence of corporations and shareholders to disguise dividends as interest, i.e., to claim that a corporate distribution is interest in order to avoid the additional Gewerbesteuer on the distribution.

Code § 163(j) denies a corporation the right to deduct interest if the interest is paid to a 5% shareholder and the ratio of the corporation’s debt to equity is greater than 3:1.  But this provision virtually never matters, because few corporations that are taxed separately at the corporate level (there are others that are taxed as partnerships) have 5% shareholders; this is because they are publicly traded.  It is interesting to wonder what will happen to those large banks that are now largely owned by the government: will they be allowed to deduct interest they pay the government?  Section 163(j) will probably be amended to allow this.

The rationale of the dividends and interest source rules is clearly something to do with where the money used to pay the dividends or interest was earned.  Dividends from a US or foreign corporation are deemed to come from a US source, unless the look-through rule applies, and it has to do with how much of a foreign corporation’s activities are from non-US activities.

Similarly, interest is treated as if it was earned by the debtor, except for offshore activities of foreign branches of US banks and other entities.

This “activity” focus may not be obvious at first, but it recalls the analysis of the “trade or business” in Piedras Negras Broadcasting, the case of the Mexican radio station that made its money primarily by broadcasting advertising into the US.  That was a case in which the location of the trade or business depended on where the activity took place that earned the income of the nonresident broadcasting company. Before considering our first case, note the following administrative ruling.
d. Effectively Connected Trade or Business Income (ECTBI)

(i) ECTBI and the alternative US methods of taxing nonresidents’ income.  
One respect in which it is important for US international tax purposes to distinguish business from other profit-oriented activity concerns the two methods by which the US-source income of nonresident noncitizens is taxed. If US-source income of a nonresident noncitizen is “effectively connected with a trade or business in the United States” (ECTBI) – this language is used in Code §§ 871(a) and 881(a) – the nonresident must file a US tax return and may claim deductions and other adjustments that are allowed to US taxpayers in general. 
Effectively connected income is taxed at the same individual or corporation rates that apply to citizens and residents. As fairness dictates, they are taxed only on their net income from the US trade or business – that is why deductions allocable to that income are allowed. Sections 873(a) and 882(c)(1)(A).
For US-source income of a nonresident noncitizen that is not “effectively connected” (this is another abbreviation we often use for “effectively connected with a trade or business in the United States”), sections 1441 and 1442 require the US payor of the item of income to withhold tax on it at a rate of 30%, unless a treaty lowers or eliminates the withholding requirement. The nonresident subject to this withholding is neither required nor allowed in most cases to file a US tax return.  The nonresident therefore cannot claim deductions for expenses associated with earning the income.  As we saw in Wodehouse, however, the main reason for flat-rate withholding on gross income, when it applies, is that deductions would not in virtually any situation be allowed to a US resident who earned such income.  Barba illustrates that this is not always true (there a Mexican resident was not allowed to deduct gambling losses from gambling winnings, as a US resident could have done, because the gambling winnings were not effectively connected with a US trade or business).

(ii) Trade or business. Code § 162 and many other Code sections use the phrase “trade or business” without defining it. The courts that have interpreted the phrase have also not taken the opportunity to provide a clear standard for applying it. For most purposes, however, US tax courts and lawyers are usually confident that they know whether something is a trade or business. The IRS says, in an informal publication that does not have the weight of an administrative ruling, that:

Special rules apply if you are a trader in securities, in the business of buying and selling securities for your own account. To be engaged in business as a trader in securities, you must meet all of the following conditions:

    You must seek to profit from daily market movements in the prices of securities and not from dividends, interest, or capital appreciation.

    Your activity must be substantial, and

    You must carry on the activity with continuity and regularity.

The following facts and circumstances should be considered in determining if your activity is a securities trading business:

    Typical holding periods for securities bought and sold.

    The frequency and dollar amount of your trades during the year.

    The extent to which you pursue the activity to produce income for a 


livelihood, and

    The amount of time you devote to the activity.

If the nature of your trading activities does not qualify as a business, you are considered an investor, and not a trader. It does not matter whether you call yourself a trader or a "day trader." Further, a taxpayer may be a trader in some securities and hold other securities for investment. The special rules for traders do not apply to the securities held for investment. A trader must keep detailed records to distinguish the securities held for investment from the securities in the trading business. The securities held for investment must be identified as such in the trader's records on the day he or she acquires them (for example, by holding them in a separate brokerage account).
IRS Tax Topic 429 (2011), Information for Form 1040 Filers.

(iii) Sales of US real property. There is an exception to the strict rule that limits nonresidents to either the withholding regime or the filing of a full tax return for their ECTBI. Nonresidents who are deemed to have ECTBI when they sell US real property interests; these nonresidents can elect to file the return for the year of the sale and amended returns for previous years as if all their income for those years had been ECTBI; they can therefore reduce the taxable amount with any deductions allowable to US trades or businesses. The 30 percent withholding tax is also reduced or eliminated by most bilateral income tax treaties with the United States.
(iv) The Portfolio Interest Exception. A “portfolio interest” exemption from the withholding requirement exists for any nonresident who receives interest on an obligation of a US person (individual or corporation, if the nonresident payee is not a 10 % shareholder of the payor. Sections 871(h) and 871(c). This does not apply to interest that is effectively connected with a U.S. trade or business. It is often unclear whether a lender is engaged in a US trade or business by virtue of its lending activities. 
(v) The Branch Profits Tax. Section 884 imposes a tax on the income of US branch operations of a nonresident corporation, equal to 30% of the “effectively connected earnings and profits” of the branch. This amount, whose calculation is set forth in detail in § 884(b), is a “dividend equivalent amount.” As the phrase suggests, the purpose of the branch profits tax is to treat any nonresident corporation’s business operations in the US that rise to the level of a trade or business, as if these operations belonged to a US corporation that is wholly owned by that nonresident corporation. The tax is not levied on the branch operation’s ECTBI, which would be computed in the same way as net taxable income, but instead on its effectively connected earnings and profits, a term roughly equivalent to “economic income” but more fully explained brief in this Section III.1.c(i) supra and in Section VII.3.b infra.
e. Cases and ruling on the dividend and interest source rules

Comm’r v. Wodehouse, 337 U.S. 369 (1949)
Facts: P.G. Wodehouse, a British expatriot living in France during WWII, who had previously been a very successful novelist and writer of musicals in the US, “sold” a book and several stories to US publishers, retaining the right to use them at his own discretion, within certain limitations. He claimed that he was not taxable on the income from these works, because the income had a non-US source, i.e., his residence. 

Held: The “sales” proceeds had a US source because Wodehouse had merely received payment for the use of his intellectual property but retained the ownership of this property.

PLR 7808038 (Nov. 24, 1977)

A foreign bank had a branch in the US.  It also had a subsidiary in a different country from the parent and not in the US.  The subsidiary charged a “commitment fee” of .25% ($125,000) to the US branch for a $50 million line of credit.  If the branch actually borrowed money (“used” or “drew down” the line of credit), it paid interest in addition to the commitment fee.  The fee was not refundable, even if the line of credit wasn’t used.  The foreign bank asked the IRS for an advance ruling whether the commitment fee was interest or compensation for services.  If it was the latter, where were the services rendered?  What source did the income then have?  Was there any ECTI?

The IRS rules that the commitment fee was payment for services rendered outside the US, hence foreign source, hence no ECTI.

Because the commitment fee is compensation for services of the foreign subsidiary of the foreign bank, this income has its source where the sub is resident.  The fee cannot be either fixed or determinable US-source income or effectively connected US-source trade-or-business income.   Therefore, the foreign bank’s branch operation in the US is not required to withhold the § 881 flat tax, and the foreign subsidiary, which renders the service where it is located, not in the US, does not have to pay US tax on this service income, as it would if the income were effectively connected US-source income.


Bank of Am. v. U.S., 680 F.2d 142 (Ct. Cl. 1982)

Facts:  The bank, a US corporation, received three kinds of commissions from foreign banks in connection with letters of credit and other financial instruments issued by these foreign banks to enable US exporters to complete sales abroad: (1) acceptance fees, (2) confirmation fees, and (3) negotiation fees.  Acceptance commissions were for the US bank’s acceptance (backing) of usance letters of credit (promising future payment) or for drafts on lines of credit to the foreign bank.  Confirmation commissions were for advising a letter of credit and committing the US bank to pay a sight draft when the terms of the letter were met.  Negotiation commissions, higher than the acceptance or confirmation fees, were for checking the documents a US payee presented to determine whether they met the conditions of the letter of credit.  The bank required negotiation commissions to be paid whenever a confirmation was to be given, and the negotiation fee was incurred before the confirmation fee, which could be waived if the foreign bank pre-paid the amount to be disbursed by the US bank to the exporter.  The bank also “advised” US exporters of letters of credit issued by foreign banks, taking no responsibility for paying the letters, but charged no fee for this.  The trial court held all the commissions were foreign source.

Held: All but the negotiation commissions were foreign source, but the latter were for separate services performed in the US and hence were US source.  The other commissions were for loans to foreign debtors, hence the source of the income was where the debtor resided.  (The source issues matter for the foreign tax credit.)


Compare this case with one in which a US surety issues a bond for a foreign contractor who will work on a US construction project.  The bond is like a letter of credit, except that the surety has the right to pay all claims on the bond and hold the contractor liable for them as an indemnitor (indemnity agreements are usually executed as separate contracts but at the same time as, and as a condition of, issuance of the bond.)  Part of the surety’s task is to check the contractor’s ability to do the job, but also to check the terms of the construction contract for reasonableness.  The surety can also step in and absolve itself from the bond by taking over the contract if the contractor defaults.

Iglesias v. U.S., 658 F.Supp. 856 (S.D.N.Y. 1987)

Facts:  Iglesias, a Bolivian citizen, gave shares of a Netherlands Antilles’ mutual fund (NAMF) to US resident Citibank as security or collateral for a business loan to be used by Iglesias’s family’s corporation in Bolivia. Citibank wrongfully sold the shares. Iglesias successfully sued Citibank to recover the value of the shares.  The court awarded Iglesias, in addition to the value of the shares, $106,429.91 as prejudgment interest. (This is interest paid as part of the court-awarded damages [Schadensersatz]; it is intended to compensate the plaintiff for what he/she would have earned by investing the principal amount of the judgment, if it had been under his/her control during the legal proceeding.) Under protest, plaintiff paid United States income tax of $47,928.97 on the interest portion of the judgment, and simultaneously applied for a refund.
The government argued that the interest was literally paid by a US debtor (Citibank) and therefore had a US source.  The plaintiff argued that the prejudgment interest was compensation for the dividends the NAMP shares would have paid to Iglesias, if the bank had not wrongfully sold the shares.

Held: The prejudgment interest was not US-source income. The court emphasized that the wrongful act of the defendant Citibank should not subject the plaintiff Iglesias to a tax he would not otherwise have owed.  The court also noted that neither Code § 861(a)(1) nor the regulations under that section Treas. Reg. § 1.861-2(a)(1) expressly stated that prejudgment interest in a situation like this has its source where the debtor resides.  The court distinguished an earlier case, Commissioner v. Raphael, 133 F.2d 442 (9th Cir.), cert. den.,320 U.S. 735 (1943), that held prejudgment interest to have a US source, when the dispute was over US real property, because the income from that property would have been taxable in the US and was not “tax exempt” as was the income from the NAMF shares in this case.

[Comment: Note that the case does not discuss the argument that the interest should have a US source because the US activity of the debtor Citibank earned that interest with the property of the creditor Iglesias.]

Casa De La Jolla Park, Inc. v. Comm’r, 94 T.C. 384 (1990)

Facts : Marshall, a Canadian citizen and nonresident of the United States, was president of a company called Blake Resources. He was approached by a company called Versatyme, which was interested in buying property located in California and building time share units on it. Marshall agreed to buy and help develop the property. Marshall formed a corporation called DJBM. Using shares of Blake Resources as collateral, he borrowed $1,000,000 from a bank, and used the money to buy DJBM shares. DJBM then used the $1,000,000 to buy the property. 

After DJBM bought the property, Marshall gave Versatyme the option to buy DJBM. Versatyme promised to pay Marshall for DJBM, but was ultimately unable to do so. Marshall formed another corporation called Casa de La Jolla Park, which got all of Versatyme’s rights to the property. As a result, all net proceeds from the time share units went to Casa de La Jolla Park. Eventually, Blake Resources went into bankruptcy. The bank that held Marshall’s shares of Blake Resources as collateral wanted additional guarantees from Marshall that he would be able to repay his $1,000,000 loan. Marshall therefore allowed the bank to take the net proceeds from the time share units, which ordinarily would have gone to Casa de La Jolla Park.  Ultimately, his Canadian bank insisted that sales proceeds from the time share sales be directed by his US sub to the Canadian bank.  The US sub argued he was not subject to withholding on interest, because the US sub was not the agent for paying the money and because the US sub never had control of it.

Held:  The US sub was obligated to withhold tax on the proceeds from the sale of the time-share units.  It did have control of the money it had to pay over to the Canadian bank and was therefore in “constructive receipt” of that money for purposes of the withholding obligation.  [The court emphasized that it had been Marshall’s decision to offer the Canadian bank the proceeds from the time-share unit sales in order to satisfy the bank’s demands for security.]  The money was indeed interest.

f. Special Problems as to the Source of Interest

Interest paid on an obligation concerning income that is not interest, e.g., dividends or property sale proceeds, may be treated as having a source where the debtor lives or where the other income has its source (Casa de la Jolla).

Example: (1) Rumanian resident J, who is not a US citizen, buys US real property and borrows $100,000 from a US bank, giving the bank a mortgage on the real property.  J fails to pay back the loan as required by the agreement.  The bank forecloses on the mortgage (this means, the bank persuades a court to transfer the title of the property to it).

Under Code § 874 (part of FIRPTA), J is treated as having sold the US real property, and the sale proceeds are deemed ECTBI under § 874.  Hence, J has to pay tax on the gain, if any, from the sale of the property.  This is so even though J has paid the interest obligation to the US bank by the court-ordered transfer of the real property to the bank.
(2) Review the example on page 6 supra.
As mentioned above, the US Code first speaks as if everyone and every entity in the world were subject to US taxation and then creates exceptions for nonresidents.  In §§ 1 and 11, a tax is imposed on taxable income, and so this could be income with a non-US source.  Code §§ 872 and 882 expressly state that an income tax is imposed only on the income of nonresidents if the income is expressly made taxable in §§ 871 or 881 – and both of those sections impose income tax only on US-source income.  

2. German source rules

The international income source rules of German tax law are found mainly in §§ 34c and 34d EStG, which respectively provide a credit for taxes paid by taxpayers with unlimited tax liability on non-German source income and define such income, and in § 49 EStG, which lists the types (sources) of income on which taxpayers with limited tax liability must pay tax.  These lists of German and non-German-source income types is parallel to the list of basic types of income in § 2 EStG.  

a. Income from services and property

Income from employment (nicht selbständige Arbeit) and income from certain professional occupations (Freiberufe) have their source where the employment or professional work is done. As will be discussed further below, income of these two kinds, however, can be subject to the tax on an individual with limited tax liability (mit beschränkter Steuerpflicht).  § 49 Abs. 1(3) and (4) EStG.
(US tax law makes a distinction like that for beschränkte Steuerpflicht by negative implication.  The US income tax is imposed, as it were, on everyone except for those persons and entities for which exceptions are expressly made. Resident noncitizens (or “resident aliens” as the Code calls them) are therefore fully taxable in the US.  They must file tax returns declaring all their income, regardless of whether it has a US or a non-US source, just as US citizens must, whether resident in the US or not.  On the contrary, the Code excludes all non-US-source income of nonresidents from (US) taxable income.  So the organization seems a little roundabout, but it comes out roughly the same as that of German tax law (and the income tax law of the vast majority of countries):  US citizens and resident noncitizens have something like unlimited tax liability; nonresidents who are noncitizens have limited tax liability – it is limited to their US-source income.  A qualification: “income effectively connected with a trade or business in the US” may include certain items of non-US source income because they happen to be closely associated with the rest of the trade or business in question.  In this narrow sense, some non-US-source income of nonresident noncitizens may be taxed in the US.  See this Section III.2.e(ii) and Section V infra.)

b. Interest 
Interest income is not treated as a discrete type of income but is a kind of income from capital (Einkünften aus Kapitalvermögen) like dividends. The lack of a distinction in this regard under German law is in part a reflection of the fact that German corporate income is reduced by dividends paid just as it is by the amount of any interest paid, whereas interest but not dividends reduce corporate income for US tax purposes. 

German tax law does treat the distinction between debt and equity as very important.  Under § 20 EStG, a German entity can only distribute a dividend if it has earnings in excess of its stated capital (Unternehmenswert).  For example, a German GmbH with stated capital (capital contributed by its owners) of 100 and total assets on hand of 150 could distribute no more than 50 in dividends.  German law also recognizes the possibility of disguised or constructive dividends (verdeckte Gewinnausschüttungen).  

§ 20 Abs. 1 Nm. 1 (“Zu den sonstigen Bezüge gehören § 8 Abs. 5 Satz 2 KStG.

Example: A German corporation (Aktiengesellschaft) provides materials and workers to build a house for its principal shareholder.  The value of the materials and labor is a disguised dividend that must be included in the shareholder’s income.

c. Dividends

The amount available for distribution as a dividend is defined as “gain” (Gewinn) in § 4 Abs. 1 EstG as the difference between the worth of the enterprise (Betriebsvermögen oder Unternehmenswert) at the end of a fiscal year and the worth of the same enterprise at the end of the previous fiscal year, increased by the value of any reserves (Entnahmen) and reduced by the value of stated capital (Einlagen).

Dividends are classified as income from capital (Einkünften aus Kapitalvermögen) in § 20 Abs. 1 Nm. 1, and interest is so classified in § 20 Abs. 1, Nm. 5.  

Non-German source income includes dividends (Einkünfte aus Kapitalvermögen) if the payor’s (Schuldners) residence, day-to-day management and situs are in another country or the Kapitalvermögen is secured by foreign real property.  §34d Nr. 6 EstG.  (Kapitalvermögen is probably best translated into English as “income from capital”, hence dividends in the technical sense defined in Code § 316, which excludes from dividends those payments that are only re-distributions of previously contributed capital of a corporation and not income from that contributed capital, as well as interest on loans.)

Limited tax liability for nonresidents exists in Germany as to German-source dividends (Einkünfte aus Kapitalvermögen).  § 49 Nr. 5 EstG.  The parallel provision in US law is Code § 861(a)(2).

Notice that § 49 Abs. 5 lit. c includes in German-source income any income from contributed capital (dividends in the narrow sense) that is secured by German real property.  Whether there is a security interest is determined in formal manner rather than by factual scrutiny of the economic reality of whether the security interest is actually relied on.

Interest on a loan is also income from capital.  Under § 34d  Abs. 6, interest has a German source if the debtor’s residence, day-to-day management or situs is in another country or the capital is secured by foreign real property.  Hence, interest paid by a German resident is always German-source.  The recipient, however, can have limited or unlimited tax liability for interest received.
d. Examples of income from capital (Einkünfte aus Kapitalvermögen)

German citizen D holds stock in Alligator-AG, a corporation organized under German law with its residence in the Cayman Islands.  Alligator-AG manufactures computers.  The board of directors of the corporation consists of three Swiss citizens who live in Switzerland and have board meetings there.  The officers of the corporation B, L and P live in Berlin, Lond and Paris.  They run the business of the corporation by videoconference from their homes in Kleinmachnow, Purley and La Celle St. Cloud.

In 2008 D buys a computer from Alligator with a shareholder discount of 20%, hence, for € 800 instead of € 1000.  In shops the computer would usually sell to ordinary customers at a 5% discount.

D also receives a dividend of € 300 in 2008.  What are the tax consequences for D in Germany?

Answer: If D is a German resident, D has unlimited tax liability for income from German sources.  His dividends from Alligator are from a German source, despite the non-German situs (Cayman Islands) of the corporation and the non-German location of the board of directors and their meetings, because the German tax courts have held that a corporation can have its day-to-day management (Geschäftsleitung) in several different countries at the same time, when the members of the management team are resident in several different countries.  Here one of the regular managers is resident in Germany.  Hence, the dividends D receives have a German source. §34d Nr. 6 EstG. The amount of the dividends is the sum of the explicit dividend € 300 and the constructive dividend of € 150, the difference between the usual retail sale price of the computer D purchased from Alligator and the price he paid.

e. Business Profits

Business profits.  Betriebstätte, ständiger Vertreter. §§ 12, 13 AO, § 34d Nr. 2, § 49 Abs. 1 Nr. 2 EStG 
(i) Section 34d (Ausländische Einkünfte) provides some guidance for distinguishing the source of foreign-source income.  The two basic kinds of personal service are employment (nicht selbständige Arbeit) and self-employment (selbständige Arbeit).  Section 34d Abs. 3 says that self-employment income that is performed (ausgeübt) or is or has been evaluated (verwertet wird or worden ist) in a foreign country is non-German source.  Similarly, § 34d, in particular, § 34d Abs. 2, says that foreign-source income includes income from a business operation (Gewerbebetrieb) that is


(a) a permanent establishment located in another country or through a regular representative or agent active in a foreign country [and certain other items of the types listed in § 34c Abs. 1, 2, 6, 7, and 8;


(b) a surety and bank operation if the debtor’s residence, corporate management or corporate situs are in a foreign country;


(c) the operation of one’s own or chartered vessels or aircraft traveling between foreign harbors or airports or from foreign to German harbors or airports, including the income from other related foreign travel.

In German income tax law, the difference between business income (gewerbliche Einkünfte) and other income is important, because an extra tax (Gewerbesteuer), in addition to the income tax, is imposed on such income.  The business tax revenue goes to the localities (Gemeinde) in which the businesses in question are located.  This additional tax liability for business income also applies to the taxable income of nonresidents with limited tax liability (mit beschränkter Steuerpflicht) under § 49.  (SGU: there is nothing quite like the Gewerbesteuer in the US, but the difference between business and other income is important in the US for other reasons.  See below.)

Income from employment (nicht selbständige Arbeit) is not business income.  Neither is income from certain professional occupations (Freiberufe).  Income of these two kinds, however, can be subject to the tax on an individual with limited tax liability (mit beschränkter Steuerpflicht).  § 49 Abs. 1(3) and (4) EStG.

(ii) Absence of a trade tax or Gewerbesteuer from US tax law

The US does not have a separate tax on business profits (Gewerbesteuer) in addition to the normal tax on income, as Germany does. Whether an item of income is “business profit” therefore does not matter for US tax law in the same way as it does for German tax law.  I will discuss this further on May 22. 

Example:  Smith sells tennis rackets and clothing from a regular place of business in New York City. Smith’s runs this business as a “sole proprietorship”, which means that he has not formed a corporation, partnership, or limited liability company to own the business.  In 2008, Smith’s net taxable income from the business is $120,000.  Under US tax law, this net taxable income is subject to the same tax rates as Smith’s income as an employee would be subject, if he were employed rather than self-employed.  Similarly, his net taxable income from the business is subject to the same tax rates as his income as an independent professional such as a lawyer would be.

Ordinary income and capital gain. Although US tax law does not classify the income of individuals and corporations or other entities as business income or non-business income, it does distinguish ordinary income and capital gain, applying lower rates to ordinary income (the capital gain rate of tax is usually no higher than 15% and the ordinary income rate of tax is 28% or higher for most individual tax payers and 35% for corporations).  Capital gain is mainly income from investments.  The definition of capital income is explicit in the Code, which defines capital assets in § 1221 and then defines gain from dealings (sales, exchanges, and other dispositions) in capital assets in § 1222.  We do not have to look closely at these provisions in order to understand the US international tax rules.

IV. Review of Residence and Source Rules
1. Countries tax income that is earned or realized entirely by their own residents within their borders.  The US and Germany, but not all countries, tax their residents on all their income, no matter where it is earned. In German law this is called unlimited tax liability (unbeschränkte Steuerpflicht); the US has no specific term for this status.  The US taxes its citizens, even if they do not reside in the US on all their income, no matter where it is earned. 

Countries do not usually tax nonresidents on income earned completely outside the countries’ borders.  But determining where income is earned is problematic.  That is why we need source rules.

The US taxes nonresidents, if they are noncitizens, only on US-source income.  The source rules in §§ 861-865 classify items of income as having a US source or not.

2. The main source rules that we have considered so far are those in § 861(a)(3) and (4), which tell us that compensation (a commonly used legal synonym for “payment”) for services performed in the US and rents or royalties for property used in the US have a US source.

When the services for which compensation is given are physical labor performed by a human being, there is no doubt about whether the service is performed in or outside the country.

When the services are not physical (Piedras Negras), location becomes problematic and is treated as a matter for common-law interpretation.

3. We have also seen that payment for property in general (with certain exceptions to be discussed today) has its source where the owner of the property resides.  Code § 865(a); see also § 865(d) on source of sales of intangibles for share of profit.  Generally, this results in the exclusion from US taxation of nonresident noncitizen’s capital gains on US property apart from real property.  For example, the proceeds from the sale of a violin belonging to a German citizen who does not reside in the US does not have a US source even if the property is bought by a US resident with money earned in the US.  The same would be true of a share of stock in a US corporation, owned by a nonresident and sold on a US stock market.

V. Taxation of ECTBI and Income from Permanent Establishments 
1.  Nonresident Entities That Compete With Resident Entities

We will now discuss the two very different regimes applicable to US-source income, depending on whether the income is connected with the US trade or business:

a. The US taxes foreign corporations and nonresident, non-citizens on the net amount of income effectively connected with the conduct of a trade or business within the US.  Effectively connected income includes income belonging to any of these five categories:


(i) income from US sources described in § 864(c)(2) or (3) – see below;


(ii) certain types of foreign-source income attributable to a US office;


(iii) income that would have been effectively connected if recognition of the 
income had not been postponed;

(iv) income from an interest in US real property that a passive foreign investor has elected to treat as effectively connected income; and

(v) income from the disposition of US real property owned by a foreign investor.

b. Fixed or determinable, annual or periodic income is defined in section 864(c)(2); this is the most basic category of effectively connected US source income.


c. If a nonresident gets income that has a US source and is effectively connected with a T/B in the US, the nonresident must file a tax return in the US.  Code §§ 871(b), 881(b).  The income is taxed at the same rates, and with the same deductions and other adjustments, as the income of a US citizen or resident.

d. If a nonresident gets income that has a US source but is not ECTBI (effectively connected trade or business income), then the nonresident does not (with one big exception) have the option of filing a US tax return and take appropriate deductions, but instead, the US person who gives the income to the nonresident must withhold tax at 30% on the amount paid.  This flat-rate tax may be at a higher effective rate than the normal US tax with deductions.

2. German Permanent Establishment Rules

Germany taxes the income earned by a nonresident from a Betriebstätte in Germany or from the activity of a ständiger Vertreter in Germany.  The US rules are slightly different, though they often yield the same result.

Under the US tax rules, a nonresident must carry on a trade or business (let’s abbreviate that to “must have a business”) in the US in order to have ECTBI.  A trade or business outside the US that delivers services in the US or whose products are sold in the US, even if by an agent, can still not be counted as a US business for purposes of ECTBI classification.

Whether there is a business for US purposes has different consequences than the similar question for German purposes.  Germany cares whether there is a business in Germany because businesses pay a different additional income tax (Gewerbesteuer) that other profit-oriented activities, such as those of certain professions, do not pay.  The US has no additional tax for businesses; all income is taxable at the same rate, unless it comes from the sale of capital assets – and this can be so even if capital assets are sold by a business.

Examples: (1) I go into a friend’s home in Berlin and get to know the friend’s piano by playing it.  After I go back to the States, I write my friend a letter and offer to buy the piano.  The friend agrees.  I send her the money by wiring it from my US bank account to her German one.  She then ships the piano to me in the US.   She is not in the business of selling pianos in Germany or in the US.  This is a one-time sale.  


(2) Same except that my friend is in the piano selling business in Berlin.  Now, when she sells me the piano, her income is from a trade or business.  Is that business a US one?  No, because it is not carried on in the US.  This one sale, even if it took place entirely on US soil, would not constitute a trade or business.  It is an isolated event, not a regular activity (businesses must at least be regular or ongoing) in the US.  Hence, no ECTBI in this example.


(3) Same except that my friend has an agent in the US.  Now we ask first whether the agent’s activities in the US give the nonresident a business in the US.  Are the agent’s activities an extension of, part of the German business?  What else could they be?  The agent might just be in the US to deal with suppliers of parts used in the German business or to oversee the transfer of inventory through US territory without selling anything n the US.  But suppose the agent is there to make sales on a regular basis.  Then the agent is carrying on the trade or business in the US.

3. Cases

Liang v. Comm’r, 23 T.C. 1040 (1955) 
Facts: A Chinese citizen named Liang had money in a bank in China. Later, Liang’s 
investment adviser (who was a U.S. citizen) took some of this money out of China 
and invested it in securities in the United States. Liang’s investments in the United 
States generated income, but Liang did not report the capital gain on his tax return.  
Was Liang engaged in a trade or business in the United States simply because 
he invested money in securities the U.S. through an American adviser?  

Held: Liang did not have a business in the US, because the American adviser only conserved and managed Liang’s holdings. 
Lewenhaupt v. Comm’r, 20 T.C. 151 (1953) 
Facts: Lewenhaupt was a Swedish citizen and lived in Sweden. He was the 
beneficiary of several trusts. Under these trusts, he received property and securities 
located in the United States. He hired an American adviser to manage these trusts for him. Lewenhaupt’s agent bought and sold property in the U.S., and earned income for Lewenhaupt that was sent to him back in Sweden.  
Was Lewenhaupt engaged in a trade or business in the United States? If yes, 
then the money earned through his agent could be taxed under Sec. 211(b) [predecessor of Code § 871(b)], though it was capital gain. 
Held:  Lewenhaupt was not engaged in a business in the US.  The court specifically mentions that his agent did to engage in short sales or place puts or calls.  These are strategies for making a profit even when the market goes down.  They would indicate that the nature of the buying and selling was more ongoing.

Korfund Co. v. Comm’r, 1 T.C. 1180 (1943)

Facts:  A German individual was the principal (eventually the only) shareholder of a US construction materials firm (Korfund) and of a German firm (Zorn) in the same business.  They entered into non-competition agreements, which also required them to exchange trade secrets and share patents.  The agreements named the German shareholder separately as a consultant and bound him to noncompetition.  On 1/1/33, the US firm declared the German firm in default.  The German firm and its shareholder sued the US firm for the default, assigning their rights to a US agent.  The case settled and payments were made in 1938 to the claimants.  Tax was withheld on the payments, on the theory that they were for services performed in the US.  The IRS claimed an even higher amount was due.  The taxpayers argued the non-competition agreements were for nonperformance of services, which is an act of the will and exertion performed where the non-US resident persons resided, hence foreign source.  The IRS argued that the acts from which the taxpayers were required to abstain would be performed in the US, so that the abstinence should also be regarded as performed there, hence the compensation was US source.

Held:  The taxpayers sold their rights to compete, which were property, but property located in the US, so that all the payments were US source.  (Shouldn’t this depend on where title passed?)

VI. Agents, Trades or Businesses, and Permanent Establishments

1. Country-by-country Differences in Agency Law

a. Under US law, the term “agent” has no clear definition; it is a widely used common-law term. It is not given a more exact definition in the Code or regulations. It is possible that Germany would not regard the agent who merely deals with suppliers as a “regular agent” (ständiger Vertreter) of a nonresident.  

We have seen that in determining whether income has a German source or not, characteristics that would determine taxability that are “given” outside German territory are not taken into account. § 49 Abs. 2 EStG.  Something like that is true here. Although the activities of a person in two countries would constitute a business if analysed without regard to the border(s) between those countries, that is irrelevant in determining whether there is a US business for purposes of ECTBI.  On the other hand, US tax analysis could regard a single cross-border business as being carried on in the US; and I think this could be so under § 49 Abs. 2 EStG.

“Commercial traveler” in the US: § 861(a)(3) assigns a foreign source to compensation received by a foreign individual for services in the US (1) for 90 days or less in a taxable year if  (2) The services are performed for foreign person not engaged in business in the US and (3) $3,000 or less is paid.

To return to the source rule for property sales: inventory sold by a business presents a special case and the rules concerning inventory are accordingly different.

Generally, personal (movable) property sales are now usually “sourced” to the residence of the seller – since 1980, this has been the rule of § 865(a).  We will later discuss the rule for immovable property, called real estate in the US.  Sale proceeds of real (immovable) property in the US, since 1982, are US source (and also automatically, ECTBI).

The general rule just stated for personal property does not apply to “inventory” -- personal property held for sale in the ordinary course of business.  Instead the source for such stuff depends on where title to the inventory passes (US source if in the US, foreign source otherwise).
b. Case

Handfield v. Comm’r, 23 T.C. 633 (1955) 
Facts: Handfield was a Canadian citizen, residing in Canada. He manufactured post 
cards and sometimes traveled to the U.S. for business. He contracted with an 
American company to have it sell his post cards in the U.S. and send the money from 
these sales back to him in Canada. Handfield also employed an American citizen to 
make sure the post cards were displayed correctly by vendors in the U.S.  
Was Handfield engaged in a business in the United States?  

Held:  He was, because the company he “sold” the cards to was not a buyer of the cards but only an agent.
2. “Passage of title”  – Source Rule for Certain Business Sales

Before 1980, all personal property sales were sourced to the place where title passed.  By 1980 title had become less important in ordinary commerce – the Uniform Commercial Code explicitly made it irrelevant for most legal purposes. Transactions were also more likely to be complicated and passage of title harder to determine. Inventory is still sourced to the place where title passes.  Section 861(a)(6) only tells us that this is so if the inventory is purchased outside the US and the “sale or exchange” takes place within the US, but it is true for all cases.  Everyone understands that if both purchase and sale (or exchange) take place in the US, the income is US source, and if both outside the US, then foreign source.

Problem cases:  If the sale of inventory is negotiated outside the US, the contract can validly specify that title passes in the US, unless the Treasury thinks the place chosen is artificial or primarily for tax avoidance. Hence, it’s usually up to the parties to decide the source of the income from cross-border inventory sales.

Once we have applied the “passage of title” rule, we can then apply the further rule of Code § 863(b).  It says that the income from an inventory sale has a mixed, partly US and partly non-US source, if it is produced within and sold without the US or produced without and sold within the US.  Now inventory is always indicative of a trade or business.  Hence, only part of the income from an inventory sale would be ECTBI if the inventory sale falls under this rule.  But this rule can be avoided by shifting the passage of title to a non-US location, in the case of inventory produced outside the US.

Section 863(b) gives the Treasury (IRS) the authority to regulate income from sources partly within and partly without the US.  The most important rule in the regs is one that allows the taxpayer to choose between a 50/50 treatment and the “independent factory price” (IFP) approach.  Under the 50/50 method, half of the taxpayer’s gross income is attributed to production activity and half to sales activity, which in effect means that half the income has a source in the country of production and half in the country of sale.  If production takes place both within and without the US, the income from the two is proportional to the basis of the assets.  Thus, a minimum of 50 percent of all export sales income is foreign source.  This is a big tax break for US exporters.

U.S. v. Balanowski, 236 F.2d 298 (1956)

Facts:  Partner in Argentine partnership negotiated deals for purchase of trucks and other equipment from US exporters.  The negotiations took part largely in the US, but a big part of the operation was the assignment of the contracts to the Argentine government, which had the right to disapprove the deals.  Title passed in the US, but the trial judge held that the deal was substantially for the sale of the goods in Argentina.  The partner who was the US negotiator of the deals spent 10 months of the year in question in the US and had an office there, with a continuing agent, his secretary equipped with a POA.

Held:  Rev’d.  (1) the partnership was engaged in a trade or business in the US, soliciting orders, inspecting merchandise, making purchases and completing sales. (2) Passage of title (from the partnership to the Argentine government) was controlling (this was then the only source rule for income from property sales), hence the sales took place in the US.  Note that this is not about the sale from the US producer to the partnership! That clearly took place entirely in the US, and the only tax consequences we would be interested in are the seller’s, not that of the Argentinian partnership.

	
	Nonresident aliens


	

	Category of income
	If income is effectively connected
	If income is not effectively connected

	Capital gains
	Net income taxed at US individual income tax rates
	No Us tax unless individual is in US for 183 days

	FDAP
	Net income taxed at US individual income tax rates
	Gross income taxed at flat 30 % rate

	US real property
	Net income taxed at individual rates including AMT rates
	Treated as effectively connected income

	Other income
	Net income taxed at US individual income tax rates
	Treated as effectively connected income

	
	Foreign Corporations
	

	Category of income
	If effectively connected
	If not effectively connected

	Capital gains
	Net income taxed at regular corporate rate
	No US tax

	FDAP
	Net income taxed at regular corporate rates
	Gross income taxed at flat 30% rate

	US real property interest gains
	Net income taxed at regular corporate rates
	Treated as effectively connected

	Other income
	Net income taxed at regular corporate rates
	Treated as effectively connected


3. Inventory in General (When Passage of Title Is Not Controlling)

Recall that in Section II, we noted that income from the sale of property is usually sourced to the residence of the seller under Code § 865(a), but that § 865(b) refers us to §§ 861, 863, and 864 for special rules concerning inventory.

The inventory source rules are as follows.  If goods are made and sold entirely in the US or entirely outside the US, their source is where they are made and sold.  No allocation of the profit takes place, even if the buyer or seller resides in a different country than that of the place of manufacture and sale.  Hence, if BMW makes cars in the US and sells them there, the profit is US-source income, even though BMW may be a German corporation doing business in the US only through a branch and not through a separate corporate subsidiary.

If goods are made in the US (or another country) and sold in another country (or in the US), section 863(b) treats the income from the sale as from a source “partly within, partly without” the US.  It allows the taxpayer to choose the 50/50 method of allocating the income.  The regulations under section 863(b) [Treas. Reg. 1.863-3(a)(2), (b)] allow the taxpayer to allocate the income differently, according to an “independent factory price” method, if an IFP can be determined by comparative sales data from sales to independent distributors – but for this, there must be independent distributors of the goods in question.

By the way, if goods are partly manufactured in the US and partly abroad, then an allocation of the source of the 50% manufacturing portion of the profit can also be made according to the relative tax basis of the production assets.

Hypothetical cases:
(a) M, a Spanish manufacturer, has no regular agent in the US, makes goods in Spain, and advertises in the US.  Buyer B contacts M by mail, phone or email.  M hires a US lawyer L, to consult on the deal.  L’s job is to draft sales documents and do whatever else is necessary and prudent to protect M’s interests, including “negotiating” what terms to include in the sales contract.  Documents drafted by L are signed by M and sent back to L.  Buyer signs afterwards and gives L money for the goods.  What is the source of M’s profit?  What is the source of L’s pay for doing the work?

Answer: The goods are made abroad and sold in the US, because the sale is completed in the US.  The sale is in the US because that is where title passes – all the events necessary to close the deal take place in the US.  Unless M can use and decides to use the IFP method, half of M’s profit is US and half is non-US.  L’s role in the sale does not affect the application of §863(b), because even if L were treated as identical with M, the sale would still be in a different country than the manufacture of the goods.  L’s fee for the service provided is compensation for services rendered in the US, hence US-source.
(b) Same facts, except that M gives L power of attorney to act for M in this case (all such cases).   L signs the documents for M, and the deal is completed as before.

Answer:  No difference, because if L is treated as identical with M, the sale is still in a different country than the manufacture.  Again, L’s fee for the service provided is compensation for services rendered in the US, hence US-source.
(c) Same facts, except M hired L to advertise the goods for sale.  B made contact with L and all subsequent negotiations were between B and L.  The rest of the transaction was as in (2) above.

Answer: No difference as to M.  L is perhaps now identical with M.  If L is a US resident or citizen, the exception for fees paid to nonresident agents does not apply, and L’s income is still US-source.

(d) Same as (c), except that L is a Spanish citizen, in the US for less than 90 days, and L’s compensation is 1% of the purchase price, less than $3,000.

Answer: Can L now be regarded as buying the goods from M and re-selling them to B for the 1%, with the rest of the profit on the deal belonging to M?  If so, then if passage of title from M to L also takes place in Spain, M’s profit is entirely non-US source.  L’s 1% is non-US source as well under the exception in §861(a)(3).  If L received more than $3,000 or was in the US for more than 90 days or if M engaged in a T or B in the US otherwise, then the entire compensation would be US source.
(e) Same as (c), except that L’s fee depends both on purchase price and hourly rate.

Answer:  This matters only if it changes L’s status from agent to independent contractor.  The same would be true if L earned a kickback from B or from M for the deal.

VII. Outbound Investment and Subpart F
1. Outbound Investment: Overview

a. Default: Non-taxation of Nonresident Corporations Without Regard to Ownership

The default rule, under US income tax law, is that a US person can own stock in a nonresident corporation but not be required to pay US income taxes on the income of the corporation until that income is distributed to the US shareholder. Until a major revision of the international tax provisions of the Code in 1962, the income of nonresident corporations was not taxed unless it was derived from US sources. In other words, the treatment of US-controlled nonresident corporations was the same as the treatment of non-US-controlled nonresident corporations. In 1962, Congress created exceptions to deter the use of foreign corporations to avoid taxes. These exceptions have evolved into the complex "controlled foreign corporation" rules. The US shareholder of a controlled foreign corporation (CFC) is subject to current income tax, generally, on foreign investment income and certain kinds of non-US-source business income.

b. US-Source Income Exception

If a nonresident resident corporation has US-source income, under the source rules of § 861, that is effectively connected with the conduct of a US trade or business, or if the nonresident corporation has a permanent establishment in the US and a tax treaty exists between the US and the corporation’s country of residence, then it is subject to US taxation. The non-resident corporation, irrespective of who the shareholders are, must file a US corporate tax return and pay corporate income tax on its ECTBI or permanent establishment income, as relevant.

c. Dividend to Shareholders

If the nonresident corporation is subject to US income taxation and it also has US shareholders, then later distributions to those shareholders, if treated as dividend distributions, will be subject to an additional personal income tax (double tax since the corporation receives no deductions for dividends paid). However, this is the same treatment as dividends received by US shareholders of US corporations.

d. US Jurisdiction over Nonresident Corporations

The US has no taxing authority over a nonresident corporation with no US source income and no permanent establishment in the US However, the US tax laws do have taxing authority over US shareholders (as defined below) of nonresident corporations.

2. Subpart F Deemed Repatriation of CFC Income
a. Definition of “CFC”

A controlled foreign corporation is one in which US shareholders own more than 50 percent, by vote or value, of the nonresident corporation. Only US persons can be "US shareholders." Code § 957(c) refers to Code § 7701(a)(30) for the definition of a US person (which is very broadly defined to include individuals, partnerships, corporations, trusts and estates).

b. Ownership rules

A US shareholder, for purposes of determining whether there is a controlled foreign corporation, is one who owns 10 percent or more, by vote, of the nonresident corporation [Code § 951(b)]. In determining the 10 percent or more ownership, the attribution rules (described below) of both Code § 958(a) and Code § 958(b) apply. Once it is determined (through direct ownership, indirect ownership under Code § 958(a) and constructive ownership under Code § 958(b)), that there are, in the aggregate, US shareholders who own more than 50 percent, by vote or value, in the nonresident corporation, it is classified as a controlled foreign corporation (CFC).

Only shareholders that own (directly or indirectly) 10 percent or more of the nonresident corporation stock are included in the "more than 50 percent" ownership test. Thus, a nonresident corporation with twenty US shareholders with equal shares of 5 percent of the nonresident corporation is not a CFC. Or, if a nonresident person owns 50 percent or more of the corporation, then no combination of US persons can own "more than 50 percent" of the nonresident corporation. If one US person owns 40 percent of a nonresident corporation, and ten USpersons each own 6 percent, it is not a CFC, even though US persons own 100 percent of the stock. Only one of those US persons is a "US shareholder" as defined for this purpose.

Nevertheless, each US person's ownership percentage is determined by taking into account the attribution and constructive ownership rules. The phrase "attribution" means that one taxpayer is deemed to own the shares of certain other related taxpayers - such as a spouse, child or parent - because the law presumes that these persons have a common interest. "Constructive ownership" is the same as attribution but it is usually applied with respect to entities in which the taxpayer has some control or beneficial interest. A beneficiary of a trust or estate is deemed to own a portion of any stock owned by the trust or estate, based on the rights of the beneficiary with respect to distributions from the trust or estate.

A 50 percent or more shareholder of a corporation or 50 percent or more partners in a partnership are deemed to have a proportionate interest in stock owned by the corporation or partnership. Thus, ownership of a nonresident corporation is derived from the direct ownership of the taxpayer plus any indirect ownership arising from the attribution and constructive ownership rules. With respect to nonresident corporations, these rules are insanely complicated and this is the shortest explanation without getting involved in the maze of code sections relating to this subject.

However, these terms will be further discussed below in connection with the explanation of "subpart F" income.

3. Subpart F Income

a. Definition of Subpart F income and Related Terms

Subpart F income consists of Code §§ 952 to 954. Under these provisions, "US source income" is income derived from operating a trade or business in the US, income from services performed in the US and income from property located in the US, or as dividends on the stock of US corporations and interest on bonds or other evidences of debt from US sources. 

Two categories of "subpart F income" are discussed further below, but the following are the five categories listed in Code § 952:

· insurance income as defined at Code § 953; 
· foreign base company income as defined at Code § 954; 
· income from countries subject to international boycotts [Code § 999]; 
· illegal bribes, kickbacks and similar payments [Code § 162(c]; and 
· income from countries where the US has severed diplomatic relations


[Code § 901(j)].

The most important of these categories of income for operating companies that are also nonresident corporations is "foreign base company income":

· foreign personal holding company income [Code § 954(c)]; 
· foreign base company sales income [Code § 954(d)];

· foreign base company services income [Code § 954(e)]; 
· foreign base company shipping income [Code § 954(f)]; and 
· foreign base company oil related income [Code § 954(g)].

“Foreign personal holding company income” is primarily income from passive investments such as interest, dividends, certain rents, royalties and capital gains.

"Foreign base company sales income." defined in Code § 954(d), generally includes income from selling personal property purchased from a related person or sold to a related person. For this purpose, a "related person" is an individual, corporation, partnership, estate or trust that controls the CFC or is controlled by the CFC. With respect to a partnership or corporation, "control" means more than 50 percent. The phrase "related person" is defined in Code § 958 but that takes you through a maze of code section cross-references and exceptions. Basically, a related person includes a spouse, children, grandchildren or parents (see Code § 318) and any estate or trust in which the person is a beneficiary. It also includes any corporation or partnership that is owned 50 percent or more by the taxpayer or which owns 50 percent or more of a corporation or partnership. It does not include an individual who is a non-resident aliens even if that individual is related to the US taxpayer. [Code §s 958(b)(1) and (4).]
The "bottom line" of these confusing rules is that income from a trade or business conducted entirely outside the US is not subpart F income unless a "related" party is involved. For example, assume US shareholders own a Bahamian-domiciled company. If the Bahamian company buys "widgets" from unrelated sources and sells them to unrelated sources, such income is not subpart F income and the profits (if any) are tax-deferred to the US shareholders until they are distributed as dividends.

"Foreign base company services" income is defined as "income (whether in the form of compensation, commissions, fees or otherwise) derived in connection with the performance of technical, managerial, engineering, architectural, scientific, skilled, industrial, commercial or like services which are performed :
· for or on behalf of any related person (within the meaning of subsection


(d)(3), and 
· outside the country under the laws of which the controlled foreign


corporation is created or organized.

As a practical matter, international business companies formed in most tax haven countries are not permitted to conduct business in that country, so that any services provided by the company are subpart F income if the services are performed by any person (like a shareholder) "related" to the corporation. This is not referring to the definitions of nonresident base company shipping or oil income.
b. General Rule Concerning CFC Income

If a foreign corporation has subpart F income, then, to the extent of the earnings and profits of the corporation, those earnings are taxable each year, whether distributed or not, to the 10 percent or more shareholders who are determined by direct ownership or the attribution rules under Code § 958(a) (but not Code § 958(b)).

"Earnings and profits" is roughly the economic income of a corporation, as distinguished from its taxable income. A few important differences are worth noting here. Losses always reduce earnings and profits right away, although they are sometimes permitted to be deducted, reducing taxable income, only over a number of years. Dividends also reduce earnings and profits, though never deductible from taxable income. "Earnings and profits" is thus closely related to income for financial accounting purposes. (Recall that for US tax law, there is a sharp distinction between tax accounting and financial accounting, and the rules of the latter are not presumptively correct for purposes of taxable income. 

A nonresident corporation is a “controlled foreign corporation” if 10 percent or more shareholders, as defined in Code § 958(a) and (b), own, by vote or value, more than 50 percent of the stock of the nonresident corporation. If such a controlled foreign corporation has subpart F income (due to dealing with or on behalf of a related party and applying the attribution rules), the question then arises as to which 10 percent or more shareholders are currently taxed on the earnings and profits of this controlled foreign corporation.

4. Nondeferral of CFC Income

a. Rule of income inclusion.

Code § 951(a)(1) requires certain shareholders of a controlled foreign corporation to include certain amounts in income, even if the corporation has not distributed these amounts. Code § 951(a) applies only if a foreign corporation is a controlled foreign corporation for a continuous period of at least 30 days during a taxable year. Treas. Reg. Section 1.951-1(a). Income passes through under Code § 951(a) only to a person who is a "United States shareholder," a term that has a general meaning and a special meaning. In addition, income passes through and is taxed only to a US shareholder who owns stock in the CFC on the last day in the taxable year on which the corporation is a CFC. Code § 951(a).

b. Indirect ownership and related issues

Under Code § 951(a), stock ownership means direct ownership and indirect ownership under Code §s 958 (a)(1) and (2). The rules of constructive ownership under Code § 958(b) do not apply for purposes of income inclusion to a US shareholder under Code § 951(a). Code § 951(a) does not refer to the constructive ownership rules of Code § 958(b).) The constructive ownership rules apply to an individual’s spouse, children, grandchildren and parents. Thus, attribution among these related parties does not apply in determining the 10 percent ownership on the last day of the taxable year of the CFC for determining income inclusion.

Therefore, it is possible to legally defer taxes on the foreign source income of a CFC if the income does not come under the definitions of "subpart F income" and is not "US source income." If a corporation is domiciled in a foreign country and is owned (in whole or in part) by US persons, there is no current US tax to the corporation if the corporation has no (1) US source income or (2) subpart F income.

5. Taxation of Nonresident Entities Controlled by US Persons

a. Check-the-Box Regulations

When a US person forms a nonresident corporation, generally referred to as an international business company ("IBC"), in a favorable no-tax jurisdiction, the US law will recognize that corporation, for legal purposes, as a corporation. However, for tax purposes (not legal purposes), Treas. Reg. § 1.7701-2, which contains the so-called “the check-the-box regulations,”may classify the corporation as a disregarded entity (one owner) or a partnership (two owners).

Under the check-the-box regulations, a US person or persons can elect how the entity is treated for income tax purposes. One of the exceptions to this election is the formation of a corporation under state law in the US Under the US tax laws, a corporation formed in the US will be treated both for legal purposes and tax purposes as a corporation. When forming a partnership under state law, however, an election can be made to treat the partnership, for tax purposes, as either a partnership (flow-through entity) or an association taxable as a corporation (corporation).

When US persons form a nonresident partnership or nonresident limited liability company, an election can be made with respect to the tax treatment. For a nonresident partnership, an election can be filed to treat the partnership as a partnership or as a corporation for tax purposes. For a limited liability company, an election can be made to treat the limited liability company, for tax purposes, either as partnership (more than one member) or a disregarded entity (one member) for tax purposes, or as a corporation for tax purposes.

b. Default Rule Classifying Certain Entities as Corporations

Under the check-the-box regulations, however, if a nonresident corporation is formed under the laws of some eighty currently listed nonresident jurisdictions, that entity will be treated also as a corporation for tax purposes. In other words, forming a corporation under one of these jurisdictions is referred to as "per se" corporation for income tax purposes. As a result, if a person desires to form a nonresident corporation, but have it treated as a partnership or a disregarded entity, a US person should not form a nonresident corporation under one of these jurisdictions. IRS Form 8832 is used to make this election.

6. Disregarded Entities Under the Check-the-Box Regulations

a. Election of Disregarded Status

A US person may form an IBC under a law that is not on the "per se" corporation list of the check-the-box regulations and file an election with Form 8832 to treat the IBC as a disregarded entity for income tax purposes. A list of entities in each country that are treated as"per se" corporations for income tax purposes are stated at Treas. Reg. Section 301.7701-2(b)(8). For legal purposes, the IBC is a corporation; however, by electing to treat the IBC as a disregarded entity, it is disregarded for federal income tax purposes. When assets are transferred to the IBC, directly or indirectly, by a US person or by a nonresident trust that includes a US beneficiary, a Form 926 is required to be filed. If the IBC is treated, for tax purposes, as a CFC, a Form 5471 is required to be filed. However, assuming that the corporation is treated as a disregarded entity for tax purposes, a Form 5471 is not required to be filed.
b. Reporting Requirement

The shareholder (or shareholders) reports the income earned from the IBC (as a disregarded entity) on a Schedule C, Form 1040, unless rental income is involved, in which case, the income is reported on Schedule E.

A nonresident LLC with a single owner is treated as a corporation under the default rules of the check-the-box regulations; however, the owner can elect to treat the corporation as a disregarded entity for tax purposes by filings IRS Form 8832.

7. Other Nonresident Corporation Issues

Any gain on the subsequent sale of the nonresident corporation stock is treated as dividend income to any US shareholder who owns 10 percent or more of the stock at any time within five years before the sale of the stock. Gains from the sale of stock by shareholders who do not directly or indirectly own 10 percent of the company are eligible to be treated as a long-term capital gain rather than being taxed as ordinary income. For 10 percent or greater shareholders, it does not matter if the earnings of the nonresident corporation are distributed as dividends or if the stock is sold at a gain. Code § 1248.

A CFC that buys or sells for or on behalf of a "related" US business (or person), to the extent of earnings and profits, is subject to US taxation on the US shareholder’s pro rata share of the CFC’s income. If the CFC is not buying or selling on behalf of a related party, then the income is not classified as subpart F income. Such nonresident source income of a CFC that is not classified as subpart F income is not taxable to the US shareholders.

When dividend distributions are made (we say the foreign corporation’s earnings are “repatriated” to the US), the US shareholder or holders are subject to U. S. income taxation. But, if the corporation accumulates and invests non-subpart F income, it may eventually be classified as personal holding company income or foreign personal holding company income (see Code § 553), and the US shareholder may be taxed on his pro rata share of the undistributed or accumulated income (see Code § 551). However, Congress repealed a previous law that limited the deferral of income by a CFC by requiring the inclusion of passive income that exceeds 25 percent of the CFC’s underlying assets. As a consequence of the repeal of this law, a large amount of accumulations is required in order for the foreign personal holding company rules. to cause taxation.

Some shareholders of a CFC with no subpart F income must still file a special disclosure form with their personal tax return. Since the corporation has a foreign bank account, the US shareholders who have control, signatory authority or other authority over the account must disclose the foreign account as if they owned it directly.

In brief, if a US person or several US persons control a corporation that is considered a resident of a foreign country and if that controlled foreign corporation has business profits from buying and selling personal property to and from unrelated persons, the profits of the nonresident corporation are not subject to income tax by the US and the US shareholders are not taxed until the income is repatriated to the US shareholder(s) in the form of dividends. Within some strict limits, the profits of the nonresident corporation can be invested in passive assets without generating a current tax. Or if the profits are reinvested in other trade or business activities that are not "subpart F" income, then the tax deferral can continue for an extended time.

VIII. General Features of Double Tax Treaties

1. Treaties 
OECD model treaty, Germany-US treaty. Permanent establishment, business profits, royalties, Gewerbesteuer.

2. Capital Import and Export Neutrality

The policy underlying double-tax treaties is usually said to be that of preventing prevent possible double taxation of income of residents of the treaty partners. This broader policy is sometimes understood in terms of several somewhat narrower economic policies.

a. Capital import neutrality: nonresident investors bear same tax burden as resident investors.
b. Capital export neutrality: resident investors bear the same burden whether they invest at home or abroad

Both standards support economic efficiency (if other conditions of efficiency are met)

3. Capital Import Neutrality

Neutrality is inconsistent with favoring imported capital over local capital, but not with a race-to-the-bottom to attract capital at the cost of lowering local taxes as well

Neutrality prevents creation of competitive advantages for foreign capital, which can be inefficient, but would also be bad politically

4. Capital Export Neutrality

a. Default Treatment of Capital Export

Obviously, no state wants the economy it regulates to lose capital. There is, however, at best a pious hope that markets in two countries will eventually balance capital availability for highest collective efficiency. Passive capital export is politically less disfavored than capital export that establishes permanent establishments abroad. The permanent establishment rule is therefore a risk.
b. Treaty treatment of dividends

Dividends are taxed in most countries with serious tax systems.  Why would a treaty partner ever tax dividends paid to a resident of another treaty partner? 

Nonresident shareholders may achieve a competitive advantage and even change the market by lower prices if they pay less tax overall than resident shareholders

Dividend taxation varies more from country to country than interest taxation, hence some tax at source may yield provide average treatment for all.

c. Permanent Establishment in tax treaties.  
An important point about the German concept of business income.  As we have seen, the source of business income for German tax purposes is determined by reference to two criteria, whether the taxpayer has a permanent establishment (Betriebstätte) in or outside Germany and whether the taxpayer has a regular agent (ständiger Vertreter) in or outside Germany.

When we study tax treaties, we will see that “permanent establishment” plays a similar part in virtually all such treaties.  In fact, the German source rule has similar tax consequences to a typical treaty rule.  Treaties usually allow the country of residence to tax the income of a resident, even if some of it has a source in the other treaty-partner country, unless the resident has a permanent establishment in that country.  If a resident of one treaty-partner country does have a permanent establishment in the other country, then the business profits of that permanent establishment are taxable only in the country where the permanent establishment is.

Because the US does not use the concept of permanent establishment in its source rules, the permanent establishment rule in a tax treaty can make a bigger difference for the right of the US to tax business income than it does for the right of Germany to tax business income.

Example: Jones, a US resident who is not a US citizen, does business with a permanent establishment in Berlin.  The US considers Jones’s income from this business to be fully taxable in the US, because it has its source under US tax rules where Jones resides, and that is in the US.  Germany, however, regards Jones as taxable in Germany on the income from the permanent establishment, because of its rule that income from an in-country permanent establishment has its source where the permanent establishment is.  There is potential double taxation, but the US tax rules allow Jones a credit for any tax paid in Germany.  Under the Germany-US double tax treaty, however, Jones is taxable only in Germany, because under the treaty the US gives up its right to tax income of its resident from a permanent establishment in Germany.
IX. The Germany-USA Double Tax Treaty

1. Interest under source rules and treaty

a. X Corp is formed under Delaware law but has its Geschäftsleitung in Germany.  Hence, both the US and Germany regard it as their resident.  Under Article 4, ¶ 1, X can be a resident of both states, and the conflict, which may lead to double taxation has to be resolved by competent authority.  In other words, there is no treaty solution to the double taxation problem in this instance.

US and German interest source rules give interest its source where the debtor is, presumably, because the debtor’s business activity there produces the income with which the interest is paid. The DBA, however, makes interest taxable only where the creditor resides, eliminating withholding and/or taxation in the debtor’s residence country.  Why?  My guess is that interest was likely to be taxed in the creditor’s country anyway; that the creditor country feels it has a better justification for taxing the interest because it is the income of the creditor; and the purpose of a double tax treaty is to eliminate double taxation, usually by allowing income to be taxed only in the country of the person whose income it is.  [Counterexample?  Dividends have to be explained: taxation in the payor’s country is allowed because there may be no taxation in the payee’s country?]

So the interest override illustrates that contracting parties are giving up some of their claim on money produced in their boundaries, presumably because they expect this to be as likely to benefit them as to harm them, and because if interest flows in equal amounts in both directions, the extra cost of compliance will be saved.

Note that the US is giving up little in this regard because of the portfolio interest exemption.  It doesn’t tax most interest paid by publicly traded corporations anyway, and these are the biggest borrowers.

b.  Volker, a German citizen and nonresident of the US, owns an unincorporated software business in New York.  The business borrows $1 million from Volker’s wholly owned AG with Sitz in Germany and pays interest of $60,000 p.a.  Without the treaty, the NY business would be allowed to deduct the interest as a business expense, despite Volker’s ownership of the business.  With the treaty, the NY business could deduct the interest as an expense of a permanent establishment that would be taxable in the US.  [Here the business’s income would normally be effectively connected without the treaty, so that the treaty does not change the tax treatment.]  

The interest has a German source for US tax purposes, because it is paid by a German resident, and would therefore not be subject to withholding at 30%.  The interest has a US source for German purposes if it is gewerbliche Einkünfte, but Volker is a German citizen and therefore has unbeschränkte Steuerpflicht, subjecting him to tax on the interest anyway.  Under the treaty, the interest would be taxable in Germany only because that is where Volker’s AG, the creditor, resides.

2. Business income

a. Jack, a US citizen, directly owns a violin factory in Germany.  The income of the factory is taxable in Germany because it derives from a Betriebstätte here.  Without the treaty, Jack would be taxed on the income again in the US with a credit for tax paid in Germany, but only if the US regarded the profits as having a non-US source.  This would depend on the character of the income. If Jack employed German residents to work in the factory and all the profits, net of costs incurred locally, were from the sale of violins in Germany, the profits would have a German source. If, however, Jack sold the violins entirely in the US, with passage of title in the US, §865(b) would classify the profits as 50% US, 50% non-US income.  So 50% of the tax paid to Germany would not be creditable in the US.  Jack would be taxed twice on that half of the violin business income.  Under the treaty, the “factory” is a primary type of permanent establishment.  Are the profits attributable to the permanent establishment?  Yes, especially given that there are no inventory rules in the treaty.  So this application of the treaty avoids double taxation.  What economic purpose does it serve?  It may persuade Jack to do business in this fashion, avoiding some more complicated way of structuring the business to avoid double taxation, e.g., selling some of the violins in Germany to distributors, in order to establish an IFP. 

b. Jack has a showroom in Berlin for violins manufactured in the US. He sells violins, however, only directly from the US.  He would have a Betriebstätte in Germany, subjecting the profits to German tax.  But the treaty specifies that showrooms are not permanent establishments, so that Jack would only be taxed in the US on his German violin sales.  Good for Germany?  Maybe not, but the reverse is also true.  If Jack were Hans selling violins directly to the US, but with a showroom in NY, there would also be no permanent establishment and the sales would only be taxed in Germany.

3. Dividends

a. Dividends are taxed in most countries with serious tax systems.  So why should such a country ever tax dividends to a resident of another such country?  I can think of two reasons for the US to be suspicious of dividends paid to a nonresident.  Both are mainly applicable to small “C” corporations.  Some corporations in the US are taxed as transparent entities, almost as if they were partnerships.  These cannot have nonresident shareholders, however.  A second major fact about the US is that publicly traded C corporations pay little or nothing in dividends.  Shareholders make money by selling their shares.  Reason 1: Nonresident shareholders of C corporations are therefore of concern to the US only if the corporation is not publicly traded and the nonresident’s home country may not tax (may not find out about) the dividend.  Reason 2: if nonresident shareholders can receive dividends tax-free, the effective return on their corporate investments will be higher and they can afford to compete more aggressively with doubly taxed corporations owned by US investors.  (Note however that the double tax disappears to some extent because publicly trade corps do not pay dividends and because resident shareholders can escape tax by holding stock till death, gifting it to charity, etc.)

b. Between the US and a treaty partner, there is always a broad exchange of information about particular taxpayers.  With computers, there is even more.  Most treaties lower tax on dividends because nonresidents’ receipt of dividends will be known to their home countries.  Withholding may neither be necessary nor in keeping with avoiding double taxation if the nonresident’s home country taxes dividends on a credit basis, i.e., taxes them with at best a credit for tax paid by a domestic corporate taxpayer.

Generally, though, countries’ dividend treatment differs so much, even between countries that have corporate tax integration (single level taxation of corporate earnings by deduction or credit for taxes paid at the corporate level), that some withholding is likely to reduce if not eliminate competitive disadvantage for own-country corporations while encouraging capital import.  So it is a compromise between preserving competitive equality and capital import neutrality.

Capital import neutrality and capital export neutrality are often discussed in the international tax context.  In treaties they are clearly parts of the domestic policies of the contracting parties.
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1.  Power to Tax

Cook v. Tait

Supreme Court of the United States

265 U.S. 47 (1924)


McKenna, J. [Plaintiff is a citizen of the United States, but a resident of Mexico. He received income from real and personal property located in Mexico.] … The Question in the case ... is ... whether Congress has power to impose a tax upon income received by a native citizen of the United States who, at the time the income was received, was permanently resident and domiciled in the City of Mexico.

The tax was imposed under the Revenue Act of 1921, which provides by § 210: "That ... there shall be levied, collected, and paid for each taxable year upon the net income of every individual a normal tax of 8 per centum of the amount of the net income in excess of the credits provided in section 216: Provided, That in the case of a citizen or resident of the United States the rate upon the first $4,000 of such excess amount shall be 4 per centum." The following regulation provides in Article 3: "Citizens of the United States except those entitled to the benefits of section 262 . . . wherever resident, are liable to the tax. It makes no difference that they may own no assets within the United States and may receive no income from sources within the United States. Every resident alien individual is liable to the tax, even though his income is wholly from sources outside the United States. Every nonresident alien individual is liable to the tax on his income from sources within the United States."

… [T]he citizen receiving the income, and the property of which it is the product, are outside of the territorial limits of the United States. These two facts, the contention is, exclude the existence of the power to tax. Or to put the contention another way, as to the existence of the power and its exercise, the person receiving the income, and the property from which he receives it, must both be within the territorial limits of the United States to be within the taxing power of the United States. The contention is not justified, and that it is not justified is the necessary deduction of recent cases. In United States v. Bennett, 232 U.S. 299, the power of the United States to tax a foreign built yacht owned and used during the taxing period outside of the United States by a citizen domiciled in the United States was sustained. 

It was pointed out  [in United States v. Bennett, 232 U.S. 299] that there were limitations upon the latter that were not on the national power. The taxing power of a State, it was decided, encountered at its borders the taxing power of other States and was limited by them. There was no such limitation, it was pointed out, upon the national power; and the limitation upon the States affords, it was said, no ground for constructing a barrier around the United States "shutting that government off from the exertion of powers which inherently belong to it by virtue of its sovereignty."

The contention was rejected that a citizen's property without the limits of the United States derives no benefit from the United States.

2.  Source Rules

Commissioner v. Wodehouse 

Supreme Court of the United States

337 U.S. 369 (1949)


Burton, J. [Wodehouse was a British citizen living in France. He wrote short stories and other literary works. He was a nonresident alien of the United States, did not engaged in trade or business within the United States, and did not have an office or place of business in the United States. On a number of occasions, an American publishing company paid Wodehouse for the rights to his stories so that it could publish them in American newspapers.] 

… The question before us is whether [the money] received … by [Wodehouse] as a nonresident alien author not engaged in trade or business within the United States and not having an office or place of business therein, were required by the Revenue Acts of the United States to be included in his gross income for federal tax purposes. … [W]e hold that these sums each came within those kinds of gross income from sources within the United States that were referred to … as "rentals or royalties for the use of or for the privilege of using in the United States . . . copyrights, . . . and other like property," and that, accordingly, each of these sums was taxable.

[The Commissioner] contends that receipts of the type before us long have been recognized as rentals or royalties paid for the use of or for the privilege of using in the United States, patents, copyrights and other like property … [and] that those receipts remained taxable and subject to withholding.

In opposition, [Wodehouse] argues, first, that each sum he received was a payment made to him in return for his sale of a property interest in a copyright and not a payment to him of a royalty for rights granted by him under the protection of his copyright. Being the proceeds of a sale by him of such a property interest, he concludes that those proceeds were not required to be included in his taxable gross income because the controlling Revenue Acts did not attempt to tax nonresident alien individuals, like himself, upon income from sales of property. Secondly, [Wodehouse] argues that, even if his receipts were to be treated as royalties, yet each was received in a single lump sum and not "annually" or "periodically," and that, therefore, they did not come within his taxable gross income.

… The Revenue Act of 1936 did not change materially the statutory definition of gross income from sources within the United States under [Section 861]. It did, however, amend [Section 861] materially in its description of the taxable income of nonresident alien individuals. These amendments ... retained and increased the tax on the very kind of income that is before us. It also increased the portion of such income to be withheld at its source to meet the new and higher flat rate of tax.

… No suggestion appears that Congress intended or wished to relieve from taxation the readily accessible and long-established source of revenue to be found in the payments made to nonresident aliens for the use of patents or copyrights in the United States. Much less was any suggestion made that lump sum advance payments of rentals or royalties should be exempted from taxation while at the same time smaller repeated payments of rentals or royalties would be taxed and collected at the source of the income.

… Once it has been determined that the receipts of [Wodehouse] would have been required to be included in his gross income for federal income tax purposes if they had been received in annual payments, or from time to time, during the life of the respective copyrights, it becomes equally clear that the receipt of those same sums by him in single lump sums as payments in full, in advance, for the same rights to be enjoyed throughout the entire life of the respective copyrights cannot, solely by reason of the consolidation of the payment into one sum, render it tax exempt. No Revenue Act can be interpreted to reach such a result in the absence of inescapably clear provisions to that effect. There are none such here.

… For the foregoing reasons, we hold that the receipts in question were required to be included in the gross income of the respondent for federal income tax purposes.

[Three justices dissented; Justice Frankfurter wrote the following dissenting opinion:]

By the Revenue Act of 1936, Congress changed the scheme of taxing nonresident aliens. ... For those who have a place of business in the United States it retained the system of taxing all proceeds from sources within the United States. … As to ... those who are "not engaged in trade or business within the United States," the only type of proceeds to be taxed were  those which were attributable to sources within the United States but only if there were "fixed or determinable annual or periodical gains, profits, and income." Such has remained the law and controls this case. 

The specifically defined receipts -- fixed or determinable annual or periodical gains, profits, or income -- are not words giving rise to an exemption, and as such to be strictly construed. They are the controlling basis for taxation. To be taxable … the proceeds must be from sources within the United States. … [R]eceipts from a sale are not taxable even though such proceeds are from a source within the United States. … The Regulations have made this explicit.

… The Regulations, to be sure, give "royalties" as an example of proceeds which are within the phrase "fixed or determinable annual or periodical gains, profits, and income." ... But proceeds sought to be brought within the term "royalties" must be of a nature which justifies that classification. … It completely ignores the intrinsic character of "royalties," and therefore the basis of including them in the larger category of "fixed or determinable annual or periodical gains, profits, and income," to infer that proceeds which do not meet that description but result from the use of another method of realizing economic gain from a property right -- that of sale rather than a license producing a recurring income -- are also "royalties."

… The only judicial problem is whether the proceeds constitute a type of income which Congress has designated as taxable. That type must have the characteristic of being "fixed or determinable annual or periodical gains, profits, and income." A lump-sum payment for an exclusive property right, transferable and transferred by the taxpayer, simply does not meet that qualification. Unless there is something inherent in the copyright law to prevent it, such a transaction is the familiar "sale of personal property." Surely it is a sale of a capital asset. ... As such it is not subject to the tax. The legislative history leaves no doubt on this point.

… [I]t would seem as a matter of legal doctrine that where a person transfers absolutely to another, under terms of payment which do not depend on future use by the transferee, a distinct right conferred by the Copyright Law granting the transferee a monopoly in all the territory to which the Copyright Law itself extends, legal doctrine should reflect business practice in recognizing that the proceeds are from "the sale of personal property," rather than amounts received as "fixed or determinable annual or periodical gains, profits, and income."...

Wodehouse made an absolute transfer of some of those rights. He did not receive royalties but instead gave up that chance in return for a lump sum, just as the seller of a house gives up the right to receive rent in return for the purchase price. That transaction can only be regarded as a sale. As the revenue laws now stand, it was nontaxable.
Karrer v. United States
United States Court of Claims

152 F. Supp. 66 (1957)


[Karrer, a Swiss chemistry professor and Nobel Prize winner licensed Basle, a Swiss corporation, to use manufacturing processes Karrer had invented.  In exchange, Basle promised to pay Karrer a percentage of the net proceeds from sales of vitamin products manufactured and sold by it.  Basle gave Nutley the exclusive right to use Karrer's processes in the United States.  In return, Nutley was to pay 4% of the net proceeds from its sales to Basle.  Although Karrer was not a party to the contract between Basle and Nutley, Nutley paid him a percentage of the net proceeds from the sale of vitamins manufactured using Karrer's processes.  Nutley called these payments to Karrer "royalties."  Nutley withheld and paid U.S. income taxes on Karrer's behalf.  Karrer filed claims for refunds.]

The [United States] says that the payments from Nutley to Karrer were subject to Federal income tax because they were fixed, periodical income to Karrer from sources within the United States falling within the provisions of [an earlier version of Code section 871(a)(1)(A). 

[Karrer argues] that the payments made to him by Nutley were for services performed outside of the United  States and are therefore not from sources within the United States so as to provide a basis for the imposition of a United States income tax

.

***

There seems little question from the facts in this case that Karrer received fixed, periodical income as those terms are used in the Code. We must determine, therefore, whether or not as a matter of contract or law the income was from sources within the United States. *** A definition of what is "gross income from sources within the United States" is contained in Code section 861 [and this includes gross income from personal services rendered in the US and from royalties on patents and other intangibles located in the US]. *** 

[I]f the payments to Karrer by Nutley were for the use of Karrer's property located in the United States, then those payments are properly characterized as income from sources within the United States. *** On the other hand, [if] the payments were compensation for labor or services performed by Karrer without the United States, *** the income tax thereon was illegally assessed and collected on income exempted from taxation.

***

The fact that the payments *** were made by a United States corporation is not determinative of the right to tax the nonresident alien who is the recipient of such payments. The only criterion for imposing the tax is that the "source" of the income to be taxed must be within the United States. The "source" of income in this connection is not necessarily the payor, but may be the property or the services from which the particular income is derived as indicated in section 119 of the Internal Revenue Code. In the instant case the [products discovered by Karrer] were income producing property and thus a "source" of income. Furthermore, the United States patents and Nutley's right to use and exploit their commercial value were property located within the United States so that payments made by Nutley for such use or for the privilege of such use, would be clearly taxable to the recipient of such payments under section 211. However *** the payment made by Nutley to Karrer were not payments for the right of Nutley to use any income producing property or interest therein belonging to Karrer.

The right to use and exploit in the United States the patents granted on the discoveries of Karrer was granted to Nutley by Basle *** not by Karrer. Basle was the owner of the commercial rights in Karrer's discoveries and it alone could convey this right to another. [The United States] urges that the payments made to Karrer were in the nature of royalty payments, but that argument is premised upon the assumption that Karrer's contracts with Basle were royalty contracts. *** [T]he contractual relationship between Karrer and Basle *** was one of special employment. As such, all payments under the Swiss participation contracts to Karrer were payments of compensation for services rendered in Switzerland *** [and] not taxable under the clear wording of section 119 (c) (3) and section 212 (a) of the Internal Revenue Code.

It is true that Karrer received the payments in suit from Nutley, an American corporation, rather than from the Swiss corporation. *** This circumstance, however, in no way alters the character of the obligation or of the payments made pursuant thereto. Since Nutley paid Karrer amounts due on an obligation owing to Karrer by Basle for services performed for Basle by Karrer in Switzerland, they do not represent payments for Karrer's rights or interest in property located in the United States, but rather payments for services performed outside the United States, and are therefore exempt from taxation. Nutley's denomination of the payments as royalties on its books cannot change the true character of these payments.

***

Karrer sold nothing to Nutley, the American corporation, nor did Basle sell anything to Nutley as the agent for Karrer. *** Karrer had nothing to sell to Nutley since all rights in his inventions and any patents thereon had vested in Basle.

In the Bloch case *** the taxpayer had retained rights in the patents and had in fact granted licenses. Karrer *** never granted to anyone a license to use or exploit his inventions or the patents thereon because he never had such rights under his contract with Basle.

It is the opinion of the court that the payments received by Karrer from Nutley were income from sources [outside] the United States and were not taxable. 

Boulez v. Commissioner

United States Tax Court

83 T.C. 584 (1984)


Korner, J. Respondent determined a deficiency in petitioner's individual income tax for the calendar year 1975 in the amount of $ 20,685.61. After concessions, the sole issue which we are called upon to decide is whether certain payments received by petitioner in the year 1975 constitute "royalties," within the meaning of the applicable income tax treaty between the Federal Republic of Germany and the United States, and are therefore exempt from tax by the United States, or whether said payments constitute compensation for personal services within the meaning of that treaty, and are therefore taxable by the United States.

* * *

Petitioner contends that the payments to him in 1975 by CBS, Inc., were not taxable by the United States, because they were "royalties" within the meaning of the applicable treaty between the United States and the FRG. Respondent, as noted above, contends that the payments in question were taxable to petitioner by the United States because they represented compensation for personal services performed in the United States by petitioner. The parties are in agreement that the outcome of this dispute is governed by the effective income tax treaty between the United States and the FRG.

Under date of July 22, 1954, there was executed a "Convention Between the United States of America and the Federal Republic of Germany for the Avoidance of Double Taxation with Respect to Taxes on Income," 5 U.S.T. (part 3) 2768, T.I.A.S. No. 3133. As amended by a Protocol, dated September 17, 1965, 16 U.S.T. (part 2) 1875, T.I.A.S. No. 5920, this convention (hereinafter the treaty) was in effect during the year 1975, and undertook to govern,  in stated respects, the income taxation of natural and juridical persons resident in either of the two nations, whose affairs might bring into play the taxing laws of both nations. Petitioner, a resident of the FRG, was a person within the coverage of the treaty. The relevant portions of the treaty provide, in part:

Article II

(2) In the application of the provisions of this Convention by one of the contracting States any term not otherwise defined shall, unless the context otherwise requires, have the meaning which the term has under its own applicable laws * * *

* * * *

Article VIII

(1) Royalties derived by a natural person resident in the Federal Republic or by a German company shall be exempt from tax by the United States.

* * * *

(3) The term "royalties", as used in this Article,

(a) means any royalties, rentals or other amounts paid as consideration for the use of, or the right to use, copyrights, artistic or scientific works (including motion picture films, or films or tapes for radio or television broadcasting), patents, designs, plans, secret processes or formulae, trademarks, or other like property or rights, or for industrial, commercial or scientific equipment,  or for knowledge, experience or skill (know-how) and

(b) shall include gains derived from the alienation of any right or property giving rise to such royalties.

* * * *

Article X

* * * *

(2) Compensation for labor or personal services (including compensation derived from the practice of a liberal profession and the rendition of services as a director) performed in the United States by a natural person resident in the Federal Republic shall be exempt from tax by the United States if --

Acknowledging that the provisions of the treaty take precedence over any conflicting provisions of the Internal Revenue Code of 1954 (sec. 7852(d); see also sec. 894), we must decide whether the payments received by petitioner in 1975 from CBS, Inc., constituted royalties or income from personal services within the meaning of that treaty. This issue, in turn, involves two facets:

(1) Did petitioner intend and purport to license or convey to CBS Records, and did the latter agree to pay for, a property interest in the recordings he was engaged to make, which would give rise to royalties?

(2) If so, did petitioner have a property interest in the recordings which he was capable of licensing or selling?

The first of the above questions is purely factual, depends upon the intention of the parties, and is to be determined by an examination of the record as a whole, including the terms  of the contract entered into between petitioner and CBS Records, together with any other relevant and material evidence. ... 

The second question -- whether petitioner had a property interest which he could license or sell -- is a question of law. The treaty is not explicit, and we have found no cases or other authorities which would give us an interpretation of the treaty on this point. We are therefore remitted to U.S. law for the purpose of determining this question. Treaty, supra at art. II (2).

We will examine each of these questions in turn.

1. The Factual Question

By the contract entered into between petitioner and CBS Records in 1969, as amended, did the parties agree that petitioner was licensing or conveying to CBS Records a property interest in the recordings which he was retained to make, and in return for which he was to receive "royalties?" Petitioner claims that this is the case, and he bears the burden of proof to establish it. Welch v. Helvering, 290 U.S. 111 (1933); Rule 142(a).

The contract between the parties is by no means clear. On the one hand, the contract consistently refers to the compensation which petitioner is to be entitled to receive as "royalties," and such payments are tied directly to the proceeds which CBS Records was to receive from sales of recordings which petitioner was to make. Both these factors suggest that the parties had a royalty arrangement, rather than a compensation arrangement, in mind in entering into the contract. We bear in mind, however, that the labels which the parties affix to a transaction are not necessarily determinative of their true nature ( Kimble Glass Co. v. Commissioner, 9 T.C. 183, 189 (1947)), and the fact that a party's remuneration under the contract is based on a percentage of future sales of the product created does not prove that a licensing or sale of property was intended, rather than compensation for services. Karrer v. United States, 138 Ct. Cl. 385, 152 F. Supp. 66 (1957).
On the other hand, the contract between petitioner and CBS Records is replete with language indicating that what was intended here was a contract for personal services. Thus, paragraph 1 (quoted in our findings of fact) clearly states that CBS Records was engaging petitioner "to render your services exclusively for us as a producer and/or performer * * * It is understood and agreed that such engagement by us shall include your services as a producer and/or performer." Paragraph 3 of the contract then requires petitioner to "perform" in the making of a certain number of recordings in each year. Most importantly, in the context of the present question, paragraph 4 of the contract (quoted in our findings) makes it clear that CBS considered petitioner's services to be the essence of the contract: petitioner agreed not to perform for others with respect to similar recordings during the term of the contract, and for a period of 5 years thereafter, and he was required to "acknowledge that your services are unique and extraordinary and that we shall be entitled to equitable relief to enforce the provision of this paragraph 4."

Under paragraph 5 of the contract (quoted supra), it was agreed that the recordings, once made, should be entirely the property of CBS Records, "free from any claims whatsoever by you or any person deriving any rights or interests from you." Significantly, nowhere in the contract is there any language of conveyance of any alleged property right in the recordings by petitioner to CBS Records, nor any language indicating a licensing of any such purported right, other than the designation of petitioner's remuneration as being "royalties." The word "copyright" itself is never mentioned. Finally, under paragraph 13 of the contract, CBS Records was entitled to suspend or terminate its payments to petitioner "if, by reason of illness, injury, accident or refusal to work, you fail to perform for us in accordance with the provisions of this agreement."

Considered as a whole, therefore, and acknowledging that the contract is not perfectly clear on this point, we conclude that the weight of the evidence is that the parties intended a contract for personal services, rather than one involving the sale or licensing of any property rights which petitioner might have in the recordings which were to be made in the future.

2. The Legal Question

* * *

[T]he existence of a property right in the payee is fundamental for the purpose of determining whether royalty income exists, and this is equally true under our domestic law as well as under the treaty.

Did the petitioner have any property rights in the recordings which he made for CBS Records, which he could either license or sell and which would give rise to royalty income here? We think not.

We think that petitioner is correct, in that the Sound Recording Amendment of 1971, supra, did amend the Copyright Act of 1909 so as to create, for the first time, copyrightable property interests in a musical director or performer such as petitioner who was making sound recordings of musical works, a property right which had not existed theretofore. 17 U.S.C. §§ 1(f), 5(n), 26. ...

Bank of America v. U.S. 

United States Court of Claims

680 F.2d 142 (1982)


Kashiwa, J.:  * * * We are faced with the question whether certain commissions received by the plaintiff, Bank of America, * * * should be characterized as United States or foreign source income for purposes of the Internal Revenue Code. The trial judge held that all the commissions at issue should be classified as income from sources without the United States. * * * We * * * agree with the result reached by the trial judge as to acceptance and confirmation commissions, [but] we * * * hold [negotiation] commissions are income from sources within the United States.

* * *

The transactions at issue involve commercial letters of credit issued by a foreign bank on behalf of a foreign purchaser for the benefit of an American exporter. Such a transaction begins with an agreement by an American exporter to sell goods to a foreign purchaser. The foreign purchaser then requests a commercial letter of credit from a foreign bank [also called the “opening” bank]. * * * The terms of such a letter typically include some of the terms of the sales agreement * * *. By issuing [the] letter of credit, the opening bank agrees to pay the American seller a specified amount when the American seller meets the terms of the letter of credit. The * * * opening bank, in turn, expects its customer, the foreign importer, to reimburse it.

[The letter of credit the opening bank issues may be one of two different types known as sight and usance (or time) letters of credit. The beneficiary of a sight letter of credit is entitled to payment once it is determined he has met the terms of the letter. The beneficiary of a usance letter of credit, on the other hand, is not entitled to payment immediately upon the determination he has met the terms of the letter but, instead, will be entitled to payment at a specified time in the future. Plaintiff's transactions in the years in question involve both sight and usance letters of credit. A draft is the specific document that directs payment be made to the beneficiary. There are both sight and time drafts.]
Any letter of credit a foreign bank issues on behalf of a foreign purchaser for the benefit of an American exporter can be advised
 by the [US bank] as a courtesy to the foreign bank. When a letter of credit is advised by the [US bank], [the US bank] simply informs the American [exporter] that a letter of credit has been issued in his favor and forwards the letter. The [US bank] does not undertake any credit commitment and so informs the [American exporter]. * * * During the years 1958 through 1960, no fee was charged by the plaintiff [Bank of America] for advisement.

Alternatively, a foreign bank can request that plaintiff confirm a sight letter of credit.
 If [the US bank] agrees to confirm a sight letter of credit, it not only advises the letter but it irrevocably commits itself to pay the face amount of the letter. Payment is only made if the beneficiary has met the terms of the letter of credit. UCP, Article 5. Under ordinary circumstances, [the US bank] is reimbursed by the foreign bank for paying the draft. Whether or not [the US bank] agrees to confirm a letter of credit depends upon its evaluation and credit analysis of the opening bank. When [the US bank] does agree to confirm, it notifies the beneficiary [i.e., the US exporter]. At the time of notification, [the US bank] becomes obligated to pay the beneficiary regardless of any changes that might take place affecting the ability of the opening bank to reimburse the [the US bank]. Subsequent to notification, a beneficiary can present the letter of credit and supporting documents for payment at any time.

After [the US bank] has paid the amount of the draft to the beneficiary, it will ordinarily debit the foreign bank's account. Occasionally, a foreign bank will prepay the amount of the draft. When prepayment occurs, [Bank of America, when it is the US bank,] usually waives the confirmation commissions. During the years 1958 through 1960, [Bank of America] charged the opening foreign bank a commission for confirmation of 1/20 of 1 percent of the face amount of the draft for each calendar quarter or fraction thereof the draft was outstanding. If this amount was less than $ 2.50, a minimum commission of $ 2.50 was charged. Confirmation commissions are charged the opening bank upon confirmation.

A foreign bank can also request that [a US bank] negotiate a letter of credit.
 This can be done with either advised or confirmed letters of credit. Negotiation is the process by which the beneficiary's papers are checked to see whether they meet the terms of the letter of credit. This process takes place at the offices of the [US bank] in the United States. The papers are then forwarded to the opening bank which independently checks the papers. Neither bank inspects the merchandise. In cases involving confirmed letters of credit, negotiation is always required. A separate commission was charged for negotiation of 1/10 of 1 percent of the face amount of the draft. If this amount was less than $ 5, a minimum of $ 5 was charged. With confirmed letters of credit, the negotiation commission is charged at the time the sight draft is honored.

The third type of commission we are concerned with is acceptance commissions.
 Acceptance financing can be used to obtain money directly, to finance the storage of goods, to refinance sight letters of credit, and to finance export/import trade. The acceptance commissions involved in this case were paid to plaintiff by foreign banks as a result of plaintiff's acceptance of time drafts drawn pursuant to usance letters of credit issued by those foreign banks or pursuant to lines of credit extended by plaintiff to the foreign banks. When a foreign bank requests plaintiff's involvement in acceptance, plaintiff first undertakes a credit analysis of the foreign bank. If plaintiff agrees, the following procedures take place.

In circumstances involving usance letters of credit, when the beneficiary presents the letter of credit and accompanying documents to the plaintiff, plaintiff examines the documents to see whether they conform to the terms of the letter of credit. If the documents conform, plaintiff places its acceptance stamp upon the draft. By placing its stamp upon the draft, plaintiff obligates itself to pay the face amount of the draft on the day the draft becomes due. Once the plaintiff's acceptance is stamped, the draft becomes a money market obligation and is freely tradeable. Plaintiff is obligated to pay any holder in due course on the date the draft becomes due.

[The court next explains how money is transferred by a foreign bank to the US receiving bank. This can be done by a one-time transfer of funds, equal to the amount of the letter of credit, from the foreign to the US bank. The US bank may also extend a line of credit to the foreign bank, assuming that they are often parties to such letter-of-credit transactions.]
For the years 1958 through 1960, plaintiff paid income taxes on its international banking business to Germany, France, Guatemala, and Singapore. In its timely filed  United States income tax return for the same years, plaintiff deducted foreign income taxes under [Internal Revenue Code § 164, which allows the deduction of taxes paid to foreign or state governments]. In May 1963, plaintiff timely filed claims for refund for federal income taxes assertedly overpaid by it for its 1958 through 1960 taxable years. These claims were amended in June 1966. In its refund claims, plaintiff elected to take a foreign tax credit under [Code] section 901, rather than a deduction under section 164, for the foreign taxes it paid or accrued. In computing the per-country foreign tax credit limitation of section 904 for income taxes paid to Germany, France, Guatemala, and Singapore, plaintiff treated the confirmation, negotiation, and acceptance commissions it received from foreign banks in those countries as income from sources without the United States. The Internal Revenue Service partially disallowed plaintiff's refund claim. It determined the commissions in question were income from sources within the United States for purposes of computing the limitation under section 904. On May 11, 1971, plaintiff timely instituted this federal income tax refund suit. We must decide whether the confirmation, negotiation, and acceptance commissions at issue are United States or foreign source.

* * *

III.

We first consider acceptance commissions. * * * We recognize the plaintiff performed services for the foreign banks as part of the acceptance transactions; e.g., advising the letter of credit and making the actual payment of money. We also realize foreign banks without United States branches cannot perform some of these services and require an agent in the United States to do that. We find, however, these functions are not the predominant feature of the transactions. Instead, the predominant feature of these transactions is the substitution of plaintiff's credit for that of the foreign banks. No one would question that lenders in making direct loans also perform personal services. Yet, Congress in section 861(a)(1) and 862(a)(1) has determined that all interest will be sourced under those sections and not as personal services under sections 861(a)(3) and 862(a)(3). We find acceptance commissions to be similar.

We therefore hold that for the reasons discussed the acceptance commissions are sourced by analogy to interest under the provisions of sections 861(a)(1) and 862(a)(1). Interest should be used because it furnishes the closest analogy in the statutory sourcing provisions, although (as the trial judge held) the acceptance commissions here cannot be directly equated with interest. Since interest is sourced by the residence of the obligor and the obligors in all instances were foreign banks, we find the acceptance commissions are foreign source income.

IV.

We next consider confirmation commissions. In confirmation the plaintiff advises a sight letter of credit and adds to it its own obligation to pay the sight draft when the terms of the letter have been met. The plaintiff irrevocably commits itself to pay the draft at the time it notifies the beneficiary of the letter of credit that it has confirmed the letter. The beneficiary may present the letter and accompanying document to the plaintiff for payment at any time thereafter. The account of the foreign bank is ordinarily not debited until the sight draft is presented and paid. Thus, from the moment of confirmation the plaintiff has made an enforceable promise to pay regardless of any change in the foreign bank's financial condition. As in acceptance and loan transactions, the plaintiff here has acted as an intermediate, has assumed the risk of default of the foreign bank, and has assured the draft's holder of payment.

The services involved in confirmation are little different from those in advisement where no charge is made. The only service provided by plaintiff in confirmation that was not provided in advisement is the actual payment of dollars. It is important to note the plaintiff usually waived the confirmation commissions when a foreign bank prepaid the amount of the draft. Thus, it is apparent what plaintiff was really charging for was not the services performed but the substitution of its own credit for that of the foreign bank. The predominant feature of the confirmation transactions was the substitution of plaintiff's credit for that of the foreign banks. The services performed were subsidiary to this. Therefore due to the similarities between a confirmation and a loan transaction, we hold that the confirmation commissions should be sourced by analogy to interest. Again we point out that interest should be used because it furnishes the closest analogy in the statutory sourcing provisions, although confirmation commissions cannot be directly equated with interest. Since the obligors were all foreign banks, we hold the confirmation commissions are income from without the United States.

V.

Finally, we consider negotiation commissions. The analysis here is somewhat different. Negotiation is simply the process by which the plaintiff checks to see whether the documents the beneficiary presents conform to the terms of the letter of credit. A separate commission is charged for negotiation of advised letters of credit and confirmed letters of credit. Where negotiation commissions are charged for advised letters of credit, we find the commissions are charged for personal services. In those situations there is no assumption of any credit risk by the plaintiff. The plaintiff does not make any payments to the beneficiary of the letter of credit. The only risk present is that the plaintiff will improperly check the documents. No analogy can possibly be drawn to a loan situation. Since the negotiation commissions charged with advised letters of credit are clearly being charged for personal services, we hold they should be sourced as personal services.

Plaintiff contends, however, in instances where letters of credit are confirmed it must negotiate to protect itself from making payment to a party who has not met the terms of the letter of credit. Plaintiff therefore argues the risks of the confirmation process are dominant and should control the sourcing of the negotiation commissions. Although we agree plaintiff requires negotiation with confirmed letters of credit, we cannot agree the character of confirmation controls that of negotiation. Plaintiff's own method of structuring these transactions militates against its argument. Plaintiff does not charge just one fee for confirmation and negotiation but makes two separate charges at two separate points in time. It charges negotiation commissions when it completes the actual negotiation process. In addition, the negotiation commissions are twice that of confirmation commissions. We therefore cannot conclude the services of negotiation are so minor they are merely a part of the confirmation process. When a foreign bank pays the plaintiff a commission for negotiation, it is paying the plaintiff to perform the physical process of checking documents and nothing more.

We therefore hold negotiation is a personal service and negotiation commissions are therefore sourced under sections 861(a)(3) and 862(a)(3). Personal services are sourced where the services are performed. Plaintiff performed negotiation at its offices in the United States. Thus, negotiation commissions are income from sources within the United States.

Iglesias v. U.S.

U.S. District Court

658 F.Supp. 856 (S.D.N.Y. 1987)


In 1965 and 1966, plaintiff Andres Iglesias, a citizen and resident of Bolivia, purchased shares in a Netherlands' Antilles' mutual fund (“NAMF”). All income from the NAMF shares was exempt from United States taxation.

Iglesias pledged to First National City Bank (now known as “Citibank”) some of his NAMF shares as security for obligations of Diveco, a Bolivian corporation that he and members of his family owned. Citibank sold all of Iglesias' NAMF shares to satisfy certain Diveco liabilities to Citibank. Plaintiff prevailed in a lawsuit against Citibank for wrongfully converting his NAMF shares. Iglesias v. First National City Bank (New York), No. 73 Civ. 2369 (S.D.N.Y. June 21, 1979), aff'd,No. 75-7581 (2d Cir. December 14, 1979). He recovered damages from Citibank totalling $324,344.70, of which $106,429.91 represented prejudgment interest. Under protest, plaintiff paid United States income tax of $47,928.97 on the interest portion of the judgment, and simultaneously applied for a refund. This suit was instituted to recover the $47,928.97 in income tax that plaintiff paid, plus interest.

Both parties agree that Iglesias, as a nonresident alien, was subject to American income tax only on income from sources within the United States. 26 U.S.C. § 872. It is also undisputed that the applicable statute for the definition of interest income from sources within the United States is 26 U.S.C. § 861(a):

(a) Gross income from sources within the United States.-The following items of gross income shall be treated as income from sources within the United States:

(1) Interest. Interest from the United States or the District of Columbia, and interest on bonds, notes, or other interest-bearing obligations of residents, corporate or otherwise....

26 U.S.C. § 861(a)(1). The corresponding Treasury Regulation provides, in pertinent part:

Interest.

(a) In general. (1) Gross income consisting of interest from the United States or any agency or instrumentality thereof ...a state or any political subdivision thereof, or the District of Columbia, and interest from a resident of the United States on a bond, note, or other interest-bearing obligation issued or assumed by such person shall be treated as income from sources within the United States. Thus, for example, income from sources within the United States includes interest received on any refund of income taxes imposed by the United States, a State or any political subdivision thereof, or the District of Columbia. Interest other than that described in this paragraph is not to be treated as income from sources within the United States.

Treas. Reg. § 1.861-2(a)(1)

Plaintiff argues that since neither 26 U.S.C. 861(a)(1) nor the Treasury Regulation describes interest contained in a judgment against a resident of the United States, such interest is not to be treated as income from sources within the United States. Defendant argues that when the judgment was entered against Citibank, a United States resident “assumed” an “interest-bearing obligation” within the meaning of the Treasury Regulation. Defendant also asserts that the prejudgment interest contained in that judgment is “interest on” the same “interest-bearing obligation.”

No court has squarely addressed the issue raised by these cross-motions. Commissioner v. Raphael, 133 F.2d 442 (9th Cir.1943), cert. den.,320 U.S. 735, 64 S.Ct. 34, 88 L.Ed. 435 (1943), on which defendant relies for the general proposition that prejudgment interest is taxable, dealt with the fraudulent sale of taxable real estate, income from which would have been taxable in any event, and not the conversion of tax-exempt property, the income from which would not be otherwise taxable.

Basically, defendant argues that since Citibank paid the judgment, the prejudgment interest literally came from a source within the United States, and is therefore taxable. Plaintiff's essential position is that if Citibank had not wrongfully converted the NAMF shares, the income from those shares would not have been subject to tax in the United States. Plaintiff argues that since the interest in question “represented in fact and law ...the converted non-taxable dividends,” it should also be non-taxable. (Pl. Br. at 2). If the wrongful conversion transformed otherwise tax-exempt income into taxable income, the innocent victim would be unfairly penalized for the wrongful conduct of the converter.

[1][2] Defendant offers no policy reason, and I can find none, for straining the statutory language to reach such an unjust result. The language “interest-bearing obligations of residents” does not in terms or in the context of 26 U.S.C. § 861(a)(1) mean a judgment against a resident which includes prejudgment interest. If Congress had intended to tax the otherwise exempt *858 income of non-resident aliens when the income was misappropriated by a United States resident, it would not have used the language of 26 U.S.C. 861(a)(1). Plaintiff's motion for summary judgment is granted. Defendant's cross-motion is denied.

Korfund Co. v. Commissioner

United States Tax Court

1 T.C. 1180 (1943)


Disney, J. [Korfund is a New York corporation with its principal place of business in New York City. Stoessel, a German citizen, owned a German corporation called Zorn. Zorn formed a contract with Korfund. Under this contract, Zorn promised not to compete with Korfund in the United States or Canada. In exchange, Korfund promised to pay Zorn royalties. Korfund also formed a contract with Stoessel. Under this contract, Stoessel was to act as a consultant for Korfund, and Korfund was to pay him a percentage of its net earnings. Korfund later cancelled the contacts with both Zorn and Stoessel. As a result, Zorn and Stoessel sued a representative of Korfund for amounts Korfund still owed them under the contracts. The cases were settled and Korfund paid Zorn and Stoessel $2,964 and $2,508 respectively. The Commissioner argued that Korfund, as a withholding agent, should be taxed on the money it paid to Zorn and Stoessel according to sections 143 and 144 of the Revenue Act of 1938.]

… The issue is whether [Korfund] is liable for withholding taxes on amounts paid to a nonresident alien and corporation.

… The sole point of difference between the parties as to this income is whether it was earned from sources within the United States within the meaning of section 119 of the Revenue Act of 1938, and that … turns upon the source of the income derived from agreements not to compete with [Korfund] in the United States and Canada or give advice for the organization of, or to, a competitor.

[Korfund's] contention is based upon the theory that the income was paid for agreements to refrain from doing specific things -- negative acts. No defaults occurred and during the period of compliance the promisors were residents of Germany. [Korfund's] contention is that negative performance is based upon a continuous exercise of will, which has its source at the place of location of the individual, and that, as the mental exertion involved herein occurred in Germany, the source of the income was in that country, not in the United States where the promise was given. The [Commissioner's] view of the question is, in short, that, as the place of performance would be in the United States if Zorn and Stoessel had violated their contractual obligations, abstinence of performance occurs in the same place.

… Zorn had a right to compete with [Korfund] in the United States and Canada and for that purpose to form a competitive company or to assist others in forming one. Likewise, Stoessel had a right to serve other corporations or individuals in the United States engaged in a business similar to [Korfund's] as a consultant and to furnish them information of value to their business. They were willing to and did give up these rights in this country for a limited time for a consideration payable in the United States. ... [T]he rights of Stoessel and Zorn to do business in this country, in competition with [Korfund], were interests in property in this country. They might have received amounts here for services or information, but were willing to forego that right and possibility for a limited period for a consideration. What they received was in lieu of what they might have received. The situs of the right was in the United States, not elsewhere, and the income that flowed from the privileges was necessarily earned and produced here. [Korfund] is merely using it, so to speak, for a specified time, subject to periodical payments to the owners of the rights. Upon the termination of the contracts the rights reverted to Zorn and Stoessel, and they were then free to exercise them independent of the agreements entered into with [Korfund]. These rights were property of value and the income in question was derived from the use thereof in the United States.

… We find and hold that the source of all of the income in question was in the United States and is subject to withholding tax in the taxable year.

U.S. v. Balanovski

United States Courts of Appeals

236 F.2d 298 (2d Cir. 1956)


CLARK, J.: [Balanovski and Horenstein, both Argentinean citizens, were copartners in an Argentine partnership called Compania Argentina de Intercambio Comercial (CADIC). Balanovski held an 80 per cent interest and Horenstein a 20 per cent interest. Balanovski came to the United States for about ten months to conduct partnership business. While in the U.S., Balanovski bought trucks on behalf of CADIC and shipped them back to Argentina. Horenstein then resold the trucks in Argentina, making a substantial profit. When Balanovski left the United States he filed a departing alien income tax return, on which he reported no income. The Commissioner of Internal Revenue taxed both Balanovski and Horenstein on the profits CADIC made while Balanovski was in the United States.]

… We … hold that the partnership CADIC was engaged in business in the United States and that hence the two copartners were taxable for their share of its profits from sources within the United States. The applicable statutes are §§ 211(b), 212, and 219 of the Internal Revenue Code of 1939.

CADIC was actively and extensively engaged in business in the United States. ... Its 80 per cent partner, Balanovski, under whose hat 80 per cent of the business may be thought to reside, was in this country soliciting orders, inspecting merchandise, making purchases, and … completing sales. While maintaining regular contact with his home office, he was obviously making important business decisions. He maintained a bank account here for partnership funds. He operated from a New York office through which a major portion of CADIC's business was transacted.

We cannot accept the view … that, since Balanovski was a mere purchasing agent, his presence in this country was insufficient to justify a finding that CADIC was doing business in the United States. We need not consider the question whether, if Balanovski (an 80 per cent partner) were merely engaged in purchasing goods here, the partnership could be deemed to be engaged in business, since he was doing more than purchasing. Acting for CADIC he engaged in numerous transactions wherein he both purchased and sold goods in this country, earned his profits here, and participated in other activities, pertaining to the transaction of business.

… As copartners of CADIC, Balanovski and Horenstein are taxable for the amount of partnership profits from sources within the United States … The district court held them taxable only upon the 'discounts' or 'commissions' paid CADIC by the suppliers after completion of the sales transactions, not upon the total profits of the sales This solution of the problem is in seeming conflict with the usual rule that discounts received as inducements for quality purchasing are considered as reducing the purchasers' cost for tax purposes. … Further, isolation of the discount from the sales transaction is not in accord with preferred accounting technique. … Isolation of the discount for tax purposes would be more appropriate if the court considered the partnership as a broker receiving commissions, rather than as a vendor. [W]e hold the total profits on these transactions, including the discounts, to be taxable in full.

Under § 119(a)(6) and (e) of the 1939 Code, a nonresident alien engaged in business here derives income from the sale of personal property in 'the country in which (the goods are) sold.' By the overwhelming weight of authority, goods are deemed 'sold' within the statutory meaning when the seller performs the last act demanded of him to transfer ownership, and title passes to the buyer.

Here, by deliberate act of the parties, title, or at least beneficial ownership, passed to [the buyer] in the United States.

… All the available evidence confirms, rather than rebuts, these presumptions of passage of title in the United States. All risk of loss passed before the ocean voyage. [The buyer] took out the marine insurance. CADIC performed all acts to complete the transaction, retained no control of the goods, and there was no possibility of withdrawal.

Of course this test may present problems, as where passage of title is formally delayed to avoid taxes. Hence it is not necessary, nor is it desirable, to require rigid adherence to this test under all circumstances. But the rule does provide for a certainty and ease of application desirable in international trade. Where, as here, it appears to accord with the economic realities (since these profits flowed from transactions engineered in major part within the United States), we see no reason to depart from it. Hence we hold that the partners are liable for taxes on the entire profits of the partnership sales …

3.  Allocation of Deductions

Black & Decker v. Commissioner

United States Tax Court

T.C. Memo 1991-557 (1991)


[Black & Decker is a United States corporation that sells power tools. Black & Decker formed a wholly owned foreign subsidiary in Japan called Japan Black & Decker (JBD). Black & Decker owned all of JBD's stock. JBD only operated in Japan and did not receive any income from the United States. JBD sustained large financial losses, and eventually Black & Decker shut down it down. JBD never paid any dividends to Black & Decker. On its federal income tax return, Black & Decker claimed a worthless stock loss under section 165(g)(3).]

… The sole issue for decision is whether a loss from worthless stock in a wholly owned foreign subsidiary is deducted from U.S. source or foreign source income in computing the foreign tax credit limitation. We hold that the worthless stock loss is allocable against petitioner's foreign source income.

[Black & Decker] contends that the worthless stock loss is entirely allocable to sources within the United States … [or] that a portion of the worthless stock loss is allocable to sources within the United States.

[The Commissioner] agrees that petitioner is entitled to a worthless stock loss deduction under section 165(g)(3). However, [the Commissioner] maintains that the deduction relates to [Black and Decker's] foreign source income and thus reduces taxable income from sources without the United States for purposes of the foreign tax credit limitation.

… Under sec. 1.861-8(a)(2), Income Tax Regs., a taxpayer is required to allocate deductions to a class of gross income, and then, if necessary, to apportion deductions within the class of gross income between the statutory grouping of gross income (foreign source income) and the residual grouping of gross income (U.S. source income). Allocations and apportionments are made on the basis of the factual relationship of deductions to gross income. … If the deduction is allocable to a class of gross income which is contained in both the statutory and residual grouping, the deduction must be apportioned between the statutory and residual grouping of gross income within that class.

In determining the class of gross income to which a deduction is allocated, section 1.861-8(b)(2), Income Tax Regs., provides:

(2) Relationship to activity or property. A deduction shall be considered definitely related to a class of gross income and therefore allocable to such class if it is incurred as a result of, or incident to, an activity or in connection with property from which such class of gross income is derived. Where a deduction is incurred as a result of, or incident to, an activity or in connection with property, which activity or property generates, has generated, or could reasonably have been expected to generate gross income, such deduction shall be considered definitely related to such gross income as a class whether or not there is any item of gross income in such class which is received or accrued during the taxable year and whether or not the amount of deductions exceeds the amount of gross income in such class. 

Section 1.861-8(e)(7)(i), Income Tax Regs., provides rules for allocation of losses on the sale, exchange, or other disposition of property. Such losses are considered definitely related and allocable to the class of gross income to which the property ordinarily gives rise. Section 1.861-8(e)(7)(i), Income Tax Regs., provides:

(7) Losses on the sale, exchange, or other disposition of property -- (i) Allocation. The deduction allowed for loss recognized on the sale, exchange, or other disposition of a capital asset or property described in section 1231(b) shall be considered a deduction which is definitely related and allocable to the class of gross income to which such asset or property ordinarily gives rise in the hands of the taxpayer. Where the nature of gross income generated from the asset or property has varied significantly over several taxable years of the taxpayer, such class of gross income shall generally be determined by reference to gross income generated from the asset or property during the taxable year or years immediately preceding the sale, exchange, or other disposition of such asset or property.

… [Black & Decker] alleges that its purpose was not to generate dividend income but rather to protect and promote income from sales of its products in the United States, and that, accordingly, the stock loss is allocable to [Black & Decker's] U.S. source income from sales. However, we believe the record establishes that [Black & Decker] hoped to compete effectively against Japanese manufacturers in Japan and eventually to derive Japanese dividends.

In addition, [Black & Decker] asserts that since its investment in JBD did not give rise to any foreign source dividends, the loss is properly allocable to petitioner's U.S. source income.

We believe the regulations require objective consideration of the facts and circumstances relating to the relationship of the worthless stock loss to the class of income to which the stock would ordinarily give rise in the hands of the taxpayer.

… Here, [Black & Decker] incurred a substantial worthless stock loss from its investment in JBD, its wholly owned foreign subsidiary. Although JBD did not pay or declare a dividend during the years of its existence, [Black & Decker] did contemplate taking profits from JBD once it established market share. … On the basis of the facts, we conclude that [Black & Decker's] investment in the stock of JBD would ordinarily give rise to dividend income; accordingly, the worthless stock loss is allocable to dividend income.

… Petitioner argues in the alternative that, pursuant to the factual relationship test of the regulations, its worthless stock loss should be allocated against the classes of gross income received by petitioner directly from NBD, i.e., gross profit on sales, interest income, and royalty income.

... Having found that petitioner's worthless stock loss is allocable to foreign source income … we conclude that the loss is not allocable between U.S. source and foreign source income by reference to the classes of gross income received by [Black & Decker] directly from JBD.

Alternatively, [Black & Decker] asserts that since dividends from NBD were never received, the worthless stock loss is not definitely related to any class of gross income and the loss should be apportioned on the basis of the respective ratios of [Black & Decker's] U.S. source and foreign source income to its total gross income for the year of the loss.

… We are not convinced that apportionment … is justified in this case. We note that the regulations favor the identification of categories of gross income to which deductions are "definitely related," … and do not favor the placement of deductions in the "not definitely related" category. … We do not allocate the worthless stock loss to all of [Black & Decker's] gross income because the loss bears a definite relationship to [Black & Decker's] foreign source dividend income.

4. "Fixed or Determinable, Annual or Periodic Income"

Barba v. U.S.

United States Claims Court

2 Cl. Ct. 674 (1983)


Miller, J. [Barba is a citizen and resident of Mexico and has not been engaged in any trade or business in the United States. He won $62,000 while on vacation at a Las Vegas casino. The casino withheld $19,000 from Barba's winnings and paid it over to the Internal Revenue Service. Barba later filed a Non-Resident Alien Income Tax Return and requested a refund of the $19,000 tax withheld. The IRS refused to grant him a refund. During the same year, Barba lost $475,000 while gambling in Las Vegas.]     

… The section of the Internal Revenue Code the application of which is at issue is:

§ 871. Tax on nonresident alien individuals

(a) Income not connected with United States business--30 percent tax

(1) Income other than capital gains

There is hereby imposed for each taxable year a tax of 30 percent of the amount received from sources within the United States by a nonresident alien individual as--

(A) interest * * * * dividends, rents, salaries, wages, premiums, annuities, compensations, remunerations, emoluments, and other fixed or determinable annual or periodical gains, profits, and income.

The taxpayer's first contention in support of his claim for refund of the tax is that his gambling winnings do not come within the scope of § 871(a) because they are not "fixed or determinable annual or periodical gains, profits, and income."

… Immediately prior to the enactment of the Revenue Act of 1936, there could have been no reasonable doubt as to the includability of gambling winnings in the gross income of nonresident aliens since the statutory definition of gross income for all taxpayers included "gains or profits and income derived from any source whatever."

… In the Revenue Act of 1936 Congress amended the method of taxation of nonresident alien individuals not engaged in trade or business within the United States and not having an office or place of business therein. The amendments (1) substituted a special flat tax rate of 10 percent on the amount received for the general normal tax and surtax rates on net income; (2) required this entire special tax, in the usual case, to be withheld at the source of the amount received; (3) enumerated the items to be taxed to the nonresident aliens in terms substantially identical to the items on which tax was to be withheld; and (4) except  for the addition of dividends, required withholding of tax by the payers on the same items of income as were subject to tax withholding under the prior law.

… [T]he legislative purpose was not to decrease the tax on nonresident aliens' income from United States sources but to increase it while at the same time relieving the then Bureau of Internal Revenue of difficult or impossible administrative burdens of ascertaining the proper deductions from nonresident aliens' gross income necessary to arrive at their net income and for the basis of property sold in the United States necessary to arrive at capital gains. 

… [I]n enacting the language of § 871 of the Internal Revenue Code in the predecessor statute Congress had no intent to exclude from tax the gambling winnings of nonresident aliens from United States sources. Such would have been a gratuitous reduction in revenue inconsistent with the stated purpose of increasing it and not supported or explained by any statement in the legislative history.

[Barba] argues that since gambling winnings are uncertain they are not within the scope of the statute's phrase "other fixed or determinable annual or periodical gains, profits and income." However … the words "annual" and "periodical" do not mean actually recurring but are merely generally descriptive of the character of the gains, profits and income which arise out of such relationships as those which produce readily withholdable interest, rents, royalties and salaries, consisting wholly of income, especially in contrast to gains, profits and income in the nature of capital gains from profitable sales of real or personal property.

 

Further, there is no reason to construe "fixed or determinable" as meaning that the amount of income must be known before it is received.

… [Barba's] second line of attack upon the tax is that he had no income subject to the § 871(a) tax because for the entire year he had net gambling losses … 

[Barba] bases this argument initially upon the words of the statute: the tax is imposed on "the amount received," and [Barba] did not receive any net amount from gambling for the year. But the fact is that [Barba] did receive [$62,000] in … winnings, and there is no allegation that the losses were from the same transaction nor that he was compelled as a condition of the receipt to put the money back or to gamble again. ...

Next [Barba] urges that I.R.C. §§ 861, 862 and 863 in combination require the deduction of gambling losses from gambling winnings before the winnings may be deemed United States source income. ...

The fallacy in [Barba's] argument is in his assumption that the flat tax in § 871 is on "taxable income." I.R.C. § 63 defines "taxable income" to mean adjusted gross income minus the deductions allowed by the chapter imposing income taxes, other than the standard deduction. However … § 871(a) imposes a flat tax (currently 30 percent) on "the amount received" by a nonresident alien which is not connected with his conduct of a domestic trade or business, and Congress intended this to mean "gross" not "taxable" income. Thus the portion of § 863 on which [Barba] relies is not pertinent to the issue herein.

… [U]ntil 1936 the method of computing net income from U.S. sourced gross income set forth in the various predecessors of I.R.C. § 863, would have been applicable to the non-business income of nonresident aliens; but it is clearly not applicable now.

Finally, [Barba] argues that deduction of annual wagering losses from wagering receipts is allowable because it is necessary for there to be any gross income at all. Plaintiff cites two early Board of Tax Appeals decisions in support of this thesis … However … these early decisions are not persuasive precedents herein. ...

Casa de La Jolla Park, Inc. v. Commissioner

94 T.C. 384 (T.C. 1990)


[Marshall, a Canadian citizen and nonresident of the United States, was president of a company called Blake Resources. He was approached by a company called Versatyme, which was interested in buying property located in California and building time share units on it. Marshall agreed to buy and help develop the property. Marshall formed a corporation called DJBM. Using shares of Blake Resources as collateral, he borrowed $1,000,000 from a bank, and used the money to buy DJBM shares. DJBM then used the $1,000,000 to buy the property. 
[image: image1]
After DJBM bought the property, Marshall gave Versatyme the option to buy DJBM. Versatyme promised to pay Marshall for DJBM, but was ultimately unable to do so. Marshall formed another corporation called Casa de La Jolla Park, which got all of Versatyme’s rights to the property. As a result, all net proceeds from the time share units went to Casa de La Jolla Park. Eventually, Blake Resources went into bankruptcy. The bank that held Marshall’s shares of Blake Resources as collateral wanted additional guarantees from Marshall that he would be able to repay his $1,000,000 loan. Marshall therefore allowed the bank to take the net proceeds from the time share units, which ordinarily would have gone to Casa de La Jolla Park.]
Section 1441(a) generally places a duty on all persons having the control, receipt, custody, disposal, or payment of certain income items of nonresident aliens to withhold tax on such income items. The applicable income items, to the extent they constitute gross income from sources within the United States, include interest. 

***

Section 1441(c) provides certain exceptions from the withholding requirements of section 1441(a). One exception is for an item of income which is effectively connected with the conduct of a trade or business within the United States and which is included in the gross income of the recipient under section 871(b)(2) for the taxable year.

***

[Casa de La Jolla Park] contends that it is not liable for withholding taxes because it is not a withholding agent under section 1441(a). Moreover, [Casa de La Jolla Park] argues, it is excepted from withholding responsibility under section 1441(c) because the interest item at issue was effectively connected with Marshall’s U.S. trade or business. 

***

In contesting its liability as a withholding agent under sections 1441 and 1461, [Casa de La Jolla Park] contends that it never possessed or controlled Marshall’s interest income. Therefore it was impossible *** to withhold tax from something it did not possess or control. Moreover, [Casa de La Jolla Park] asserts that withholding income at the source was impossible because Marshall never actually received any income from which [Casa de La Jolla Park] could withhold. 

***

We reject [Casa de La Jolla Park’s] assertion that withholding responsibility under section 1441(a) requires actual payment and receipt. [Casa de La Jolla Park’s] contention contradicts the language of section 1441(a) which contemplates imposing responsibility on a broad spectrum of persons. *** Moreover, even though Marshall did not actually receive the interest income, under the doctrine of constrictive receipt, which we find is applicable here, he constructively received the income when the [bank] applied it to reduce his outstanding loan balances.

***

The payments at issue were not made by a third party guarantor out of its own funds and after the default of the primary obligor. Rather, [Casa de La Jolla Park] directed *** the net proceeds of the time share notes, otherwise due and payable to [Casa de La Jolla Park], to [another bank], which applied the remitted funds to Marshall’s outstanding personal loans. In addition, the funds used were [Casa de La Jolla Park’s].

***

Moreover, we reject [Casa de La Jolla Park’s] contention that it lacked control over the funds at issue because Marshall, as [Casa de La Jolla Park’s] director, really had no choice in directing…the time share note proceeds to the [bank]. We first note that [Casa de La Jolla Park] in this case is Marshall’s corporation, and entity completely separate from him. Marshall’s financial problems are not imputable to his corporation. Furthermore, the funds were [Casa de La Jolla Park’s] and its decision to remit them directly to the [bank] necessarily manifests that [Casa de La Jolla Park] possessed the requisite control. We also dismiss [Casa de La Jolla Park’s] argument that it did not possess the requisite control because it lacked access to the funds. *** The facts simply contradict [Casa de La Jolla Park’s] assertion. 

***

In order for the section 1441(c)(1) exception from withholding to apply, the regulations require that the person entitled to the income file with the withholding agent a statement showing certain information…a properly executed Form 4224 will satisfy the required statement. In addition, the following time requirement is prescribed: ‘This statement shall be filed with the withholding agent for EACH TAXABLE YEAR of the person entitled to the income, and BEFORE PAYMENT of the income in respect of which it applies.’

***

Sometime in 1983, Marshall filed a Form 4224 for taxable year 1982. The regulations, however, clearly provide that the statement is only effective prospectively: ‘This statement shall be filed…BEFORE PAYMENT of the income in respect of which it applies.’ [Casa de La Jolla Park] makes no argument on the timeliness of Marshall’s 1982 Form 4224. Accordingly, we hold that [Casa de La Jolla Park] is not excepted from withholding responsibility pursuant to section 1441(c)(1).

***

Because [Casa de La Jolla Park did not file Form 4224 in 1983], we hold that [Casa de La Jolla Park] was not excepted from section 1441(a) withholding duty. Accordingly, we do not reach the issue of whether Marshall’s interest income was effectively connected with a United States trade or business for purposes of section 1441(c)(1). 

5.  Trade or Business for US Tax Purposes

Liang v. Comm'r

United States Tax Court

23 T.C. 1040 (1955)


Opper, J.:  [Liang is a Chinese citizen and military governor of Manchuria. Cochran, a United States citizen, was manager of a New York bank's Manchuria branch. Liang opened an account with the bank's Manchuria branch. Cochran later moved back to the United States, but continued managing Liang's investments. Cochran transferred some of Liang's money from China and invested it in the United States. Cochran bought and sold securities on Liang's behalf through a New York company called Guaranty Trust. Liang had capital gain during 1946, but did not report the gain on his tax return for that year.] 

… The issue is whether [Liang], a nonresident alien, was engaged in a trade or business within the United States during the year in controversy as a result of his security transactions through a resident agent so as to permit taxation of his income therefrom under section 211 (b) of the Internal Revenue Code of 1939.

… [Liang] was not engaged in a trade or business in the United States.

… [Liang], a nonresident alien, was not present in this country in 1946. … He left the management of his considerable account entirely to the discretion of his agent. The latter invested [Liang's] funds in stocks and securities. He never acquired any hedges; never made short sales; and never purchased "puts" or "calls." His commission in excess of a fixed salary was based on total earnings of the account, regardless of source.

... Section 211 (b) of the Internal Revenue Code of 1939 was intended to exempt capital gains realized by nonresident aliens from transactions  in commodities, stocks, or securities effected through a resident broker or commission agent, unless such transactions constitute the carrying on of a trade or business rather than mere incidents of a personal investment account.

Whether activities undertaken in connection with investments are sufficiently extensive to constitute a trade or business is a question to be decided on the particular facts. [In one case], extensive transactions in commodities which do not pay dividends and could have resulted in profit only by means of the gains on the purchases and sales were found to constitute a trade or business. [In another case], transactions in commodities and securities where the taxpayer was himself present in the United States throughout the period were sufficient to constitute the conduct of a trade or business.

The present situation is quite different. [Liang] never having been present in the United States, it is only through the activity of his agent that he could be held to have conducted a business. For the solution of this problem we look not solely to the year in controversy but to the entire agency and particularly to the 7 years shown by the record. These figures appearing in our findings satisfy us that the primary, if not the sole objective, was that of an investment account established to provide a reliable source of income. In fact in 4 of the 7 years the capital transactions resulted in losses rather than gains and only in the year for which respondent has determined the deficiency were the gains of any considerable consequence.

Granting that Congress "did not intend to permit a nonresident alien to establish an agent in the United States to effect transactions for his account and escape taxation of the profits" where such activity is in the nature of a trade or business, we are satisfied that here the agent did no more than was required to preserve an investment account for his principal. 

Lewenhaupt v Comm'r

United States Tax Court

20 T.C. 151 (1953)


HARRON, J.: [Lewenhaupt was a Swedish citizen and a nonresident alien of the United States. Lewenhaupt was the beneficiary of several trusts, under which he would receive property and securities located In the U.S. In 1941, he appointed a resident of California as his agent to manage these trusts and gave the agent power to act on his behalf. Lewenhaupt also gave similar powers to his father, who was a resident of Great Britain. Lewenhaupt's agent bought and sold real estate on his behalf in the Untied States. Income generated from these transactions was sent from the United States to Lewenhaupt in Sweden.] 

… [The issue is] whether [Lewenhaupt] was engaged in trade or business within the United States. If this question is decided affirmatively, it follows that the capital gain is taxable by reason of the provisions of section 211 (b) of the Internal Revenue Code. 

… Section 211 (b) of the Code … provides that nonresident aliens who are engaged in a trade or business in the United States are taxable in the same manner as citizens of the United States with respect to income derived from sources within the United States.

The issue here is whether the [Lewenhaupt's] activities with respect to certain parcels of improved real estate constituted engaging in a trade or business. [Lewenhaupt] … did not trade in, or realize gain from the sale or exchange of, securities or commodities.

… Whether the activities of a nonresident alien constitute engaging in a trade or business in the United States, is, in each instance, a question of fact. The evidence and record before us establish … that [Lewenhaupt 's] activities … connected with his ownership, and the management through a resident agent, of real property situated in the United States constituted engaging in a business. [Lewenhaupt] … employed [a] resident agent who, under a broad power of attorney which included the power to buy, sell, lease, and mortgage real estate for and in the name of [Lewenhaupt], managed [Lewenhaupt's] real properties and other financial affairs in this country. [Lewenhaupt], during all or a part of the taxable year, owned three parcels of improved, commercial real estate … In addition, [Lewenhaupt] purchased a residential property, and through his agent … acquired an option to purchase a fourth parcel of commercial property ... The option was exercised and title to the property conveyed to [Lewenhaupt].

[The agent's] activities, during the taxable year, in the management and operation of [Lewenhaupt's] real properties included the following: executing leases and renting the properties, collecting the rents, keeping books of account, supervising any necessary repairs to the properties, paying taxes and mortgage interest, insuring the properties, executing an option to purchase … property, and executing the sale of … property. In addition, the agent conducted a regular correspondence with [Lewenhaupt ']s father in England who held a power of attorney from [Lewenhaupt] … he submitted monthly reports to [Lewenhaupt's] father; and he advised him of prospective and advantageous sales or purchases of property.

The aforementioned activities, carried on in [Lewenhaupt's] behalf by his agent, are beyond the scope of mere ownership of real property, or the receipt of income from real property. The activities were considerable, continuous, and regular and, in our opinion, constituted engaging in a business within the meaning of section 211 (b) of the Code.

We hold that the [Lewenhaupt] was engaged in a trade or business, and that his income from sources within the United States is taxable under section 211 (b) of the Code.

Handfield v. Comm'r 

United States Tax Court

23 T.C. 633 (1955)


[Handfield was a nonresident alien living in Canada. He manufactured post cards in Canada and occasionally traveled to the Untied States for business. He contracted with an American corporation to have it sell his post cards in the United States and send him proceeds from these sales. He also employed a U.S. resident to make sure the post cards were correctly displayed by American vendors.]  

… The basic question is whether [Handfield], a nonresident alien, was engaged in business in the United States …

… The determination of this question depends upon the nature of the arrangement which [Handfield] had for selling in this country an item which he manufactured in Canada.

… [Handfield] … had a contract with [an American corporation] by which the latter distributed his cards to newsstands in the United States where they were sold to the public. [Handfield] contends that the [corporation] purchased the cards from him for resale. He further contends that the sale occurred in Canada when the cards were placed in transportation and at that time he surrendered all his right, title, and interest in the cards to the [corporation].

[Commissioner] contends that the arrangement between [Handfield] and the [corporation] provided for an agency relationship, and that the [corporation] was [Handfield's] exclusive distributor in the United States.

The nature of the contract between [Handfield] and the [corporation] is to be determined from the intention of the parties. 

… It will be observed that the agreement between [Handfield] and the [corporation] nowhere says that the [corporation] buys or will buy the [Handfield's] cards or that the company is or will be obligated for any definite number of cards or in any definite amount. The contract uses the word "sale" twice. In each instance it is clear that the word refers to transactions with the public, not between [Handfield] and the [corporation]. ... The contract speaks of its purpose as confirmation of "arrangements recently discussed for the exclusive distribution through our Company" in the United States where it is "mutually agreed to put these [cards] out." (Emphasis supplied.) The contract specifies the rate at which the [corporation] will be billed for the cards, the rate at which the cards will be billed to the "trade," and the retail price at which the cards will be sold. But, payments were to be made "on the basis of actual check-ups of dealers' stocks sixty days after distribution, and every thirty days thereafter." (Emphasis supplied.) The contract stated that all cards were "fully returnable" and that transportation on shipments to and from the United States was to be paid by [Handfield] and that he would allow credit on all unsold cards, regardless of condition.

The contract gave exclusive rights to the [corporation] "to distribute [the post cards] in the United States" and, as noted above, the [corporation] could "pick up stock from dealers and return it" after it "mutually agreed to discontinue the distribution" in any city. (Emphasis supplied.)

… From all the provisions of the contract and all the information on the operations of [Handfield] in relation to it that are in this record, we think that the arrangement … was one in which the [corporation] was [Handfield's] agent in the United States. We think that the cards were shipped on consignment to the [corporation] for sale to the public. All the aspects of the agreement point to this interpretation of the contract and none are inconsistent with this interpretation.

The features of the contract which are particularly persuasive in bringing us to the interpretation we have placed on it are: The [corporation] does not obligate itself to buy any definite amount of merchandise from [Handfield] and it is obligated only to account for the merchandise which has been sold; all merchandise unsold may be returned; [Handfield] will pay the transportation on the cards to and from Canada and give full credit for all cards unsold regardless of their condition; the agreement controls the retail price; and it gives the [corporation] the right to discontinue merchandising the cards when they move slowly or when they infringe copyright or patent provisions. All these, taken together, we think indicate that the arrangement was an agency relationship in the form of a contract of consignment.
Comm'r v. Piedras Negras Broadcasting Co.

United States Court of Appeals, Fifth Circuit

127 F.2d 260 (5th Cir. 1942)


Holmes, Circuit Judge. [Piedras Negras Broadcasting Co. was a Mexican corporation that operated a broadcasting station located near the border with the United States. Piedras made money by charging for advertising on its radio station and by renting its broadcasting facilities to customers. All of Piedras's income came from contracts entered into in Mexico. All services performed by Piedras under these contracts were performed in Mexico. The company had a mailing address in the United States where customers sent payments each day. The payments were then counted by Piedras in a Texas hotel room it rented for this purpose. Piedras had bank accounts in both Texas and Mexico. Piedras handled all contracts with American advertisers through an independent agent. About 95% of all Piedras's income came from U.S. advertisers.]  

… The decisive question presented by this petition for review is whether [Piedras] derived any income from sources within the United States subject to taxation by the United States.

Section [882] provides that the gross income of a foreign corporation includes only the gross income from sources within the United States. If this taxpayer, a foreign corporation, had no income from sources within the United States, no income tax was levied upon it. … [W]e agree that … none of [Piedras's] income was derived from sources within the United States.

In Section [861] Congress classified income, as to the source thereof, under six heads. Since the taxpayer's income was derived exclusively from the operation of its broadcasting facilities located in Mexico, or from the rental of those facilities in Mexico, its income therefrom was either compensation for personal labor or services, or rentals or royalties from property, or both, under the statutory classification. Section [861 (a) (3)] provides that compensation for personal services performed in the United States shall be treated as income from sources within the United States. By Section [861 (c) (3)], income from such services performed without the United States is not from sources within the United States. Likewise, rentals from property located without the United States, including rentals or royalties for the use of or for the privilege of using without the United States franchises and other like properties, are considered items of income from sources without the United States.

…[T]he language of the statutes clearly demonstrates the intendment of Congress that the source of income is the situs of the income-producing service. … If income is produced by the transmission of electromagnetic waves that cover a radius of several thousand miles, free of control or regulation by the sender from the moment of generation, the source of that income is the act of transmission. All of [Piedras's]  broadcasting facilities were situated without the United States, and all of the services it rendered in connection with its business were performed in Mexico. None of its income was derived from sources within the United States. 

McCord, J., (dissenting).

Various advertising contracts provided that the service to be rendered was to be from the station [in Mexico], but these contract provisions do not establish that the company was not taxable in this country. The programs of [Piedras] were primarily designed for listeners in the United States. Ninety per cent of its listener response came from this country, and ninety-five per cent of its income came from American advertisers. Through agents [Piedras] solicited advertising contracts in this country, and it is shown that contracts were entered into by the company in the name of the Radio Service Co., an assumed name which for reasons beneficial to the company had been registered in Texas. The contracts also contained a provision that venue of any suit on such contracts would be … Texas. Moreover, [Piedras] used … Texas, as its mailing address, and its constant use of the United States mails was most beneficial to [Piedras] if not absolutely essential to the success of its operation. Money was deposited in American banks, obviously for convenience and to avoid payment of foreign exchange. Agents of [Piedras] made daily trips to [Texas] where they met in hotel room with advertising representatives and opened the mail and divided the enclosed money according to their percentage contracts with advertisers, and it is shown that [Piedras] received much of its income in this manner. It was, therefore, receiving income by broadcasting operations coupled with personal contact in this country.

I am of opinion that all the facts taken together establish that [Piedras] was doing business in the United States, was deriving income from sources within this country, and was taxable.

6.  Transfer Pricing

U. S. Gypsum Co. v. U.S.

304 F. Supp. 627 (D.C.Ill. 1969)


[The court had to decide whether Export, a subsidiary of USG, was a “Western Hemisphere Trade Corporation” entitled to a special deduction and whether part of Export’s income should be allocated to USG.] 

… It is quite clear … that a primary purpose [for USG establishing Export] was the tax advantage it could obtain as a Western Hemisphere Trade Corporation.

… Export had only two employees, both ‘salesmen.’ …  USG personnel furnished accounting, billing and secretarial services for Export and also handled all of the details of credit, bills of lading, and made out customs papers and tax returns. All of these services were performed on ‘service contracts' entered into between USG and Export.

Export agreed to pay Canadian (another USG subsidiary) … the same price which USG had been paying Canadian for crude gypsum.

When Export entered into these purchase agreements with the mining subsidiaries it simultaneously entered into a sales agreement with … USG.  This contract … provided that Export would sell and USG would buy the same quantities (minimum and maximum) of gypsum rock as Export agreed to purchase from the mining subsidiaries.

… Canadian [delivered] the rock to Export … in Canada … [and] Export [then delivered] the rock to USG in Canada. ... Thus, Export held title and had possession of the crude gypsum only for the brief period. … [Export owned the rock for] at the most a few hours, at the least a split second.

… USG paid Export 50 cents per ton plus costs and administrative overhead. … Export was assured a profit of 50 cents per ton from USG.  Export paid no Canadian tax because it did not take title on Canadian shore. As a United States corporation it claimed the benefits of a reduced tax as a Western Hemisphere Trade Corporation. … This deduction [reduced] Export’s tax rate from 52% to 38%.

… The thrust of the government's argument, in contending that Export did not qualify for the deduction, is that Export's income from the sales of crude gypsum rock to USG was not ‘derived from the active conduct of a trade or business' as required . … Export owned the gypsum rock only for a brief moment … All of Export's dealings relating to the purchase and resale of crude gypsum rock were within the corporate family.

[The government argued:] ‘Export did not mine the gypsum (or own the mines), deliver the gypsum from the quarry to the dock, or load the gypsum from the dock into the vessel: … Canadian did all of that.  Export did not own or charter the vessels which carried the gypsum rock to the United States, order delivery, of the gypsum by Canadian … in Canada. … Export did not process the gypsum rock, manufacture it into finished products, or sell those finished products: USG did all of that.’

… Export argues that the length of time it held title to the rock is irrelevant.  Rather, it argues, that what is important is that Export did in fact purchase rock and resell the same and that these purchases and sales were made under long term contracts in which Export had no guarantee of resale to USG. In other words, Export took the risk of being able to resell the rock purchased from Canadian and the other mining subsidiaries.  I agree that the purchase of goods with a concomitant risk of resale is the conduct of an active trade or business.  I disagree with the statement of Export that there was in fact a risk of resale in this case.  USG was obligated to purchase from Export the rock Export purchased from Canadian and the other mining subsidiaries. The only limit on this obligation was the most remote possibility that it would have no need at its many plants for this quantity of rock.  Furthermore, considering the relationship of the companies, it would be naive to suggest that Export, a wholly owned subsidiary, was running any risk of resale in this operation.

… I am convinced that it was not an active trade or business and that, therefore, Export did not qualify as a Western Hemisphere Trade Corporation.

… [T]he purpose of allocation is to charge income to the taxpayer who earned it.

… Export assumed no liability for loss or damage in transit; it exercised no control over the goods; it ran no risks because it dealt only with controlled affiliates; and it performed no service. … The question is: ‘Whether … the companies would have entered into the same arrangements had they been uncontrolled corporations and bargained at arm's length’. Certainly they would not.

… I can only conclude that the profits earned by Export as a result of its ‘split second’ ownership of crude gypsum should be reallocated to USG to prevent tax avoidance and to clearly reflect its income. 

E. I. Du Pont de Nemours & Co. v. U. S.

Court of Claims

608 F.2d 445 (1979)


 [Du Pont, an American chemical company, created a wholly-owned Swiss subsidiary known as DISA. Most of the Du Pont products marketed abroad were first sold by Du Pont to DISA. DISA then resold the products to consumers. The profits on these sales were divided for income tax purposes between Du Pont and DISA via the mechanism of the prices Du Pont charged DISA. The Commissioner of Internal Revenue found these divisions of profits economically unrealistic as giving DISA too great a share. He reallocated a substantial part of DISA's income to Du Pont, thus increasing the latter's taxes. Du Pont argued that the prices it charged DISA were valid.] 

… We hold that [Du Pont] has failed to demonstrate that … it is entitled to any refund of taxes.

… Neither in the planning stage nor in actual operation was DISA a sham entity; nor can it be denied that it was intended to, and did, perform substantial commercial functions which taxpayer legitimately saw as needed in its foreign (primarily European) market. Nevertheless, we think it also undeniable that the tax advantages of such a foreign entity were also an important, though not the primary, consideration in DISA's creation and operation. During the planning stages, plaintiff's internal memoranda were replete with references to tax advantages, particularly in planning prices on Du Pont goods to be sold to the new entity. The tax strategy was simple. If Du Pont sold its goods to the new international subsidiary at prices below fair market value, that company, upon resale of the goods, would recognize the greater part of the total profit (i.e., manufacturing and selling profits). Since this foreign subsidiary could be located in a country where its profits would be taxed at a much lower level than the parent Du Pont would be taxed here, the enterprise as a whole would minimize its taxes. … [A] significant objective of [Du Pont] was to create a foreign subsidiary which would be able to accumulate large profits with which to finance Du Pont capital improvements in Europe.

… [Du Pont’s] prices on its … sales to DISA were deliberately calculated to give the subsidiary the lion's share of the profits. … [T]he pricing system was based solely on Treasury and Legal Department estimates of the greatest amount of profits that would be shifted to DISA without evoking IRS intervention.

In operation, DISA enjoyed certain market advantages which helped it to accumulate large, tax-free profits. [T]he subsidiary did not develop its own extensive laboratories (with resulting costs and risks), but could rely on its parent's laboratory network … DISA was not required to hunt intensively (or pay as highly) for qualified personnel, since … it drew extensively on its parent's reservoir of talent. The international company's credit risks were very low, in part because of a favorable trade credit timetable by Du Pont. DISA also selected its customers to avoid credit losses … DISA … had relatively little risk of termination. … Du Pont's pricing formula was intended to insulate DISA from losses on sales.  

… Du Pont also maximized its subsidiary's income by funneling a large volume of sales through DISA which did not call for large expenditures by the latter.

… Section 482 gives the Secretary of the Treasury … discretion to allocate income between related corporations when necessary to ‘prevent evasion of taxes or clearly to reflect the income’ of any of such corporations. The legislative history parallels the general purpose of the statutory text to prevent evasion by ‘improper manipulation of financial accounts', ‘arbitrary shifting of profits,’ and to accurately reflect ‘true tax liability.’ … The overall aim is to enable the IRS to treat controlled taxpayers as if they were uncontrolled.

… [T]he resale price method reconstructs a fair arm's length market price by discounting the controlled reseller's selling price by the gross profit margin (or markup percentage) rates of comparable uncontrolled dealers. Thus, if DISA's gross profit margin for resale was 35% and the prevailing margin for comparable uncontrolled resellers was 25%, the Commissioner could reallocate 10% of DISA's gross income. But the vital prerequisite for applying the resale price method is the existence of substantially comparable uncontrolled resellers. 

... That some reallocation was reasonable is demonstrated by recalling the facts of DISA's operation. … DISA obtained its usual profit from Du Pont for minimal work on these goods-a result contrary to selling practices in the real world. … Du Pont's prices to DISA were deliberately set high and with little or no regard to economic realities.

… The amount of reallocation would not be easy for us to calculate if we were called upon to do it ourselves, but Section 482 gives that power to the Commissioner and we are content that his amount (totaling some $18 million) was within the zone of reasonableness.

Preliminary note on materials: This course gives an overview of German and US international income tax rules. The latter are mainly to be found in selection sections of the Internal Revenue Code, 26 U.S.C. §§ 1-7701. The Code is available online at 





http://www.law.cornell.edu/uscode/text/26.





The most important provisions for this course are quoted or summarized in these notes. We will also study and discuss ten decisions of US courts that interpret the Code in important ways. The cases in question are also summarized in these notes. 








Example: Source rule arbitrage – earnings stripping strategy





Non-US citizen/nonresident owns unincorporated US business that earns $150,000 each year – US tax on US-source income is about $40,000


If she borrows $1,000,000 from nonresident corporate lender she also owns, and pays 12% interest to lender from US business accounts, US source income is reduced to $54,000, and tax to $11,300


Interest paid to lender has non-US source, hence not taxed in US


In contrast, if she lends the $1,000,000 directly to the unincorporated US business, there is no deduction for the interest paid, because she is just paying herself this interest








§ 9 AO:


An unbroken stay of not less than six months’ duration shall be invariably and from the beginning of such stay regarded as an habitual abode in the territory of application of this Code; brief interruptions shall be excepted. An unbroken stay of not less than six months’ duration shall be invariably and from the beginning of such stay regarded as an habitual abode in the territory of application of this Code; brief interruptions shall be excepted.





§ 7701


(a) When used in this title, where not otherwise distinctly expressed or manifestly incompatible with the intent thereof— 


(1) Person 


The term “person” shall be construed to mean and include an individual, a trust, estate, partnership, association, company or corporation. 


(2) Partnership and partner 


The term “partnership” includes a syndicate, group, pool, joint venture, or other unincorporated organization, through or by means of which any business, financial operation, or venture is carried on, and which is not, within the meaning of this title, a trust or estate or a corporation; and the term “partner” includes a member in such a syndicate, group, pool, joint venture, or organization. 


(3) Corporation 


The term “corporation” includes associations, joint-stock companies, and insurance companies. 


(4) Domestic 


The term “domestic” when applied to a corporation or partnership means created or organized in the United States or under the law of the United States or of any State unless, in the case of a partnership, the Secretary provides otherwise by regulations. 


(5) Foreign 


The term “foreign” when applied to a corporation or partnership means a corporation or partnership which is not domestic. 








§ 7701(b)


(3) Substantial presence test 


(A) In general 


Except as otherwise provided in this paragraph, an individual meets the substantial presence test of this paragraph with respect to any calendar year (hereinafter in this subsection referred to as the “current year”) if— 


(i) such individual was present in the United States on at least 31 days during the calendar year, and 


(ii) the sum of the number of days on which such individual was present in the United States during the current year and the 2 preceding calendar years (when multiplied by the applicable multiplier determined under the following table) equals or exceeds 183 days:   The applicable    In the case of days in: multiplier is:  





	Current year 			1   


	1st preceding year 		1/3  


	2nd preceding year 		1/6 

















§ 861


(a) The following items of gross income shall be treated as income from sources within the United States: * * *





(3) Personal services


Compensation for labor or personal services performed in the United States; except that compensation for labor or services performed in the United States shall not be deemed to be income from sources within the United States if—


(A) the labor or services are performed by a nonresident alien individual temporarily present in the United States for a period or periods not exceeding a total of 90 days during the taxable year,


(B) such compensation does not exceed $3,000 in the aggregate, and


(C) the compensation is for labor or services performed as an employee of or under a contract with—


(i) a nonresident alien, foreign partnership, or foreign corporation, not engaged in trade or business within the United States, or


(ii) an individual who is a citizen or resident of the United States, a domestic partnership, or a domestic corporation, if such labor or services are performed for an office or place of business maintained in a foreign country or in a possession of the United States by such individual, partnership, or corporation.








§861(a)


The following items of gross income shall be treated as income from sources within the United States: * * *





(4) Rentals and royalties 


Rentals or royalties from property located in the United States or from any interest in such property, including rentals or royalties for the use of or for the privilege of using in the United States patents, copyrights, secret processes and formulas, good will, trade-marks, trade brands, franchises, and other like property.





§ 865


(a) General rule


Except as otherwise provided in this section, income from the sale of personal property—


(1) by a United States resident shall be sourced in the United States, or


(2) by a nonresident shall be sourced outside the United States. 





§ 865


(d) Exception for intangibles


(1) In general


In the case of any sale of an intangible—


(A) this section shall apply only to the extent the payments in consideration of such sale are not contingent on the productivity, use, or disposition of the intangible, and


(B) to the extent such payments are so contingent, the source of such payments shall be determined under this part in the same manner as if such payments were royalties.


(2) Intangible


For purposes of paragraph (1), the term “intangible” means any patent, copyright, secret process or formula, goodwill, trademark, trade brand, franchise, or other like property.


(3) Special rule in the case of goodwill


To the extent this section applies to the sale of goodwill, payments in consideration of such sale shall be treated as from sources in the country in which such goodwill was generated.





§ 861(a) Gross income from sources within United States 


The following items of gross income shall be treated as income from sources within the United States: 


(1) Interest 


Interest from the United States or the District of Columbia, and interest on bonds, notes, or other interest-bearing obligations of noncorporate residents or domestic corporations not including— 


(A) interest— 


(i) on deposits with a foreign branch of a domestic corporation or a domestic partnership if such branch is engaged in the commercial banking business * * *


 





§ 861(a) Gross income from sources within United States 


The following items of gross income shall be considered inceom from within the United States: * * *


(2) Dividends 


The amount received as dividends— 


(A) from a domestic corporation * * *, or 


(B) from a foreign corporation unless less than 25 percent of the gross income from all sources of such foreign corporation for the 3-year period ending with the close of its taxable year preceding the declaration of such * * * with the conduct of a trade or business within the United States; but only in an amount which bears the same ratio to such dividends as the gross income of the corporation for such period which was effectively connected * * * with the conduct of a trade or business within the United States bears to its gross income from all sources * * *.





§ 864(c) * * *


(2) Periodical, etc., income from sources within United States—factors 


In determining whether income from sources within the United States of the types described in section 871 (a)(1), section 871(h), section 881 (a), orsection 881 (c), or whether gain or loss from sources within the United States from the sale or exchange of capital assets, is effectively connected with the conduct of a trade or business within the United States, the factors taken into account shall include whether— 


(A) the income, gain, or loss is derived from assets used in or held for use in the conduct of such trade or business, or 


(B) the activities of such trade or business were a material factor in the realization of the income, gain, or loss. 


In determining whether an asset is used in or held for use in the conduct of such trade or business or whether the activities of such trade or business were a material factor in realizing an item of income, gain, or loss, due regard shall be given to whether or not such asset or such income, gain, or loss was accounted for through such trade or business. 





The following cases are abbreviated. Where language was deleted, three asterisks (***) indicate the deletion. Sentences in square brackets are supplied by the editor.





[A US citizen, residing in Mexico, had income only from Mexican sources.  The US asserted its right to tax the Mexican income (worldwide basis taxation).  The taxpayer objected that the US lacked the power to impose this tax, because neither he nor his property was in US territory during the time in question. The taxpayer argued that the US did not have power under the Due Process Clause of the US Constitution to tax property outside its territory, because by analogy the separate US States cannot constitutionally tax property outside their territory.  





Can the US tax a noncitizen on income from property not within the territory of the US?]





A British citizen and a writer, living in France during 1938 and 1941, received certain lump-sum payments from two US publishers for the rights to his stories and novels.  He argued that he was not subject to US income tax on these payments because they were not “periodic” and hence not subject to a tax on nonresidents’ “fixed or determinable, annual or periodic income”.  He also argued that the payments were for property – copyrights – and that nonresidents’ receipts for the sale of property did not have a US source.  The appellate court decided for the taxpayer, and the government appealed.





Can a lump-sum (one-time) payment be “annual or periodic”?  If so, what does the phrase “fixed or determinable, annual or periodic” mean?





A chemist entered into a “special employment contract” with a Swiss pharmaceutical company. He was to conduct research with the goal of synthesizing a vitamin, and the company was to obtain and hold the patent, paying the chemist a share of its profits on exploiting the vitamin.  All this succeeded, and the company licensed production of the vitamin to a US firm.  The US firm decided for itself to withhold US tax on the payments the Swiss pharmaceutical company owed the chemist.  The chemist filed US tax returns and paid about $200,000 in taxes for several years.  He sued in US tax court for refund of these taxes.





Did the chemist’s earnings from the arrangement have a US source?  If so, were they fixed or determinable, annual or periodic income?





A nonresident musical composer and conductor entered into a contract with a US record producer, under which he would receive payments “ tied to the proceeds” the producer received from selling records of musical performances by the nonresident.  The contract called these payments “royalties” but could also be interpreted as creating an employment relationship between the producer and the nonresident; the word copyright was never used.  If the payments were royalties, the Germany-US tax treaty absolved the nonresident musician from paying tax on them.  If the payments were compensation for services rendered in the US, Boulez was taxable in the US on them.





Did the nonresident sell a copyright (or copyrights) or were the payments he received under the contract compensation for his services?








A US bank received three kinds of commissions from foreign banks in connection with handling letters of credit and other financial instruments issued by these foreign banks to enable US exporters to complete sales abroad: (1) acceptance fees, (2) confirmation fees, and (3) negotiation fees.  Acceptance commissions were for the US bank’s acceptance (backing) of  letters of credit (promising future payment) or for drafts on lines of credit to the foreign bank.  Confirmation commissions were for advising a letter of credit and committing the US bank to pay a sight draft when the terms of the letter were met.  Negotiation commissions, higher than the acceptance or confirmation fees, were for checking the documents a US payee presented to determine whether they met the conditions of the letter of credit.  The bank required negotiation commissions to be paid whenever a confirmation was to be given, and the negotiation fee was incurred before the confirmation fee, which could be waived if the foreign bank pre-paid the amount to be disbursed by the US bank to the exporter.  The bank also “advised” US exporters of letters of credit issued by foreign banks, taking no responsibility for paying the letters, but charged no fee for this.  The trial court held all the commissions were foreign source.





Is there a difference between the negotiation fees and the other fees that would justify treating them as having a foreign source?





A nonresident individual sued a US bank for mishandling the individual’s stock in a non-US corporation, which had been pledged to secure the obligations of another non-US corporation. The individual recovered a substantial sum of money in the lawsuit, including damages for pre-judgment interest. Pre-judgment interest is interest on the amount claimed in a lawsuit from the time the lawsuit is filed until judgment is rendered. (This is in contrast to interest the accrues on an amount awarded by a court in a lawsuit, after the court declares the award.





Does the nature of the property in dispute, income from which would not have had a US source, determine whether the interest has a US source?





A nonresident individual was the principal (eventually the only) shareholder of a US construction materials firm and of a German firm in the same business.  The two firms, under the control of this individual, entered into noncompetition agreements, which also required them to exchange trade secrets and share patents.  The agreements named the German shareholder separately as a consultant and bound him to noncompetition.  The German firm and the individual shareholder sued the US firm for contract breach, assigning their rights to a US agent.  The case settled and payments were made in 1938 to the claimants.  Tax was withheld on the payments, on the theory that they were for services performed in the US.  The IRS claimed an even higher amount was due.  The taxpayers argued the noncompetition agreements were for nonperformance of services, which is an act of the will and exertion performed where the non-US resident persons resided, hence foreign source.  The IRS argued that the acts from which the taxpayers were required to abstain would be performed in the US, so that the abstinence should also be regarded as performed there, hence the compensation was US source.





Were the taxpayers’ rights to compete property?  If so, was that property in the US?





Partner in Argentine partnership negotiated deals for purchase of trucks and other equipment from US exporters.  The negotiations took part largely in the US, but a big part of the operation was the assignment of the contracts to the Argentine government, which had the right to disapprove the deals.  Title passed in the US, but the trial judge held that the deal was substantially for the sale of the goods in Argentina.  By the way, the partner spent 10 months of the year in question in the US and had an office there, with a continuing agent, his secretary equipped with a POA.





Should passage of title control the outcome?  If so, where did title pass?





The taxpayer (B&D) is a US tool manufacturer.  Fearing the encroachment of sales in the US by Japanese rivals, it formed a Japanese sub, with the purpose of establishing itself in Japan, making a profit there, but apparently also fighting back against the image of these Japanese companies as the new powers in the international tool market.  The Japanese sub made expected losses in most years of its existence, and B&D eventually decided to liquidate it at a $7 m loss.  B&D claimed the loss had a US source, because it didn’t want its foreign tax credit to be reduced.  The foreign tax credit is limited to an amount less than the actual foreign tax paid, if the foreign tax is at a higher effective rate than the US tax on the taxable income, measured by US tax rules, would have been.  B&D argued that the source of the loss was US because they had not expected dividends from the Japanese sub and had created it primarily to further the business of the US parent (reputation, world market share, etc.).  The IRS didn’t disagree about the amount of the worthless stock loss, but argued it had a foreign source.





Did the loss have a US or foreign source?





A Mexican citizen won a substantial amount while gambling casinos in the US. He claimed to have lost an even larger amount also in the US during the year in question.  The casinos withheld on the gambling winnings.  He argued he should be allowed to take the gambling losses as an offset.





Were the losses sufficiently close to the gambling transaction to be deductible by a nonresident alien?





A Canadian investor entered into a complex arrangement for financing the sale of a real property development venture in California.  The Canadian lending bank insisted that sales proceeds from the time share sales be directed by his US sub to the Canadian bank.  The US sub argued he was not subject to withholding on interest, because the US sub was not the agent for paying the money and because the US sub never had control of it.





Did the US sub did have control and was the amount received interest?
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A Chinese citizen named Liang had money in a bank in China. Later, Liang’s investment adviser (who was a U.S. citizen) took some of this money out of China and invested it in securities in the United States. Liang’s investments in the United States generated income, but Liang did not report the capital gain on his tax return. 





Was Liang engaged in a trade or business in the United States simply because he invested money in securities the U.S. through an American adviser? 





Nonresident non-US citizen was the beneficiary of several trusts. Under these trusts, he received property and securities located in the United States. He hired an American adviser to manage these trusts for him. The agent bought and sold property in the U.S., and earned income for the nonresident alien that was sent to him where he resided. 





Was he engaged in a trade or business in the United States?





A nonresident alien manufactured postcards outside the US but sometimes traveled to the US for business. He contracted with an American company to have it sell his post cards in the U.S. and send the money from these sales back to him in his country of residence. he also employed an American citizen to make sure the postcards were displayed correctly by vendors in the U.S. 





Was he engaged in a business in the United States? 





A Mexican company operated a broadcasting station near the US/Mexican boarder. It made money by charging for advertising on its radio station and by renting its broadcasting facilities to customers. About 95% of advertising income came from American advertisers. All of its contracts were entered into in Mexico. All services under these contracts were performed in Mexico. Advertising customers sent their payments to a US mailing address. It rented a hotel room in Texas where employees counted these payments. It had bank accounts in both the US and Mexico. 





Did the broadcasting company derive its US advertising income from a US source?





A US subsidiary of a US parent corporation had only two employees. The parent provided accounting, billing, and secretarial services to the subsidiary. The parent also handled all work relating to credit, bills of lading, customs, and tax returns for the subsidiary. Parent and subsidiary entered into sales contracts. The subsidiary would receive minerals from another company in Canada and then quickly deliver the minerals to the parent in Canada. The parent paid the subsidiary enough to give it a profit of 50 cents per ton of minerals. The subsidiary claimed that it was a Western Hemisphere Trade Corporation entitled to a tax deduction from 52% to 38%. 





Was the subsidiary properly classified as a trading corporation eligible for this deduction?





A US company created a nonresident subsidiary and sold most of its export products first to the subsidiary before they were sold to other non-customers abroad. Parent and subsidiary divided profits from these sales between themselves. The US charged that these arrangements distorted the economic participation of the two corporations in the sale transactions, giving the subsidiary too great a share of the profit. 





Was this an example of abusive transfer pricing or the equivalent of an arm’s-length transaction between unrelated firms?


 





§ 871 Tax on Nonresident Alien Individuals


(a) Income not connected with United States business—30 percent tax





(1) Income other than capital gains





Except as provided in subsection (h), there is hereby imposed for each taxable year a tax of 30 percent of the amount received from sources within the United States by a nonresident alien individual as—





(A) interest (other than original issue discount as defined in section 1273), dividends, rents, salaries, wages, premiums, annuities, compensations, remunerations, emoluments, and other fixed or determinable annual or periodical gains, profits, and income,





(B) gains described in section 631 (b) or (c), and gains on transfers described in section 1235 made on or before October 4, 1966,* * *





(D) gains from the sale or exchange * * * of patents, copyrights, secret processes and formulas, good will, trademarks, trade brands, franchises, and other like property, or of any interest in any such property, to the extent such gains are from payments which are contingent on the productivity, use, or disposition of the property or interest sold or exchanged,





but only to the extent the amount so received is not effectively connected with the conduct of a trade or business within the United States.





(2) Capital gains of aliens present in the United States 183 days or more


In the case of a nonresident alien individual present in the United States for a period or periods aggregating 183 days or more during the taxable year, there is hereby imposed for such year a tax of 30 percent of the amount by which his gains, derived from sources within the United States, from the sale or exchange at any time during such year of capital assets exceed his losses, allocable to sources within the United States, from the sale or exchange at any time during such year of capital assets. * * *





(b) Income connected with United States business—graduated rate of tax





(1) Imposition of tax


A nonresident alien individual engaged in trade or business within the United States during the taxable year shall be taxable as provided in section 1 or 55 on his taxable income which is effectively connected with the conduct of a trade or business within the United States.





(2) Determination of taxable income


In determining taxable income for purposes of paragraph (1), gross income includes only gross income which is effectively connected with the conduct of a trade or business within the United States.








� “Habitual abode” is the phrase used in the official English translation of the Abgabenordnung. Another commonly used phrase in other English contexts is usual place of residence.


� [This use of the word “advise” is unusual. The following sentence is obviously intended to give the meaning of the term in this specialized context.]


� [“Sight letter of credit” is another somewhat technical phrase. The court explains it elsewhere as follows: “The beneficiary of a sight letter of credit is entitled to payment once it is determined he has met the terms of the letter.”]


� [“Negotiate” is used in a specialized , technical sense, explained in the subsequent sentence.]


� [“Acceptance” is used in an unusual sense here, explained in the subsequent sentence.]
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