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The Journal of International Taxation is America’s most well respected
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A. Overview

This outline deals with an inbound transaction. A foreign person is
conducting a trade or business transaction with a U.S. person. For purposes of
this outline, the term foreign person means a nonresident alien individual,

foreign partnership, foreign trust, or foreign corporation.

A foreign person is subject to income tax on two types of income: (1)
fixed, determinable, annual, or periodic income (“FDAP Income”); and/or (2)
effectively connected income (“ECI™). In layperson’s terms, FDAP is generally

investment income; and ECI is generally business income.
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China has a lower income tax rate. If the income is taxed in the U.S. and
remitted as a dividend to China, the U.S. tax rate will typically be
approximately 51%. On the other hand, if the income is taxed in the U.S., the
Chinese enterprise rate is 25%. Therefore, the amount of tax saved by having

an export sale taxed China is approximately 26%.
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" Evolution of Exporting to the U.S.

B. Evolution of Exporting to the U.S.

1. Direct Export or Use of Agents

Many times a Chinese business begins doing business by selling goods
directly to a U.S. firm or possibly through an importer. After a profitable
relationship has been created, the Chinese Business may then seek to expand
sales to U.S. customers through an independent agent or a distributor. As the
next step, the Chinese business may wish to use a dependent agent, usually an
employee, to sell goods in the U.S. Finally, a Chinese Business may
eventually open a U.S. sales office, manufacture in the U.S., form a U.S.
corporation or U.S. partnership. For all of the sales methods other than a U.S.
sales office, manufacturing in the U.S., forming a U.S. corporation or a U.S.
partnership, a foreign business may be able to avoid U.S. income tax on the
sale of goods.
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Structures That Result in U.S. Taxation

2. Results in U.S. Taxation

As noted on the previous page, opening a U.S. sales office or
manufacturing in the U.S. results in U.S. taxation. The formation of a U.S.
partnership or a U.S. corporation also automatically results in U.S. taxation.
However, a U.S. partnership or U.S. corporation is subject to tax on world-
wide income. Therefore, should a Chinese business evolve to the level of
opening a U.S. partnership or a U.S. corporation, such entity should only
conduct business in the U.S. so that sales outside the U.S. are not taxed by the
U.s.
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C. Analysis is Different For Treaty and Non-Treaty Analysis
1. Non-Treaty Analysis Compared to a Treaty Analysis

The analysis with treaty countries and non-treaty countries is different.
Treaties limit each contracting nation’s ability to impose a tax. Therefore, if a
treaty addresses a certain income tax issue, it may reduce what is subject to
income tax, the amount subject to income tax, which nation may tax the income,
or the rate of income taxation. As applied to the export of goods, treaties reduce
the types of transactions that are subject to income taxation.

2. Non-Treaty Chinese Nations

The outline uses mainland China and Hong Kong for examples. This is
because China has an income tax treaty with the U.S., but Hong Kong does not.
One might think that Hong Kong became part of China in 1997, and therefore, it
is under China’s treaty. Unfortunately, the U.S. takes the position that this is
not the case. IRS Notice 97-40. Taiwan as well as Macao also do not have
income tax treaties with the U.S.
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D. Non-Treaty Analysis

The above chart depicts a three step process for determining whether the
foreign person will be subject to U.S. ECI tax. First, is the foreign person
engaged in a U.S. trade or business. If a foreign person is engaged in a U.S
trade or business, second, what is the source of income — U.S. or foreign? If it
is foreign source, then generally it is not taxable as effectively connected
income. This is the case unless the third step applies and such income is

resourced to U.S. source income by one of three exceptions.
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U.S. Business

1. Is the Hong Kong Business Engaged in a U.S. Business?

Whether a Chinese person is considered doing business in the U.S. depends on
the number and magnitude of the business transactions. In order to constitute a
U.S. trade or business, the profit activities must be regular, continuous, and
substantial to constitute a U.S. trade or business. Commr. v. Spermacet Whaling
& Shipping Co., 281 F.2d 646 (6™ Cir. 1960).

a. Trade or Business — Real Estate Examples

In Lewenhaupt v. Comm’r, 20 TC 151 (1953), the foreign person rented three
commercial pieces of real estate through an agent, this level of rental activity was
sufficient to constitute a trade or business. In Amodio v. Comm’r, 34 T.C. 894
(1960), the foreign person rented four U.S. residential properties in different states
through different U.S. agents, this constituted a trade or business. Conversely, in
Evelyn M. L. Neill, 46 B.T.A. 197 (1942), the foreign person inherited property
that was leased for a long term to a tenant who was required to pay the taxes,
insurance, and maintenance on the property. In this case, the one tenant, long
lease, and responsibilities assumed by the tenant resulted in the Tax Court
concluding that the foreign person’s activities did not rise to the level of a trade or
business.

b. Internet Example

Assume a Hong Kong business sells Chinese chess (i.e. xiang qi) over the
internet. If during the year, only one chess set was sold to a U.S. customer, then
the Hong Kong business would seldom be considered doing a trade or business in
the U.S. However, what if the level of activity rises to 100 chess sets throughout
the year, then most likely the Hong Kong business would beet the regular,
continuous, or substantial test.
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c. Foreign Bank Example

In the above example, it is assumed that our U.S. Citizen has a foreign bank account
with a Swiss bank. The Swiss bank does not solicit U.S. citizens to make loans in the
U.S.. Rather, it is out of the banking relationship with the U.S. citizen that the Swiss
bank proceeded to make a loan to the U.S. person. Further, assume that only three loans
were made to U.S. customers during the year from this Swiss bank In this case, the
Swiss bank would generally not be in a trade or business, because its lending activities
into the U.S. are not regular, continuous, and substantial. In this case, this results in the

income being FDAP income to the Swiss bank.
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Both Independent and Dependent Agency is
considered in determining whether there is a U.S.
Trade or Business

d.  Dependent and Independent Agent Activities are Attributed

The general rule for the “trade or business test” (i.e. step 1) is that both
independent and dependent agency are attributed to the foreign person. See
Rev. Rul. 70-424; Rev. Rul. 55-617 that states without discussion the sale of
goods by a U.S. commission agent is engaged in a U.S. trade or business. Also
see Frank Hadfield v. Comm’r, 23 TC 633 (1955) where a Canadian company
that sold cards on consignment through an exclusive agency agreement was
engaged in business in the U.S.

Agency under the “trade or business test” for a non-treaty country must be
distinguished from the agency test discussed in step 3 under the resourcing
rules of §864(c)(4)(B) and §865(e)(2). The agency test under step 3
distinguishes between independent agents and dependent agents. In this
respect, PLR 8147001 has the correct result, but probably an incorrect analysis
on how to get to the result. This PLR will be discussed later in the materials.
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2. U.S. or Foreign Source

The general rules of IRC § 861 through § 863, and § 865 are used to
determine the source of the income. Ifitis U.S. source it will be taxable to the
extent that it is effectively connected income. If it is foreign source, then it is
generally nontaxable unless it is recharaterized as discussed in step 3.
Assuming the income is U.S. source, there are two types of effectively
connected income. Business income from the operating business and

FDAP/capital gain income that is attributable to business operations.
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a. U.S. Source - Business Income

Once it is determined that the business income is U.S. source, it is taxed as
effectively connected income under the residual force of attraction principle. §
864(c)(3).

i. Types of Income
1) Sale of Goods

The sale of goods are sourced under the “title passage rule.” By using FOB
shipping point, a foreign person is able to create foreign source income. This
is discussed in detail in 2.b.

2). Services

Services are sourced where the service is performed. § 864(b)(1)

3) Dealing in Stock or Securities

While there are two exceptions for trading in securities, there is not an
exception for a dealer in securities. However, for the dealer to be U.S. source,
he or she must be performing the service in the U.S.

4). Rental Income
Rental income is sources where the property is used.
5) Sale of Real Estate
The sale is also sourced where the real property is situated. Pursuant to §

897, the sale of real estate is always deemed a trade or business.

© Law Firm of Mark Merric, LLC 2009-2014, All Rights Reserved XI-16
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Foreign insurance sold to U.S. persons is U.S.
Source § 864(c)(4)(C)

7. HERASKRIE AT R

Minerals are sourced where they are extracted

6) Sale of Insurance

Foreign insurance sold to U.S. persons is U.S. source. § 864(c)(4)(C).
7) Minerals

Minerals are sourced where they are extracted.
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b. Foreign Source Income

Foreign business income is generally not subject to U.S. income taxation,
unless the FDAP rules should apply. Income is generally sourced where the
person performs the service or the location of the property. For example, if a
foreign bank has a U.S. branch and the U.S. branch makes a loan to a foreign
person, the interest income is sourced to where the payor resides, and is
therefore, foreign source income. The major exception to this rule is the sale
of goods where sourcing is not governed by where the service provider, payor,
or location of the property. Rather, sale of goods is governed under something
known as the “title passage rule.”
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No U.S. Income Tax Foreign Source Income

Regardless of whether or not there is a treaty, an export transaction may be
designed to completely avoid any U.S. income tax. This is because goods may
be sourced based on the title passage rule.

a. FOB Shipping Point — No Tax

With FOB shipping point, title to the goods would pass when the goods are
shipped from Hong Kong. For inventoried goods, Treas. Reg. § 1.861-7
provides that this would result in all foreign source taxation. For manufactured
goods, 50% i1s sourced to Hong Kong (or outside the U.S. based on where the
goods are manufactured). The other 50% of manufactured goods may be
sourced to Hong Kong by simply passing title to the goods in Hong Kong —
FOB shipping point.

b. FOB Destination Point — (100% Taxed - Inventory ; 50% Taxed
Manufacturing)

With FOB destination, title to the goods would pass in the U.S. For
inventoried goods, this would result in 100% of sale being classified as U.S.
source income, resulting in U.S. taxation of such income. For a Chinese
manufacturer, this would result in 50% of the income being classified as U.S.
source income. Therefore, with a non-treaty country (i.e., Hong Kong), to
avoid U.S. taxation, title to the goods should pass at Hong Kong.
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3. Resourcing of Foreign Source Income

Generally, foreign source effectively connected income is not taxed by the
U.S. However, there are three (possibly four) statutory exceptions that
reclassify foreign source ECI as U.S. source ECI.

3. AhEDRIFHN B H R o

BE, SNESRIR A RO A SRR BT BT &8, HA =
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Broader and takes the place of § 864(c)(4)(B)(iii)

The three cases of resourcing require a foreign person to have a fixed place
of business in the U.S. which the foreign source income is attributable. §
864(c)(4)(B). These three sources of income are:

(1) rents or royalties for the use of intangible property;

(2) dividends or interest that is derived in a finance, banking or similar
business;

(3) sale of goods where the property passed outside the U.S. under the title
passage rule.

It should be noted that there is another exception that converts foreign
source sale of good income to U.S. source income under § 865(e)(2). This
section is slightly broader than the third resourcing fact pattern under §
864(c)(4)(B). Therefore, it trumps § 864(c)(4)(B)(iii), the exception under §
865(e)(2) is used instead.

Finally, as discussed under the independent agent and dependent agent
discussion later in this outline, an agent’s office may be attributed to the
foreign person, thereby triggering the resourcing rules of § 864(c)(4)(B) and §
864(e)(5).
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a. Licensing IP reclassification

Seldom does one see the above structure. Usually, a foreign person would
create a U.S. subsidiary for this type of a transaction. However, it is possible
that a foreign person would create a U.S. branch that is developing intellectual
property (IP) out of a U.S. fixed place of business. The branch licenses the IP
to a foreign person (i.e. the Hong Kong company).

Initially, the income is foreign source, because rents and royalties are
sourced where the property is used. However, since the foreign branch has a
fixed place of business that actively sold the IP to the Hong Kong company, §
864(c)(4)(B)(i) reclassifies the income as U.S. source income. Since it is
effectively connected income it is now subject to U.S. tax.

This is the same result that would occur if a foreign person had created a
U.S. subsidiary. The U.S. subsidiary would have been subject to worldwide
taxation on a net basis.
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b. Finance Reclassification Example

Generally, customers develop relationships with certain persons in a bank.
In this respect, they do not change banks from a subsidiary of a parent to the
parent or from a branch operation to a parent simply because such person is
foreign. In the above example, assume a Hong Kong business has a
relationship with a New York branch of a Swiss bank. Therefore, the New
York bank makes a loan to the foreign person, (i.e. Hong Kong).

Loans are sourced based on the residence of the borrower. In this case it
would be Hong Kong, and therefore, the income to the N.Y. branch would be
foreign source income.
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c. Sale of Goods From a U.S. Office

As previously noted § 865(e)(2) is broader and trumps § 864(c)(4)(B)(iii).
It provides that if a U.S. branch of a foreign person sells goods through a U.S.
fixed place of business, even if the sale of goods are initially foreign (i.e. FOB
shipping point), then the sale is reclassified as U.S. source income.

The concept of a fixed place of business can many times be an elusive
topic. The simple case is when a foreign person (i.e. the Hong Kong
company) opens a branch office (i.e. the lease is in the name of the Hong
Kong Company). The more complicated cases are under what circumstances
a fixed place of business are attributed to the Hong Kong company through an
independent agent.
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E. Methods to Sell Goods in theU.S.
There are four primary ways to sell goods to the U.S.
(1). Direct Export

The Chinese business exports the goods directly to the U.S. Company. No
middleperson, broker, independent agent, or distributor is used in transferring
the goods to the U.S. company.
(2).Independent Agent

A Chinese busmess may sell goods to a U.S. buyer through an
independent agent (e.g. broker, middleperson, or distributor). These goods
may be sold on consignment or the independent agent may take orders for the
Chinese company.
(3). Traveling Dependent Agent

A Chinese business may sell goods to a U.S. buyer through a dependent
agent. A traveling dependent agent 1s an employee
(4).Sales Office

A Chinese business creates a. sales office in the U.S. The sales office is
staffed with Chinese employees. For non-treaty countries (such as Hong
Kong discussed later) the term used in the internal revenue code (“IRC”) is “a
fixed place of business.” For treaty countries, the term used in the IRC 1s a

“permanent establishment.”
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There are four primary ways to sell goods to the U.S.

(1). Direct Export
The Chinese business exports the goods directly to the U.S. Company. No
middleperson, broker, independent agent, or distributor is used in transferring

the goods to the U.S. company.

(2). Independent Agent

A Chinese business may sell goods to a U.S. buyer through an
independent agent (e.g. broker, middleperson, or distributor). These goods
may be sold on consignment or the independent agent may take orders for the

Chinese company.

(3). Traveling Dependent Agent
A Chinese business may sell goods to a U.S. buyer through a dependent

agent. A traveling dependent agent is an employee

(4). Sales Office

A Chinese business creates a. sales office in the U.S. The sales office is
staffed with Chinese employees. For non-treaty countries (such as Hong
Kong discussed later) the term used in the internal revenue code (“IRC”) is “a
fixed place of business.” For treaty countries, the term used in the IRC is a

“permanent establishment.”
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F. Non-Treaty Analysis

The analysis with treaty countries and non-treaty countries is different.
Naturally, a treaty does provide more benefits than the non-treaty statutory IRC

code analysis.

The outline uses mainland China and Hong Kong for examples. This is
because China has an income tax treaty with the U.S., but Hong Kong does not.
One might think that Hong Kong became part of China in 1997, and therefore, it
is under China’s treaty. Unfortunately, the U.S. takes the position that this is
not the case. IRS Notice 97-40. It should also be noted that neither Taiwan nor

Macau have income tax treaties with the U.S.
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1. Sales Office — Fixed Place of Business

If the Hong Kong business has a U.S. sales office or manufactures in the
U.S., then the Hong Kong business will be subject to U.S. income tax. IRC §
864(c)(5)(A); IRC § 864(c)(4)(B)(iii).
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2. Direct Export

Regardless of whether or not there is a treaty, an export transaction may be
designed to avoid any U.S. income tax. This is because goods may be
sourced based on the title passage rule.

a. FOB Shipping Point — No Tax

With FOB shipping point, title to the goods would pass when the goods
are shipped from Hong Kong. As previously noted, for inventoried goods,
Treas. Reg. § 1.861-7 provides that this would result in all foreign source
taxation. For manufactured goods, 50% is already sourced to Hong Kong (or
outside the U.S. based on where the goods are manufactured). The other
50% of manufactured goods may be sourced to Hong Kong by simply
passing title to the goods in Hong Kong — FOB shipping point.

b. FOB Destination Point — (100% Taxed - Inventory ; 50% Taxed
Manufacturing)

With FOB destination, title to the goods would pass in the U.S. For Hong
Kong (which is deemed to be a non-treaty nation), this would result in 100%
of sale being classified as U.S. source income, resulting in U.S. taxation of
such income. For a Chinese manufacturer, this generally would result in
50% of the income being classified as U.S. source income. Therefore, with a
non-treaty country (i.e., Hong Kong), to avoid U.S. taxation, title to the
goods should pass at Hong Kong.
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3. Definition of Independent Agency

The code defines an independent agent as “broker, commission agent, or
agent of independent status acting in the ordinary course of his business.” §
864(c)(5)(A). The concept of broker may be more easily defined to include
the terms “importer” and “distributer.” In these cases, the broker, importer, or
distributor purchases the goods from the Hong Kong business and then resells
them for a profit. The second category, a commission agent, may be more
analogous to the term “manufacturer’s representative.” A manufacturer’s
representative typically represents three or more different companies selling
different product lines. The manufacturer representative obtains sales orders
for the manufacturers and receives a commission paid by the manufacturers.
For a detailed analysis of the definition of an independent agent contract
please see Thomson Reuter’s Journal of International Taxation articles (1)
Foreign Business, U.S. Customers — Reducing U.S. Income Tax (Part 1) —
May 2011; (2) Reducing United States Income Tax — January 2013, by Mark
Merric, Professor Lu Zhi’an (Fudan University); and Wang Jiadi. These
articles may be downloaded at:

http://www.internationalcounselor.com/export goods article.html.
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Foreign Business, U.S. Customers — Reducing U.S. Income Tax (Part 1) —
May 2011; (2) Reducing United States Income Tax — January 2013,
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a. Distributor or Importer

The distributor or importer buys the goods from the foreign person and
resells them in the U.S. for a profit. In this respect the transaction is very
similar to the direct export transaction to a U.S. retailer such as Wal*Mart.
Conversely, many name brand products place restrictions regarding the sale of
their products. For example, in PLR 7702043120D, the importer had the
following restrictions:

1. The importer could import other beers from any other than two
prohibited countries;

2. The importer could sell the beer for any price, however, it must inform
the foreign company of the sales price;

3. The foreign person would grant a discount to the importer for
advertising its product in the U.S., but the importer is not required to
advertise on behalf of the foreign person; and

4. The foreign person would supply advertising materials to the beer
importer.

The Service concluded that the importer was an independent agent for the
following reasons:

1. The importer has total discretion in setting the selling price;

2. Itimported and distributed other beers;

3. Title passed to the importer on purchase of the beer; and

4. The importer cannot execute contracts on behalf of the foreign person.
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b. General Commissioned Agent

The general commissioned agent does not take title to the foreign person’s
goods. Rather the general commission agent obtains contracts for the foreign
person. From the sales price of the foreign person’s goods, the general
commission agent receives a commission. Many times the general commission
agent will have some flexibility in setting the price of the goods. However, there
are minimum prices that the general agent cannot go below.

There appears to be no case law directly on point. So this outline will discuss
PLR 8147001. In PLR 8147001, Y, the U.S. agent, sold radio time from a foreign
person. The foreign person was broadcasting into the U.S. from outside the U.S:
Y received a commission, and did not have an exclusive contract. Y had the
discretion to sell the radio time for higher than the standard price, and keep the
difference. Further, U.S. companies could buy the advertising time directly from
the foreign person, rather than through Y.

The PLR concluded that these facts were distinguishable from Rev. Rul. 70-
424, since Y did not have an exclusive contract with the foreign person. It then
stated that broadcasting income is sourced where the facilities are, and therefore
not subject to U.S. taxation.

While the author agrees that the broadcasting income is not U.S. source, he
questions the analysis. It does not appear that broadcasting has a resourcing rule.
This being the case, the activities of an agent are irrelevant regarding changing the
source of income from foreign to U.S. source, and the foreign person is not taxable
by the U.S. simply because the income is foreign source. Anyway, the PLR was
included to show a general commission agent type of analysis.
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In a non-treaty country, an independent agent may execute contracts on
behalf of the Hong Kong business without resulting in U.S. income taxation.
However, it is uncertain whether the Hong Kong Business may open a
warehouse in the U.S. or whether the U.S. agent may sell the goods on
consignment. The majority view for a non-treaty country is either a warehouse
in the U.S. or selling goods by consignment will result in U.S. income tax to
the Hong Kong business. For a detailed discussion of this issue see Thomson
Reuter’s Journal of International Taxation (2) Reducing United States Income
Tax — January 2013, by Mark Merric, Professor Lu Zhi’an (Fudan University);
and Wang Jiadi. This article may be downloaded at:
http://www.internationalcounselor.com/export goods article.html.
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c. Consignment

Does the title passage rule, Handfield, or Treas. Reg. § 1.867-7 control.
International treatises generally provide little, if any, guidance regarding the
treatment if an independent agent holds consigned goods. Most treatises cite
Handfield v. Commr., 23 TC 633 (1955), noting that consignment may result in
taxation. However, the analysis appears more complicated.

If a foreign person has imputed to them a U.S. trader of business due to the
magnitude or number of the transactions, then the next step in the analysis is
whether the income is U.S. or foreign source. Whether income is U.S. or
foreign source depends upon the title passage rule. In a consignment sale, title
transfer when the goods are in the U.S. Therefore, under this analysis, the
foreign person is subject to U.S. taxation under the ECI rules.

Some cite Handfield as authority that an agent’s sale of goods on
consignment results in U.S. taxation. However, the law at the time Handfield
was decided in 1955 may well be distinguished from the current law and
income tax regulations.

First, the court did not discuss the difference between an independent agent
or a dependent agent. Rather, it concluded that since the goods were sold on
consignment, Handfield controlled the selling price, and there was an exclusive
contract, News Company was Handfield’s agent. Second, it appears
distinguishing between independent and dependent agent was irrelevant,
because of the U.S.-Canada tax treaty which provided,
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“When an enterprise of one of the contracting States carries on a business in the other
contracting State through an employee or agent established there, who has general
authority to contract for the principal or has a stock of merchandise from which he
regularly fills orders which he receives, such enterprise shall be deemed to have a
permanent establishment in the later State (Paragraph 3(f)).”

In Handfield, once the Tax Court found that News Company was Handfield’s agent,
automatically the treaty resulted in taxation because News Company regularly filled orders on

behalf of Handfield. The Tax Court also made repetitive statements that the contract was in
essence a consignment.

Treas. Reg. § 1.864-7(d)(3)(i), enacted in 1972, specifically states that

“an agent who, in pursuance of his usual trade or business, and for compensation,
sells goods or merchandise consigned or entrusted to his possession, management,

and control for or by the owner of such goods or merchandise is an independent
agent.”

An independent agent’s office is not attributed to a foreign person. Further, Treas. Reg. §
1.864-7(d)(2) states:

“The office or other fixed place of business of an independent agent . . . shall not be
treated as the office or other fixed place of business of his principal who is a
nonresident alien individual or a foreign corporation, irrespective of whether such agent
has authority to negotiate and conclude contracts in the name of his principal, and
regularly exercises that authority, or maintains a stock of goods form which he
regularly fills orders on the principals behalf

At this point, it appears that Treas. Reg. § 1.864-7 should nullify Handfield. But as noted
above, relevant authorities that discuss the issue appear to be few and far between. Further,
there is the issue of the title passage rule and foreign source income. In this respect, should a
client wish to rely on the Treas. Reg. §, the author recommends obtaining a PLR on the issue.
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4. Dependent A gent

In a non-treaty country, a dependent agent cannot execute contracts or sell
goods on consignment, without resulting in U.S. taxation. Further, the Hong
Kong business probably cannot open a warehouse in the U.S. without

incurring U.S. taxation.
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G. Income Tax Treaty Analysis

Once it has been determined that a Chinese business is engaged in a U.S.
trade or business, whether the Chinese business will be subject to U.S. tax
may well depend on whether there is an applicable income tax treaty.

On the other hand, China and the U.S. entered into an income tax treaty in
1984. As discussed later in this outline, when compared to a non-treaty tax
regime, an income tax treaty primarily helps Chinese businesses avoid U.S.
tax when the Chinese business passes title in the U.S. for an export transaction,
sells goods through an independent agent or sells goods through a traveling
dependent agent.  As also discussed later in this outline, there are two
different income taxes: (1) the graduated rate income tax, and (2) the branch
profits tax. The Chinese-U.S. income tax treaty eliminates the second tax, the
branch profits tax.
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1. Permanent Establishment

In a treaty country, U.S. income tax is imposed only if the Chinese
business has a permanent establishment. A permanent establishment is
substantially similar to the concept of a fixed place of business in the non-
treaty analysis.

a. Definition of a Permanent Establishment

Article 5(2) of the 2006 Model Treaty discusses permanent
establishments. A permanent establishment is defined as a fixed place of
business where enterprise business is carried on. The term permanent
establishment includes:

(a) a place of management;
(b) a branch;

(¢) an office;

(d) a factory;

(e) a workshop; and

(f) a mine, an oil or gas well, a quarry, or any other place of extraction
of natural resources.
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use of a facility solely for storage, display or delivery
b) TNFEGE, R BTN H BT AR TR

Maintenance of stock of goods solely for storage,

display, or delivery

b. Activities Disregarded

Article 5(2) of the 2006 model treaty gigantically clear up the ambiguity
found in the non-treaty analysis. The exceptions under a) and b) make it clear
that goods may be stored in the U.S. and held for delivery. In this respect,
neither an independent or dependent agent has a consignment issue or any

storage or delivery of goods issue.

b HFERAE “H R " FEXZ S5 50
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Activities Disregarded Art. 5(4)

c) TRAH—AIMTAEN H KR F T

Maintenance of stock of goods for processing by

d) RT3k BRI AE B R B 2 3% B

Maintenance of a fixed place of business solely for

“purchasing goods” or “collecting information.

Exception c) is more for the manufacturing of a foreign person’s goods,
and not the subject of this outline. Exception d) has two parts. First it allows
for a branch to purchase goods without creating a fixed place of business.
Second, it allows a foreign person to set up a fixed place of business to collect

marketing information.

FA()EZH A TN E SRR AR, BIMNEZENMUEZHE. %K
() B ER 7y, B, e E AR 7SR E Y H A7) SCRT LU K T
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Maintenance of fixed place of business for any other
activity of a preparatory or auxiliary character

) LA EARAT L Sh B 45 B B A [ 52 37 B
Maintenance of a fixed place of business for any

combination of the above.

Exception e) is generally for when a foreign business is getting prepared to
open a permanent establishment. All of the studies and research to determine
the optimal location do not create a permanent establishment until one is

actually opened.

Exception f) make it clear that any combination or all of the first five

elements does not create a permanent establishment.

N (e) T3 HI T 41 [ Aol 7 38 57 56 [ [ 7 24 w] i o B9 AT 300 v 2 B B
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Also, Article 5(7) — No attribution of a subsidiary
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Article 7 no attribution of an unrelated branch

There are two more exceptions that are important. Article 5(7) states that
a subsidiary’s activities will not be attributed to a parent. In other words, a
subsidiary may be actively involved in the sale of a different product line,
and these activities are not attributed to the parent. Finally, Article 7 states
an unrelated branches fixed place of business is not attributed to the parent to

determine whether this particular branch is a permanent establishment.
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2. Direct Export -No Title Passage Rule

In the non-treaty analysis, the sourcing of income for goods generally

depended on the title passage rule. If title passed from the Hong Kong
company to the U.S. purchaser FOB shipping point (i.e. when the goods left
Hong Kong), then the income was foreign source income. Iftitle passed when
the goods reached the U.S. company, FOB destination, then the income was
U.S. source.

In a treaty country, there is no title passage rule. Rather, the relevant
question is whether the foreign person has a permanent establishment. If so,

he or she is taxed on the income attributable to the permanent establishment.
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3. Independent Agent

a. Definition

As previously mentioned, an independent agent is a person who acts in the
ordinary course of his or her business. Article 5(6). The term “independent agent”
includes a distributor, wholesaler, middleman, and broker. As such, an independent
agent may have his own office, purchase goods on his account, sell goods on
assignment, and execute contracts. Also, due to the storage exception under Article
5(4)(a), an independent agent may store goods on behalf of the Chinese business. All
of these activities may be carried on by an independent agent without these activities
being attributed to the Chinese business, which if such attribution occurred would
create a permanent establishment. Rev. Rul. 63-113; Rev. Rul. 76-322.

With a treaty country, the Chinese business may store goods in the U.S. Further,
an independent agent may sell goods on consignment as well as execute contracts.
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Chief Executive Officer

B AT E

The title to the movie is Chief Executive Officer, and it is the story of the
Haier corporation. From an export transaction perspective, we need to ask
who is the hero in this movie?
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“ Ling Min
7 1

Should our hero be the Chief Executive Officer of Haier Zhan Ruimin,
whose screen name was Ling Min.
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How about XXXX, whose screen name was Xiang Hua, the Chief
Operations Officer. Without Xiang Hua’s efforts most likely Haier would
have never succeeded.
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Yang Yang

College
Hardest
FM co

Reluctant

What about Yang Yang a recent college graduate in marketing. She has
six months of experience with Haier.

In the 1990s, during a company meeting Xiang Hua states that Haier is
going to sell internationally. Further, they have chosen the hardest market in
the world to sell a refrigerator — France. This is because France has more
quality control standards for refrigerators than any nation in the world.

Xiang Hua, then looks at Yang Yang and tells her that Yang Yang is to
go to France and sell $30 million of refrigerators through FM Company in
the first year. The problem is that Haier has no relationship with FM
Company, and Yang Yang must do this on a cold call.

Naturally, being a recent marketing graduate, Yang Yang states she
thinks the request is too much. Xiang Hua replies, “What more would you
need, we have given you six months of training at Haier?”

Yang Yang goes to France, eventually is able to meet with President of
FM Company on a cold call, and does in fact sell $30 million of refrigerator
to France in the first year. For this reason, Yang Yang is my hero in the
movie.
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4. Dependent Agent

A dependent agent is generally an employee. In a treaty country, a
dependent agent cannot execute contracts on behalf of the principal without
resulting in U.S. taxation. However, the Chinese business may open a
warehouse in the U.S. and goods may be delivered from the warehouse.
Finally, the dependent agent should probably be a traveling dependent agent

who does not rent any office space in the U.S.
4. MEMHERE
BRENLMNBREFREAAMA L. EHEWRARANMK, AT ERE
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The dependent agent may e-mail sales orders to the Chinese company.
However, the Chinese business should participate in some of the negotiations,

the approval process, and the rejection process.
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H. How Much May Be Sold Without U.S. Taxation

Many advisors think that there may be a dollar amount limit before the
Chinese business is subject to U.S. taxation. However, there is no dollar limit.
As long as a Chinese Business does not evolve to the level of income taxation,

it may sell any amount of goods to the U.S. without U.S. taxation.
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Other Activities in the U.S.

I. Planning Issues

Sometimes the Internal Revenue Service will take the position that an
independent agent should be classified as a dependent agent. The Internal
Revenue Service does this by asserting that the Chinese business legally or
economically controls the agent. Should the Internal Revenue be successful
with this challenge, many times the Chinese business will now be subject to
U.S. taxation.

If a dependent agent’s sales orders are routinely approved without
involvement of the Chinese business in the negotiation process, approval
process, and rejection process, then the dependent agent will be considered to
have authority to conclude contracts. The colloquial expression for this issue
is generally known as a “rubber stamp approval.” A rubber stamp approval
will deem the dependent agent to have executed the contract on behalf of the
Chinese business and result in U.S. income taxation.

The previous discussion regarding the evolution of exporting to the U.S.
assumes that the Chinese business has no other activities in the U.S. Before
any conclusion may be drawn regarding when a Chinese business exporting
goods may be taxed in the U.S., all of the activities of the Chinese business

must be analyzed.
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1. Agent - Emplovee v. Non-Employee

Agents are generally classified as independent and dependent agents.
However, the lines between the different types of agents can easily be blurred
depending on how much control the principal exercises over the agent.

The simple definition of a dependent agent is an employee. An
independent agent is not an employee. However, many independent agent
agreements may be drafted so that the agent is so controlled by the Chinese
business from a legal and economic perspective that in essence he or she is

treated for tax purposes as a dependent agent.
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In the event of a loss, foreign person agrees
to share in loss up to a specified amount

The general classification that employees are dependent agents and all non-
employees are independent agents is an oversimplification. An agency
contract may so control a general commission agent’s activities that in essence
he or she is a dependent agent. Without discussion, in Rev. Rul. 70-424, the
Treasury Department concluded that following factors in combination resulted

in the foreign person carrying on a trade or business in the U.S. subject to U.S.
taxation:

1. U.S. agent was the sole agent for the sale of FP’s products;

2. The U.S. agent could not sell a competitor’s product;

3. The U.S. agent could only obtain contracts subject to FP’s approval;
4. The U.S. agent guaranteed certain levels of sales; and

5. If there was a loss the foreign person agreed to share in the loss up to a
certain amount.
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2. Rubber Stamp Approval

The Organization for Economic Cooperation and Development (OECD)
has a model treaty. The U.S. frequently looks to the OECD model treaty
when interpreting various provisions of its treaties. In this respect, the OECD

model treaty details concerns when sales orders from a dependent agent are
routinely approved without the foreign business being involved in the
negotiations. Should this be the case, then the foreign business would be
deemed to have a permanent establishment. Presently, there are no cases on
point in the U.S. regarding this issue. Conversely, since this principal may be
applied by the U.S. courts, the Chinese businesses directly involved in the
negotiations should be documented as well as sales orders that are rejected.
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Negotiate Via Skype

To reduce the chance of a rubber stamp approval, we suggest that the
Chinese firm be involved in the negotiations via a video conference. A
memo regarding the negotiations should be kept by the Chinese firm.
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After the negotiations, the proposed sales order can then be e-mailed to
China for the credit check and final approval. The Chinese firm needs to
document sales orders that are declined.
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parent and a subsidiary

3. Other Activities in the U..S.

In a non-treaty country, all activity of the Hong Kong business is considered
in determining whether or not a direct export transaction, independent agent, or
a dependent agent will result in U.S. income taxation. For example, in Treas.
Reg. § 1.864-4(b), a French Company sold two different products: (1) wine;
and (2) electronics. The wine sales were a direct export transaction and the
electronics were through a U.S. sales office. The U.S. sales office tainted the
direct export wine transactions resulting in U.S. income taxation.

A U.S. subsidiary formed by a Hong Kong business also will result in
taxation. Conversely, a U.S. subsidiary formed by a Chinese company may
not result in taxation, but this will depend on the activities of the subsidiary as
well as respecting the separateness of the Chinese business and the U.S.
subsidiary.
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U.S. Taxes Due For All Years
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Statute of Limitations Never Runs
R B, T RitF 8

Past Taxes, Penalty, & Interest

4. U.S. Taxes Due For All Years

If a Chinese business is not taxable on its direct export sales, independent
agent sales, and possibly dependent agent sales, then it would not be required
to file any U.S. income tax return. The problem is the determination of
whether the Chinese business is subject to U.S. income tax is fairly fact
specific after analyzing all of the Chinese business’s connections with the
U.S. Further, the Internal Revenue Service may decide to interpret a treaty
differently than it has done in the past with the objective to collect more tax
from foreign businesses. Should the Internal Revenue Service be successful
with such a challenge, then the statute of limitations for filing U.S tax returns
would never have run. The Chinese business would owe income tax for all
prior years, plus penalties, and plus interest. The amount due by the Chinese
firm could well be incredibly large.

4. MR TR FAr B R E B

MR —AhE LR EEEE L QA& EFE I A E S RE A
HI N EACER a1 B B SR B BURFAEWOBE R, A% A TR BRI F B AR
Ko BT BRHNRE NS F 2 H T X2 E 22 7 A0 5% E 2 18] B 56 iR
MEBRRRIFE L oM. SREBLUE B AT RE 2 8 A0 LUE B A AN [R] 9 5 7 Bt
MAMNE A BEE Z R — BARAERL, ABA RREE S REEMER,
HE A RS IR L rEF BB, TIaEIRRm KRR
SR EREA
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Possible Solutions
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For Treaty and Non-Treaty
Countries, file a protective
return

WRBABIE, ERESS R AAEHE

If Non-Treaty Country, file a
Private Letter Ruling

J. Possible Solutions

In addition to having a detailed review of all of the Chinese business
operations in the U.S., the Chinese business may file a “protective income tax
return.” A protective income tax return reports the earnings and deductions of
the U.S. operations. However, no tax is due. Rather, the reason for no
taxation is explained when filing the return. Filing a protective return does
not prevent the Internal Revenue Service from challenging the tax position
taken by the Chinese firm. However, it generally limits the time period for
the Internal Revenue Service to three years.

In a non-treaty country, the Hong Kong business (also, Taiwan or Macao)
may apply to the Internal Revenue Service for a private letter ruling regarding
how the Internal Revenue Service will rule on the transaction. Should the
Internal Revenue Service agree the Hong Kong business is not taxable, then
this agreement is binding with the Hong Kong business. Unfortunately, this
procedure is not available in a treaty country, because the Internal Revenue
Service will not rule on the effect of treaties. Also, even with a non-treaty
country, the cost for such a ruling typically is somewhat expensive, around
about $50,000.
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| Evolution of Exporting to the U.S.

K. Conclusion

Before a Chinese business manufactures in the U.S., opens a U.S. sales
office, a U.S. partnership, or a U.S. corporation, there are many export
transactions that do not result in taxation. These transactions are direct export
sales, independent agent sales, and dependent agent sales. Whether these
transactions will result in no U.S. income taxation depends on analyzing the
scope of and agent contracts as well as all of the Chinese business’s activities
in the U.S. It also depends on whether the Chinese business is from a non-
treaty or a treaty country. Further, the Chinese business should file protective
U.S. income tax returns to reduce possible U.S. tax amounts should the
Internal Revenue Service challenge and be successful in taxing the Chinese
business. Finally, if the Chinese business if from a non-treaty country, then it
Chinese business should consider filing for a private letter ruling.

K. 54
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U.S. Source Connected Income

(Business Income)
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Source of Income?
(861-863, 865)
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Foreign Person Engaged Foreign Source [~ > [ pr 18 8¢
in a U.S. Business FEH3IAH A ﬁ
General Rule — Not _| >
N subject to l;JQ Tax =
i FIFDAPW A\ HE N Primarily 3 Exceptions
FDAP Rules Apply 3

L. Non-Treaty Trader Exception

A trader in securities is not considered a trade or a business under the first
test of whether a foreign person is engaged in a U.S. trade or business.

L. AL 32 5 1Bl 51 %1
EFRZBHEESE MK P AR TERELE L FRRE.
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“Trading in Securities”
Exceptions to trade or business

BAEXAMBISN KB, BEREZ SR T AFE
But for the exception, frequently buying and selling toward
short term gains (i.e. trading) is a trade or business

Under general U.S. tax principles, trading in securities would be classified
as a trade or business. However, as applied to the taxation of a nonresident
alien, the IRC provides two major exceptions where trading is not classified as
a trade or business. These two exceptions will be discussed after

distinguishing between an investor, trader, or dealer.

IR R EBIESIE, B SRTRiEE WA, R TIEE
fERERSNEAR, ARMIESZ S AR TEEWA . ERFRELETE
BBTE ML G E R L2 Ja it it .

© Law Firm of Mark Merric, LLC 2009-2014, All Rights Reserved XI-80



P AS K
| Classification of Those Who Hold

Investments
> ER-BEAREARS

Dealer — Broker — Selling for others

v ZEWA Income ordinary
v a3 H Expenses ordinary

v MEZEENABRAMRC EHETE S
Schedule C if sole proprietor
> BB KB
Investor — Long Term Strategies
v BEA - ABLRMED
Income capital gain — Schedule D
v N BN BB B - AR R IR A

Investment interest expense to the extent of investment income
—Schedule A

1. Classifications of Those Who Hold Investments
a. Dealer
The dealer is the brokerage firm that sells and manages investments for
others, such as Charles Schwab and Bernstein. Income to a dealer is ordinary
and expenses are ordinary. Almost all dealers do business through a
corporation. However, if they were an individual, they would report their

income on Schedule C.
b. Investor
Most clients are investors. The income or loss from their investments are
capital gain, and are investment interest expense. If funds were borrowed to
purchase investments, the interest is classified as investment interest expense.
It is deductible to the extent of investment income. The excess amount of
deductible investment interest expense is deducted on Schedule A.

1. B AREA
a.

FHEAEE AR EEETENALHIT, flmEEREEET AR RE
HEAMMERLE. FEARARNZEETEME WA . JLFERT
B HIZ A A B ) AR RIF RS . BUREMNMEEE RN,
AT S HiE T A AR i3k C Rk,

b. HHN

KEDREFEHAREN . MR BTN REE T ZE AR TR .

WREEHAREEHRE, MAFEETEREFE, o] LRI RN ARHE
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| Trader
> X5 i Trader
v A OB 4 495(f) ik R No § 475(f) Election
= BEAWE-NABLEKME D Capital gain income — Schedule D
= MEZEFEZM-ANABRMEC
Business Interest expense — Schedule C
- BAHBER SR No investment interest limitation

v {éﬁﬁﬁ&& #495( ik § 475(f) election
Mark to Market

b R | SR ¥ & - -

= HIEINA-HRATIT Aii income or ioss ordinary — Form 4797
= MEEERESH-MABRMREC
Schedule C Business interest expense
- DAEREFERBIEIL BT &R
Must be made by due date of prior years return
* 20084E7E20085E4 H1SH AT 4/15/2008 for the year 2008
v RS FI BT LA RS475() i£ 3 PLR to revoke the § 475(f)

election

c. Trader

Unlike a long term investor, a trader seeks to make money on short term changes in the
market. The nature and how many trades it takes to qualify as a trader is discussed in the
following pages. From a tax perspective, there are two types of traders:

i. No §475 Election

If no § 475 election has been made, the gain is capital gain income reported on
Schedule D. However, any interest expense attributable to investment activities is
deducted as an ordinary deduction on Schedule C. There is no investment interest
limitation, and no income is reported on schedule C.

ii. §475 Election

If there has been a § 475 Election, all gains or losses recognized during the year are
reported as ordinary gains and ordinary losses. Also, at the end of the year, securities are
“marked to market.” This means for all securities that are held at year end, to the extent of
any gain it is recognized as ordinary income, and to the extent of any loss it is an ordinary
loss. All securities held at the end of the year step up to a fair market value basis. The
gains and losses from the actual sales during the year are combined with the deemed gains
and losses on the mark to market computation. The ordinary income or loss is reported on
Form 4797. Finally, to the extent of any interest expense attributable to purchasing the
investments, it is deducted as an ordinary expense on Schedule C.

An election to be classified as a trader must be made by the due date of the prior year’s
return. Further, it takes a PLR to revoke the § 475 election.
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What’s a “Trader”

o O BER: ABAREE: WM Z5MMERNT R
Factors: T’s intent; nature of income; and the frequency,

extent, and regularity of the transactions.

> AEBWNRITES) B AUR KR, RIS A AR
Activity must be “substantial,” meaning the activity
must be “frequent, regular and continuous” enough to be
aT/B.

o BRE BoANRREABRANZS AELBREMIFKRB T
Some cases: A second requirement is that T is trying to
catch swings in the daily market movement rather than
profit from long-term holdings.

iii. Number of Transactions to Qualify as a Trader

To be a trader, purchases and sales of securities must be substantial
meaning frequent, regular, and continuous throughout the year. Trading for
three months out of the year does not qualify. Chen v. Commr., T.C. Memo
2004-132. Case law does not give us any precise number of trades that
establish that someone is a trader. However, the following cases give some
guidance:

1,100 sales and purchases each year was deemed a trader. Maver v.
Comm’r, TC Memo 1994-209.

83 purchases and 41 sales in one year, and 76 purchases and 30 sales in a
second year was not substantial. Moller v. U.S., 721F.2d 810 (Fed. Cir.
1983).

323 trades in 3 months was not substantial because the trades were not
throughout the year. Chen v. Commr., TC Memo 2004-132.

289 trades that were done on 63 days of the year in 2001, and 371 trades
done on 110 days were not substantial, because trading on less than 50% of
the days of the year does not indicate the frequency, continuity and
regularity indicative to be a trader. Holsinger v. Comm’r, T.C. Memo
2008-91.

In addition to the number of trades, a possibly required factor was
articulated by the court in Holsinger v. Comm’r. Here, the Tax Court noted
that traders would also buy and sell the same security on the same day to catch
swings in the daily market.
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Exceptions Where Trading Not a
Trade or Business

1. BIshEBI: BT ARERAE 5 AR T R ERZEE R
Trading through an independent agent (e.g. broker) does not
constitute a U.S. business — IRC § 864(b)(2)(A)(i); (B)(i)

v JRT, SREEATEREAEEE WG IS A KN, 25 F A&
A
However, exceptions do not apply if foreign person has a fixed

place of business in U.S. from which it effected the trades

§ 864(b)(2)(C)
2. i@ﬁ%gimﬁﬂ&fjiﬂ, il EEA TRRAMREFELS, FRTFEE
1=

Trading on own account even trading effected through a U.S.
employee or other agent does not constitute a U.S. business.

(A)(ii); (B)(ii)

2. Exceptions Where Trading Not a “Trade or Business”

§ 864 gives the following two exceptions for when trading will not be
classified as a U.S. trade or business.

a. Trading Through an Independent Agent

Trading through an independent agent such as Bernstein or Charles
Schwab does not constitute a trade or business. However, this exception does
not apply if the foreign person has a fixed place of business in the U.S.

This is a common sense exception that supports the current tax free
treatment of capital gains to foreign persons. If a foreign person buys or sells
securities as an investor, capital gains are not taxed to such foreign person. If
trading through an independent agent was considered a trade or business, then
this income would be source to the U.S. becoming effectively connected
business income. This would result in U.S. taxation.

b. Trading on Own Account — With a Dependent Agent

There is a second exception where even if a foreign person has a dependent
agent (i.e. employee) trading on his or her account, this will not result in
trading being classified as a business with regards to a foreign person.
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c. Fortune 500 Companies

The trader rule becomes very important for large corporations. These
corporations have operations and financing on a world-wide basis. The
investment of the company’s working capital as well as long term investments
generates significant investment income. Since over half of the world’s
investments in equities are in U.S. securities, foreign corporations having no
operations in the U.S. would inadvertently be taxed as a trader and subject to

U.S. tax under the U.S. effectively connected income rules.

c. W& 500 #H A A

MNFRAFRGE, ZABE LIRS RRHEEEREZMEMN. X
LR FEEIREEA A LFMEE, AnNEERANKERES
FEAERKKBR R . BT 28 FRR RO R R E RS, R
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K5  Long Term Investments XX XXX
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“FDAP” ) WA
Trading exception makes the investment income FDAP
income

The trader rule becomes very important for large corporations. These
corporations have operations and financing on a world-wide basis. The
investment of the company’s working capital as well as long term investments
generates significant income. Since over half of the world’s investments in
equities is in U.S. securities, foreign corporations having no operations in the
U.S. would inadvertently could be taxed as a trader and subject to U.S. tax
under the U.S. effectively connected income rules. The trading exception
makes it so a company not doing business in the U.S. is subject only to FDAP
withholding.

MNP RAFRNE, ZANFE RS ZRG EEEREENEMN. X
e R ANV EE R FRVEE A A VSR, AFMNEBERAMNKHRHAS
FAERAKKRENLZ. BTEREd PR EERERE, £
E & HEE LSRN E A R R R R AR E SR TR E A BRI TR %
W2 5 7 RSBl SR SR - IESR A2 5 BRI B A1 SR P st i 45 A TESe B
TRk 55 192 7] A 7 ZETidZ FDAP YA
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Example — French Partner

op

Ak N
%A%

P

ZEAR
_~ French
% E A& kil Citizen
U.S. Partnership
Ak AR B3 B 0B W Atk NS B
Activities of the partnership
attributed to the partner § 875
Bil sk & BREZGHBATR T
A7 BERA
Except: The exception says
trading is not a trade or
business
2 A ik A\ 5 222 FPE 2 sl mT e
B RESCER ("FDAP" )W A BT 138t
subject to FDAP

d.U.S. Hedge Fund

Hedge funds conduct their business in partnership form. The activities of a
partnership are generally attributed to the partner. Therefore, if the hedge fund
is a dealer, a French investor in the partnership becomes a dealer. If this was
the case, then the French investor in the hedge fund would have U.S. source
ECI and be subject to U.S. tax.

Conversely, if the hedge fund is a trader, then the French Citizen is
classified as a trader. IRC § 875(1). The exception applies and for purposes of
whether the French Citizen is doing business in the U.S., a trader is not a trade
or business. Therefore, the French Citizen would not have any U.S. source
effectively connected income. The FDAP rules would continue to apply.

d. EENHEE

XS R UK REE. Sk iiEshiEE 2 3Ia A
AN B R B R R L R R T e etk iR E
MM ATFE, AL BRI AR Ak & 0%k E R 5 E e H 55 E R
ARERERN, HEAEEEZINTNL

IR, RN EERZS FMER, ToEEREENET LS A
i, BTEREXERFRALE NS, 5 ABWHIE] S % 5 &
., BEBEAEXAE T, % E 5 WA R 7 3% E R I8 1A RO IR
N, &R RN &R FDAP WA Z 4 .
© Law Firm of Mark Merric, LLC 2009-2014, All Rights Reserved XI-90



ST B 200 1 35 FH S
| How Far Does the Exemption Go
241 Example
BRBTHMT 8 2LEREMTRK
Wells Fargo makes a $200 M loan
o BEEOLSR T LS
In the business of making loans
HAE—XNEESE T ZEK
Hedge fund participates in the loan
Xtk AR GGKI G E, TRME T RN — o
Hedge fund did not originate loan, they purchased part of it.
HIREIATIFI AT — S48/t i ) b 2%
Wall Street takes the position of a 48 hour rule
1. fE48/M 2 )5, BilAh sk BliE
After 48 — Exception applies

e. How Far Do the Exemptions Go?

The exception to trade or business status for a trader is frequently used by
hedge funds. For example, Wells Fargo makes a $200 million loan. Wells
Fargo does not want to bear the entire risk of loss so it sells part of the loan to
other financial institutions. Assume a hedge fund wishes to participate and
purchases (i.e. buy from Wells Fargo) part of the promissory note.

Please note that the hedge fund did not originate the loan, rather they
purchased it. Therefore, the question is whether the hedge fund is a dealer or a
trader. Wall Street takes the position that as long as 48 hours expire after
Wells Fargo closes the loan, the purchase by the hedge fund does not create
dealer status.

e. PISFFHIRTTEH

Lo R SR EIFISN F G F o R e . 2Rk, B ERAT
T —2% 2 {Z3RTTHIBTE, R E T & b sk s Hoith i g R SR 20
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FDAP Rules Apply 3

M. FDAP and Capital Gains Taxed as Business Income

Another important exception reclassifies FDAP income and capital gains as
business income. This reclassification in essence takes away any portfolio
interest exclusion, reduction of withholding tax on interest, dividends, or

royalties, as well as makes capital gains taxable.

M. FDAP e N\ 185 AU 2 2 HEE MV BN il B 480

FAN—AMEEERFI A FDAP W\ FIE A28 EH RN
BN . RN EFHSERNERZFEERNEBERATERE T 2RI
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FDAP/Capital Gains =
Business Income (ECI)

v BRUUF SO AN FDAPIIA
Classified as FDAP Income unless either:
v ARNEE I RIEE A1 R
Business activities test applies or
BB AR R RO
Asset use test

If either FDAP or capital gain income is directly associated with a U.S.
trade or business, it is taxed as effectively connected income, not FDAP
income and in the case of capital gains, not exempt from taxation. From a
procedural standpoint, so that the withholding agent does not income tax on
this type of FDAP income, the foreign person files form W-8ECI.

There are two primary tests used to determine the amount, if any, of

FDAP/Capital gain business income:

Wi FDAP WA BHE BT A G R AR E R AN S BEEAE RN, A4
AR IR A BRI RSB, AR FDAP WA, BiAlm i AR
Tebil. MIERF Bk, TR A E XX L FDAP WX A TR TG
Bl ZAMEENGZALHLR W-8ECT.

Xt FDAP WA BB A i i 5 k1 7 A RORERIR A R B, E2EA/ M
TS T
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[ S =K ] 0 S Y 4 FE BRAE S (“FD AP /B8 A 1T
| =B E WA RN

FDAP/Capital Gains =

Business Income (ECI)
r AFIEEESNREE T &R T R EBEL I 864(c)(2)(B) T HISHE
EFR 5
Business-activities test generally applies to a foreign
securities dealer § 864(c)(2)(B)

v RIER (WE)BH) g |
Dealing in securities(passive assets) ;7 =
: ;-
- .~
-t F
NG 4 -
K[ 2 ST B HR HEAF
U.S. Branch or English Corp.

Agent

1. Business Activities Test

The business activities test requires that a foreign securities dealer doing
business in the U.S. report such income as effectively connected income and

pay U.S. tax on such income. § 1.864-4(c)(3).

1. aalENFEE T

27 VR EORAE 32 [E T b 55 1 A1 B 25 7R R SO A% R R BRI SR F
I BT RE RN PTER
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P 5 S 9 FE SR FDAP A/ A3
| FDAP/Capital Gains

BB AR S A T TR LA ) 2 ® k55
Asset use test applies to all other businesses
§ 864(c)(2)(A)

» EEREMHS  Working capital concept

v TS B A Sh A5 B G AE 2R
Cash and securities needed to fund the current
assets and current liabilities during a year of
operation

P RITEXEEEAESF BN AR ER
No bank deposit or portfolio interest exemption

2. Asset Use Test

With the exception of the business use test that is frequently associated
with foreign securities dealers doing business in the U.S., the asset use test
applies to other businesses, particularly selling or manufacturing in the U.S
Treas. Reg. § 1.864(c)(2)(1). Only assets that are held to meet the present
needs of that trade or business, and not anticipated needs are considered. An
asset is considered as meeting the present needs if it is held to meet the
operating expenses of a trade or business. Conversely, if an asset (i.e. a
security) is held for (1) the future diversification into a new trade or business,
(2) expansion of trade or business activities conducted outside of the U.S., (3)
future plant replacement; or future business contingencies, then it is not a
present need. Treas. Reg. § 1.864(c)(2)(iv).

In this respect, the asset use test may be viewed similar to a working
capital concept where the income from cash or securities needed to fund the
operations during the year is classified as effectively connected income.

2. BPAfE A BE

A ENFEsNRE EEEH TAAEFEEREFBELSIERL, MK
FEAE R E A T H A g 55 38 R, LR AR S5 [ 4 B b aE 7 1 36
M., Z2NEEMBEEG 1.864(c)(2)(1). #MHK M5~ R EFETEER s
AL FRE, AEFERET T RFERAFING . miAH B iTa a0k
FRRERAFABENXMFR. HRE, WR—IHEFHEFEELZNT (D)
KRB EFADL SRR, 2) HEEXEELUSAES, 3) BREARENT
- @) RS MaFR, BAAETHRLEFR. & WEET
B4 1.864(c)(2)(iv).
© Law Firm of Mark Merric, LLC 2009-2014, All Rights Reserved XI-95




BT &2 IHER)
| Working Capital — Beg. Year
%z Current Assets: #zhfifi Current Liabilities:

m4 Cash 100 piftik#  Accts Payable 700
_ W A A SR
Rk gk Receivable 300 Current portion
- Note Payable 400
7 1% Inventory 8o -
w# Total 1,100

## Investments 200

"""" ZEEE=3003%7T
a#iTotal 1,400 Working capital = $300

a. Working Capital at the Beginning of the Year

Working capital is an accounting balance sheet concept. In general,
working capital is defined as current assets minus current liabilities. Also,
since it is a balance sheet concept, it changes from day to day. For example,
on one day accounts receivable may be high. However, three days later they
may have been converted to cash because the receivable were collected, and
then a week later the cash was used to purchase some equipment. In this
respect, an average working capital throughout the year must be computed.
The interest, dividend and capital gain income attributable to the average cash
and investments from the current assets become effectively connected income.
Since this FDAP/capital gain income has been reclassified as effectively

connected income, there is no bank deposit or portfolio interest exemption.

In the above balance sheet, the company has current assets of $1,400 and
current liabilities of $1,100. Therefore the working capital at this point is $300.
However, as every accountant knows, current assets and current liabilities are
constantly fluctuate. Receivables are collected, this increases cash. Payables are
paid which conversely reduces cash. Inventory is received and current assets
increase. At the same time, the bill for the inventory arrives and accounts payable
increase. Therefore, an average working capital must be computed.
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a EBER-ZITFEY

BE e MR GRS, B YO OB B Bl
fifit. WERNZT-NHREME, BERETRAERL. thin,
PRI — R ATRER®, H=RZEATaemZ2 T &KkE, —H
ZIEHMMATEE T RE. Bk, BNTETRHZERENET
WA, HE TR b E-FI MR Ek AR, 2 s
Wik B T RBORERION R SEAE H 5 RAT AR ORI & B A R S B R A
FHEH] .

£ EHX R RGERT, AFERNETA 1400 E56, sl
91100 £56, Bk, EE RSN 300 £70. EAMAM, RahE =R
A FRIFARME . MUK SN &R, AT 2 m I E R,
RGN = IR AN 55 7, SOATAR BT B = g R AT k. (R,
FFYIEE R RIRELEITTER.
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BERE-RIHEF

.~ Working Capital — Middle Year

wsw= Current Assets:  #sizffi Current Liabilities:

#4 Cash 100 piftik#  Accts Payable 200
. a3 A B

w2 Receivables 300 Current portion

## Inventory 400 - Note Payable 100

#% Investments 400 w# Total 300

uwmTotal 1,200 & B 5 £=900X 7T

Working capital = $900

b. Working Capital — Middle of the Year

The above partial balance sheet shows the change in working capital. At the
beginning of the year, the working capital was $300. Here it is $900. Taking
the average of $300 at the beginning of the year with $900 at the mid-year point
yields $600.

This computation is a crude estimate of a method that a company may
attempt to compute its FDAP ECIL. It is not the only method. The Treasury
Regulations only give vague examples without any specific computational

references.

b. BEFE-S1MFEH
FHEHMEHSESFARERER TEERENT, ESIHEY], BER
&2 300370, B FAEFHEINE 7 9003%£7t. “FHMEN 600 % TT.
XA E A B — A A E 7, AT T BLH RIS FDAP F &3k
BRI . e M. EEMEBURNAEIZ T E REH T REME T,
WAEREEMTTETENZER T
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H A KBk G K B ARK 24 7) RGI-BIc b 447
| Taiseli et. al. Treaty Analysis

v hegsEgek Article 5(6)
v ORI R E LS B L AR TR [ e E ks B

Enterprise does not have a P.E. merely by carryingon a
business through an independent agent.

hegsugsk  Article 5(5)
b BB B A AR SN E iR N2 A R R ARE R R E

42, B b 2 060 2 AL Rl L fh B e i L 42 B
SEP VT AL D] AU 7T BEAL ANHY 1B AL 5 AL T

Dependent agent has and habitually exercises authority
to conclude contracts on behalf of foreign person = P.E.

v REREREACE R RSB R IE R MR ?
Is Fortress a independent or dependent agent?
ZHEAEHSRE  No sale of goods 1n this case.

N. Taisai Fire and Marine Insurance Co. 104 TC 535 (1955) — Treaty
Analysis
The Taisei case provides a unique fact pattern where the Service attempted
to assert that a management contract confined the activities of an agent
Fortress so much that the agent should be classified as a dependent agent. If
classified as a dependent agent, the dependent agent’s office would be imputed
to the principal, and result in U.S. taxation under the permanent establishment

treaty rules.
N, HAR K G AK LA B 22 7 S0 - Bl b e 3B

HA R EER M T — N ARE R = oI, AR R E
B S5 Bl AR R & R PR #1 AR E 2 f R E B T R AE R PER,
M ACER R B A5 o SR O R AE R B AR R ER A E, 457
B N H U R BRI, 5 AR SR E S .

© Law Firm of Mark Merric, LLC 2009-2014, All Rights Reserved XI-99



BSARRKIOK RIS ATIREBISIERT
Taisei et. al. v. Commr.

U.S. Japan Treaty

B8 B R RS

KA B Sell
Taisei Property

B & & Casualty
TP Insurance
NISSAdn

B LR

Fuji

TRHEER $$$
Chiyoda w

While the case serves as an excellent real life learning tool, it is quite

complex because it involves the concepts of insurance and reinsurance. So the
fact pattern starts with four Japanese insurance companies selling property and
casualty insurance to the Japanese public. Therefore, dollars go from the
Japanese public to the four Japanese property and casualty insurance
companies. In exchange, the four Japanese property and casualty insurance
companies agree to insure the Japanese purchasers against property and

casualty losses.

RN, XASEGIRIE BT e B TR RS S,
NREBIFE S B T A 1 H A2 A 8 B MR A R B i H A R B 2
mlo WELRY, HARARFR JUATREE 2 5 SR RS % R B 12 7= A
HMBR
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BRE
Reinsurance
$$%$$
Bk AR < |
%’ s FRK
Reinsurance Mi.ﬁégﬁ.
3[R {R 8 A 7 Taisei
U.S. Fortress oy
Insurance Nissan
Companies \\\__,// il
Fuji
TAREWLT
U iﬁf‘lfﬁof U Ch|y0da
$$$% Claim $$$%

1. The Reinsurance Contract

The four Japanese insurance companies do not wish to absorb the entire
risk of loss. Therefore, they sell part of the risk of loss to other insurance
companies, in this case certain U.S. insurance companies. Many times with
reinsurance contracts, there is an agent or broker in the middle. In this case,
the agent is a company named Fortress. Again, the Service’s argument is that
the agency contract between the Japanese four insurance companies is so
restrictive that the activities of Fortress should be attributed to the four

Japanese insurance companies.

1. HBREAR

XA B AR AR A EEW 8 E AR RA . Fik, hATE S
SRR TR RSES T HMBRE AR, 8 - EEENREAR. RE
i, — ABEEREARcH - MERRELLANETESE., £1X4
ZHld, FEREZE— DI Fortress IR AT . B4 R A A 2 H AR
[ 24 B F Fortress Z [B]HfCE & [RIXF Fortress BYTHEZNHLE MR G FEE O &
IEE| T Bz Fortress BT B 2018 M A £ X VU2 H AR A 5 B S8
5.
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RN EFINR TR
| Facts Not Held Against Taxpayer

P BAHAAREXERE-ANHAF
Each Japanese company has a U.S. office in the U.S. that
r NHEAAFARMEEETZNE R
Provides information on the U.S. market, and
r RETFEREZF
Assists its U.S. clients
b ORIRG BB CMERTTE AAUE (R B & F

No authority to write any form of insurance.

2. Facts Not Held Against Fortress

There are a few facts that at first blush appear to be detrimental to the

Japanese insurance companies.
a. Olffice to Gather Information

First, each Japanese company has a U.S. office. However, the activities of
the U.S. office are to gather marketing information, assist its U.S. clients that
buy insurance from them, but such office has no authority to write any form of
insurance. Naturally, if the office had the authority to write insurance, this fact
alone would be deadly under the permanent establishment rules.

2. Xt Fortress %A AFI AL
H — L H oy E R AT RE X H AR A 7 BAFH .
a HFHEEEIHAE

B, BMHAAREXREEG M AE, el TEERE
i3 B1E B A K AR 55 R E & P SRR, IR I A IR AL B
R RE . WRX LA AR R, A 4K EH LG
R Hf 2 AE AREH Ear BRI =
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B2
' Permanent Establishment = U.S. Tax
Article 5, Par. 2

#4+ Exceptions:

(1) HTFREERNDAZE
Maintenance of an office to collect information Article 5(4)(d);
and

(2) HBhERTES)
Activities that are auxiliary character Article 5(4)(e)

The mere opening of a U.S. office appears to create a permanent

establishment. If such U.S. office was a sales office, this would be fatal.

However, an exception where a foreign person may open a U.S. office is

maintenance of an office to collect information (Article 5(4)(d)) and activities

that are auxiliary in character. Article 5(4)(e).

KE R ERAFEERERE —DE BRI WRZA TN EN—

EHAZE, BAERESLmit, EANEZANESREE T &I F AR
HRAEEE BT — LB ESN A E. SRR ESRE 54)d
F 5(4)(e).
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RPN TAFIREITER
| Facts Not Held Against Taxpayer

P FREET EALHE S, HEENMMHE R ZEHAL
Chiyoda has a branch office in New York and has insurance
licenses in 4 states.

P A5 TESHA AL £ Bk Gy 0TE B Tk
Article 7 — Activities in N.Y. not related to North
Carolina - Fortress

P ELEEFMEEMNET -IERTAA, 25 TREXEARK AR
MRE T E

Fuji has a 100% subsidiary in Illinois, which participates in 3
insurance programs with these U.S. insurance companies.

¥ 50%MAZAELE  50% of this income is sent to Fuji

P TARMERIMAEHEFAF  Article 5(7) —no
attribution of subsidiary to a parent regarding a P.E.

B GREE TSR Not discussed in decision

b. Branch Sales Olffice

Other facts that look particularly detrimental to two of the Japanese
insurance companies is that one, Chiyoda, has a branch sales office and the
second, Fuji, has a subsidiary that sells insurance. Possible U.S. taxation
attributable to these facts are not discussed in the decision. The reason is
because the tax treaty protects against them. Article 7 states that activities that
are not related are not attributed to each other. The activities of Chiyoda
selling insurance in four states has nothing to do with the reinsurance contracts
with Fortress in North Carolina. One is the sale of insurance to the public, the
other is transferring the risk of a product that was sold in Japan.

c. Sales Subsidiary

Regarding Fuji, Article 5(7) states that a subsidiary of a parent are not
attributed to the parent to find that the parent has a permanent establishment.
Without attribution, it is only the agency agreement with Fortress that becomes
important from a treaty analysis.
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b. HEZ WA E

oAt B9 F 2RI P H A 24 "R A A MR F L 4E, TAEL
THEXEE-IMHEIAE, ELWERES 1P ToarLk. EE
XA RE 2 TR R EALM B FH LM A ERE PR R P HiTie, KRR
TR E RS T SRR EFESLH RPN BRI ES 7 EFRE T A
FRBRBT 2 G s A AR AN 7 S H0iE 3l o HCH 4 T H b JU A4
MBI ORI B AN Fortress fEAL =% SRR B RE ML 5550 (R BIRER, AT
Foe M A BRI, M5 R B AR H AR & TR i KU -

c. TAANIHE

KTEL, BlESR 5 (7)) FE FEACHAREXREG AR
WALMES, T AR NEEFNFIARAR G S EEE. F X
—K, HA Fortress FIERE &SR 7 ZE 2 HrE s
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RIBABRINRCIER
- General Facts in Taxpayer’s Favor

U NHAEARED RS BREPAE
All four Japanese companies have a reinsurance office in Japan.
r BPHAAFM2-3FK HAh K E R S1E
Each Japanese company does business with two or three other
U.S. agents other than Fortress.
P BREMFAREHAR
There is no “exclusive agreement”
Fortress i — /N F {3 [ 7k 44 4 1 /) 7]
Fortress is a reinsurance underwriting manager
e ANHOERSEADRE
Does not write any insurance on its own
r REDEEESFE
Fortress writes management contracts
v EN LR IE
Works through brokers

3. Facts in Favor of the Taxpaver

a. Own Reinsurance Company

All four Japanese companies had a reinsurance office in Japan. In other
words, they could have sold part of the insurance risk on the property casualty
insurance contracts through their own reinsurance company, rather than
through Fortress.

b. No Exclusive Agreement

As one of the greatest factors indicating a dependent agent, the Service
looks to see if the agent has an exclusive arrangement. Rev. Rul. 90-80; Rev.
Rul. 70-424; Handfield v. Commr., 23 T.C. 633 (1955). Also see PLR
7702043120D that found the taxpayer to be an independent agent, and
distinguished Rev. Rul. 70-424 because the taxpayer did not have an exclusive
arrangement. Fortunately, in 7aisei each Japanese company did business with
two or three other reinsurance agents. There was no “exclusive agreement”
with Fortress.

¢. Fortress in the Business of Obtaining Reinsurance Contracts

Fortress does not write any reinsurance contracts on its own. Rather, it
seeks customers to barter reinsurance deals. This point is somewhat related to
the no exclusive agreement in that Fortress has multiple customers who are

actually competitors.
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3. MABABRAIEE

a. FHEFRR A A

FrA RN BARREAFREBARSERRERAAZE, 522, 0T
PUBEAA] B SR BRI AF, TAE Fortress 45 &5 4 I RIS & R K

b. REMFICERE A

ZE#SREAE - MEBANBREFERNREZN 1
ELRMERETER. ZHEEBIEEN 90-80 F1 70-424, FE
Handfield v. Commr., 23 T.C. 633 (1955). [A B 7E 3 H L 15 H &
7702043120D SRR A s ST AR EER R A R ]t 2 R R 2 E R
EEN 70-424 FRIMFREERIMNER. EEMZ, BEARMRE AT
EHANE —FATESNELMFAE =FBHERAERE(E, X Fortress K
WA E AR A B -

c. FIREIEE T Fortress 1975 #5575 17

Fortress H O EZEFABIRE AT, EfNEFRNBEETE2IRES
RS . Xt A —FEiRAE T Fortress AMidh x4, KA, ©d&FH
BEEFP R ZESE.
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EESH

Management Agreements
» Fortress 2% % (fL##§) Fortress 1s the manager (agent)

P PERARRENHAEARRARIITHRE SR
Has authority to execute reinsurance (retrocede
reinsurance) contracts as an agent on behalf of each
Japanese insurance company.

v 8 H A A #E N Fortress LR AT 9 A 2 & [ fidE i 3 4F
Each Japanese company is liable for its own
contracts that Fortress executes on its behalf.

» Fortresst? ] AR AR A A 25 B EH S F
Fortress may enter other management agreements with
other companies

» BAEZIEFES B No non-compete provision

® Fortress B T H A2 ShEA 13 AR K% 7
Fortress has 13 other clients other than the four
Japanese companies

4. Management Agreement

An analysis of the management agreement brings up elements of both
a dependent agent as well as an independent agent.

a. Conclude Contracts on Behalf of the Japanese Companies

An independent agent may conclude contracts on behalf of a
principal without having the independent agent’s permanent
establishment attributed to the principal. 2006 Model Treaty Article
5(6). However, a dependent agent cannot. Article 5(7). Therefore, if the
provisions in the management contract so control Fortress both legally
and economically, then Fortress becomes a dependent agent, resulting in
ECI to the Japanese Companies on their profits of selling the reinsurance
contracts.

b. Do Business With Other Insurance Companies

A couple of key elements pointing toward an agent being classified as
an independent agent are that the agent is not an exclusive agent. In
other words there is no non-compete clause preventing the agent from
doing business with competitors. Further, Fortress shows that it has 13
other competitors that it does business with regarding finding reinsurance
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4. EHERE

il

sl

EREFESTET TR AEEMMNBREENAERE.
a. CKHALLAEEEH

ML HEBE A UIRRBERARIZEE SR, Al A FLE
A H IR S 20 2006 BB E S 5(6)%. HEMNBER
HEARNERMNAREEZESH, 2 W 2006 BT ES 5(7)%-
R, R E S R %X Fortress fEVEREAZ G 1 #i4EH FR
H11, A4 Fortress #i T HA AR MEMRIEF, HAELXERH
DR BS8H E5 SRS DAL I Bl A 32 [ 9 A ROR BRI N T 7 22 7E 52 [ 200

b. FIAE AR A 7 & F

3 b — e B A A e AR R i S A T o A L 2R R B A i B
RER AR FAE . Wi, RERRAEEFEFaRKE
IR R HAR TS A AR . Fortress FAA T & #A SEHHAE N B ALR IS
NEI R HEAR 13 3R F 0 m R R 55
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EEAR
| Management Agreements

» Uz Disposition of Claims
* RIERESEARYEIRGER Fortressfh I

Claims by persons who bought insurance are
handled by Fortress

v OREEEATRES R T RRRR

Sometimes these claims may not settle for years.

¥ FortrestIFRRBF ABNRELIERR LSRN

Fortress has total control over the disposition of
claims on behalf of the Japanese companies

¢. Disposition of Claims

As part of Fortress’s business it handled the disposition of the insurance
claims. This shows a business activity of Fortress, rather than simply acting as
a dependent agent conduit of the Japanese companies. This was further
evidenced by noting that some claims may take years to settle. Finally,
Fortress had total control over the disposition of any of the Japanese
companies. It was not controlled by any of these companies in the final

outcome of whether or how much was paid on a claim.

c. REZFIEHILFE

Fortress 22 a] B 7ML 52 A FRIRG R . X EIR T Fortress A ]2
AHOCHESEZIR, MAEREZAARARKMNBRER. DA —LE
WA R RE2FE /A MBI FLWE—BIEH T X—8, &F,
Fortress XAt R BH A E T EMNEEN, BFEFATERENREZL

A,
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EEAR
Management Agreements

» Fortressiite A Fortress’s Income

r EEBARETHAZESHN—EOHERESH Management fee
based on the all client’s last years gross premiums

v EEFTEMIZEF YL, AR THK Designed to cover
operating expenses including salaries

v SRAEFERETAAMEMER Contingent profit based
on the profitability of the business written

P EANEARRESRE LA 24 Immaterial override
commissions on certain reinsurance contracts

» 2% basr? Economically independent?

d Fortress’s Income

This is a weak point in Fortress’s cases. The management fee paid by each
client is based on the gross premiums of all of Fortress’s clients, plus a
contingent profit based on the reinsurance agreement and settlement of the
claims. The Service argued that this was like a foreign parent agreeing to
cover its branch’s expenses. Fortress noted that they also received override
commissions for certain reinsurance contracts. However, the Tax Court noted
such amounts were immaterial. In this respect, the overrides did not help much
in defending against the Service’s position that Fortress was not “economically

independent.”

d Fortress fICA

IX7E Fortress FIZM 2 —MAFIFIHZE . Fortress f17% PRI EHE 7R E
BT Fortress AT E & FIRFSFUN_E—NETFEER S RAEEAAEE
LEEA FiE . EEBE B ANXHAES TN NEEEAE R B SX
X AFTFFZ . Fortress fi HAATTFE A A B R 5 & [F) bW B — L850 41 7
4. EfRESEREEHXEHESTEEFETAR, HEEE, X5
SRR, AR UARE S 5N Fortress 7E£8 5 _E AT A 51
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EEAR
Management Agreements

¢« @i Communication

¥ JfifFortress =4 2z — BRI FIKornfield 5e 4 S 4E &R NS — X H
KNTIFES

1/3 owner of Fortress, Mr. Kornfield, had an annual
meeting separately with each Japanese company.

AR R RE T E
Probably irrelevant items mentioned
w TR A RS R E i 15 (5 BlAE B
Other communications were by letter or telefax.
B HEIEIER
No communications by phone

e. Communications

Some authors question why the Tax Court discussed the degree of
communication between Fortress and the Japanese companies. The Tax Court
noted that there was an annual meeting with each Japanese Company to
discuss the results of the year by one of Fortress’s officers. Also, that all other
communications were by letter or telefax. No communications were by phone.
While it is a bit speculative, the Tax Court may have been trying to point out
that the Japanese companies did not have any discussions on the day to day
operations of Fortress’s business. In this respect, the Japanese companies were
not controlling Fortress.

e. Hf
AP FIRE T RSN 8 Fortress A1 H A</ 5] 22 [6]38 W AT FE

FERIE Y. BSEREIRM T Fortress F4F—> H AR A Al BEEA —Ik
FmRITIR =4 Fortress FIEEFHRIZE B Fra Hith A8 N#8 2 F
EEPBERERTEERN, BABIEER. RAITRA#ENE, B5R
Al RE AR TG H A A B Fortress 2 (A B EBRNIEE SN AT
A8, HILHAR T I B H] Fortress HIZE 1530
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BiSSiERERIHT
| Tax Court Analysis
B BZUR A R RR LS
Must be acting in the ordinary course of his or her
business
P 19634 afF S RRASURILKA P L THER
Commentary to Art 5 of OECD 1963 Model Treaty

LU= LTE=

v dps s ¥ Dependent Agent is bot

w@bf Legally and
r GUF EEAL Economically dependent
v onvigkmEARME  Technical explanation Model Treaty 9 79

r BERWKN R RigHRR “HRE” Served “and” = “or”

5. Tax Court Analysis

As previously noted, since the independent agent is concluding contracts
on behalf of its employer, the sole issue is whether Fortress is a dependent or
an independent agent.

a. Definition

Nothing in the legislative history of the 1977 Japanese Treaty or its
legislative history defines an “independent agent.” Therefore, the Tax Court
looked to the 1963 OECD Model Treaty, which the Japanese Treaty was based
on. (OECD = Organization for the Economic Cooperation and Development).

Under the OECD technical notes, a dependent agent must be both “legally
and economically” dependent. It should be noted that the Service attempted to
argue that the “and” should be interpreted as “or.” Therefore, in the Service’s
position was if either test of the two prong test was met, it would result in
Fortress being classified as a dependent agent. Naturally, this would make the
Japanese companies liable for the U.S. income tax. Fortunately, the Tax Court
did not follow the Service’s position, and the word “and” meant that both
prongs of the test needed to be met.
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5. BlSAEERI St

oA AR, BRI AREF RS AR EMARZEESRH, BLARXITHE
T H A KR @ H 2 Fortress B2 MSLACE R IC 2 MB AR .

a. ENX
1977 FHE E X H AR FUCH) & s A ) S0k 82 ExF “AMSr AR

AL BE R E . ik, REBSEESS [ HERIE: 1963 F4 5
G1ER BHLRTEIE .

R ZnhE,. WENAERLICHERMEE AR, BER
IWAHFHE “F” RRMNEMBA B KR, HEBFZFIAA, RE
Fortress ¥ /& [ iZRAMAN A FrAM PRI EP 2 —, Bt NEHE
., HAARMEMPHM S ZXARERIAREE. 2B, BEE
FEHEAXFEEBS /WAL, CINAERCINERER, AT
T RVE R Z 5 L E AL A & .
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IR
Independent Agent

» bz Legally Independent § 80
v ARERRA G T4 ER
Agent cannot be subject to detailed instructions
» Fortress7E ff o ST i J I J2 3k A ] 432 52 BR BE

Here, Fortress made all of its own business decisions
subject to the “net acceptance” limit
®  Fortressid kit 4b 38 H {24 7] i £R PG 2 8%

Substantial activity of Fortress handling claims other
than the Japanese Cos.

b. Legally Independent

The Tax Court noted that the term “legally independent” meant that the
agent cannot be subject to detailed instructions. Fortress handling the claims,
and exclusively making the final decision regarding the settlement of the
claims is an important factor that Fortress is not being controlled by the
Japanese companies. Further, the lack of communication between the
Japanese companies and Fortress also indicates that Fortress is not subject to
the Japanese company’s instructions. Finally, the substantial activity of
Fortress handling other claims other than the Japanese companies provides
evidence that Fortress is not legally controlled.

b. AR LML
KEMSEER L TER B ERENEF AEBRET &R L3k
W L AIAT J9%5 7K. Fortress ALFHZ I JF H7E AL I 145 M 3L o 50002
—MREZFPESEIEN T EHFA N B ERRE AR EEE EE. 55,
EANZEEE RZ AR IRRAE MR T Fortress FF AN E 4% M8 H A2 w1 HY
feRTAE. /G, Fortress K& R H Aih 22 5] 4 CRFor & s 5% 3t 1E B
TEAFER AP A RN 7 EH .
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7 , \ ,
o AREERG BRI A AR Agent must bear business risk § 81
» Fortress?TEHHRA B 7B R THAKKIZEH

Fortress covered its operating expenses including
salaries with its management fee

B R, WERAHREEFBEERE, Fortressdh ZIEREH L%
However, Fortress had to acquire business if one of
reinsurers cancelled a contract (6 mo. Notice).

» F—sk%p Several significant clients (17)
r A% %3 Some reasonable turnover of clients
® FortressfyFliE 2 — MR EERFE

Profit of Fortress was a significant factor

¢. Economically Independent

In order for an agent to be economically independent and fail the second
prong of the dependent agent test, the agent must bear business risk. The
management contract regarding Fortress’s management fee is a bit troubling in
this respect. In essence, the Service was arguing that it was a cost plus type of
contract where Fortress did not have any risk. All of Fortress’s operating costs
of the previous year were divided among its clients based on the respective
gross revenue of the reinsurance contracts. Fortress countered with the
argument that when Fortress lost a client during the year, the overhead was not
covered — unless Fortress found a new client with at least comparable
reinsurance gross income. Fortress’s history demonstrated that there was some
reasonable turnover of Fortress’s clients, and therefore, Fortress had some
expectation of loss.

Another key element of being economically independent is that the
principal doesn’t control the agent’s profits. Fortress did have strong profits in
most years, much more than an employee (i.e. dependent agent) would
typically have working directly under a Company’s control.

c. ZpFEMAT
B RAE L B b S BOR A 7 L A AR 5 2K HH0 B KU 25 . Fortress B2
BERPFFEZX A IMAZRERN . BLERPIEHZ Fortress )& [A] 2 FF 3 AME
KA MEAEAARERER, EHENEE A ZIRESNHREAF
KIEFRESFERE 1% Fortress REMEEBEE PRI HEREZEH
BEHOKER, FRIEEREERD D EREFREA S0H & P . Fortress
TEMIERIER TER —ENEENE W, tled —ENmEiE L.
FH—ANEEML R EERAAF AR EH R EREFE. Fortress /EK
B FE R EA R RIFNE, mimEm TN NEARE R e W E R AR AR

IR | .
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IR
Independent Agent

» %% by Economically Independent

v xMEERE Exclusive contract § 82

B I SRARER G RERS 7E AT B AT Ml 55 I8 AR W Y T IR T 2sh &
BERHUET & 7 A2 LA

Not conclusive by itself “if agent has the capacity

to diversify and acquire other clients w/out
substantial modification to current business or

harm to its business profits.”
® FortressEAEMMKMFE SR
Here, Fortress was under no exclusive agreement.
» Fortress?EiARMAH LA L
Fortress neither legally nor economically dependent

On a side note, the court discussed the exclusive contract issue. As noted in
Rev. Rul. 70-424, the Service finds that an exclusive contract is the most
important, if not a determinative element, of whether an agent is a dependent
agent. The Tax Court did not agree that an “exclusive agency” contract by itself
was determinative. It quoted the technical explanation of Section 82 of the
OECD treaty. Further, the Tax Court concluded that Fortress did not have an
exclusive contract due to thel3 other insurance companies it worked for.

d Conclusion

Therefore, the Tax Court concluded that Fortress was neither legally or
economically dependent on the Japanese insurance companies, and was not an
dependent agent.

FAVERR B, BISEEE T R AE S FRFEI. EBREMEL 70-
24, BIFERE THFKAESFRREEEIFRELAMWNAERZIER
MWERERHER. BSEENHARE, EWAMFRESFEZERRE
HRIHEER. BBSEENLIIANTEFGERRALRMESE 82 BANER, Hl
FEHE Fortress WA MENE SR, BEOVERMIESEHAR 13 REREAA S
" d &%

TS ERE B SGHIE Fortress TEVEEMEAST LHAMNB T BARKAE], E
A MNEREE.
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TR 5E 5 1

Non-Treaty Analysis A-5

— H A ORI BB, il

5 [ 5 SR IB O
U.S. Source

W A Sk
Source of Income?
f (861-863, 865)

Y

SHEENEREHEE WS
Foreign Person Engaged
in a U.S. Business

N

AN

RS 3L O
Foreign Source

Fe] i o, 5 ) AL A/
Bt A 2 FDAP/ Capital Gains

(1) BEFERMGL, s

(2) AwEsh#
Taxable as ECI if
(1) Asset use test; or
(2) Business activities test -

864(c)(2)

47 SLA A ALl Other Income
HAE 2 5] 5 VAL BT 7E M GEB
- H AR B
Taxable as ECI per residual
force of attraction — 864(c)(3)

—p| — A - T K [ B B

[ F FDAPH O #E MY
FDAP Rules Apply

©@John Wilson, All Rights Reserved 2012

st e
G
ubject to U.S. T:

Exceptions
Insurance

\864(c)(4)(C)

O. Taisai If Non-Treaty Analysis

Some practitioners have commented that if the same transaction had been

with a non-treaty country, as to a couple of the four Japanese companies, the

results may well have been different.

With the sale of goods, and a couple of

other exceptions, there is a three step analysis for a non-treaty country.

O. WA B E, KEBIHI 747

F—l A ANERE T, BOREAE B E, RIMETFaRafERE
ARIRIEE R RYER i B & A —Le 1 Ah 25 B, B RIS 72 B9 7 A Rl BL

=

© Law Firm of Mark Merric, LLC 2009-2014, All Rights Reserved

XI-118



Te B b 5E 43
Non-Treaty Analysis A-5

v A REESEEEEN All Agency Counts
BOHR MM AR A O DY K B A A R
IRC 864(b) — Regularly & continuously acting on behalf of
the four Japanese companices
r JUERAEMEZ4EE  Almost no safe harbors
B B B E S5 (7) % AR Ot 1045 1R 1 24 /] 13 B 1 4
No Article 5(7) that prevents attribution of a subsidiary
v BRA BN E S 7 F TR O A B AR SRR S SR T B AR AR

No Article 7 that prevents attribution of an unrelated
branch

P FREZFRSE, BLRETAR
Chiyoda branch office; Fuji Sub

1. All Agency Counts

The first major difference between a treaty and non-treaty country is that
all agency counts. For the most part, there are no safe harbor rules similar to
the 2006 Model Treaty Art. 5(4), Art. 5(7) and Art. 7. Assuming that Japan
was not a treaty country for purposes of this analysis, this would be
particularly troublesome for two of the four Japanese insurers.

a. Sales Branch and Sales Olffice
Chiyoda had a branch office selling insurance in New York. Fuji had a

subsidiary also selling insurance in the U.S. This should create a U.S. trade or
business for both of these companies.

1. A B E AT AEIE

FEB b E BB T B 2 B AR — N EEN AR S 2T AR
RERAFEIABELEH. T RE2HIZ S, thif 7EETF 2006
FRBORTE I E T H 5(4),5(NM 5 7 TR = 2B EEE. RHAE
ML EZ A B I E, BAXTRMNEEARR AR S A PR
x, GRREF/FEAF,

a WHESIHHEDAE

THREZFREANDE o X ArEHERE. §LAEXEHRE T2
A ERR . ENMSERZHAR RN EALRE AR A7
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HOAE R B R 0% 754 5
| U.S. Office to Collect Marketing
Information and Assist Clients

P BAAARXREXREEEHIAE
Each Japanese company has a U.S. office in the
U.S. that

v REEENIZOER
Provides information on the U.S. market, and
v REEFEER
Assists its U.S. clients
r BA BRI M AR
No authority to write any form of insurance.

b. Olffice to Gather Marketing Information and Assist Clients

In a non-treaty country, whether an office to gather marketing information

results in a U.S. trade or business is unclear. However, the Japanese

companies also assisted clients from this office, that may further the argument

that they were carrying on a U.S. trade or business.

b. HFHENLG 156 EREF RFEIIH A E

AR ENEZ, HTEETHEENIAERGIEME
FE ARSI AEAZAFE S, K5, B X ARR AL
HI7p i ik fE FIOR B U & P AR 55, XN —D v el e R E R

A S SR TR
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TR B 5 53
| Non-Treaty Analysis

v DREGE MR — RN RIR b 32 OR (40 58 7= B 7E R 7€
Insurance casualty income — sourced by location of
property insured — IRC § 861(a)(7)
» H& Japan
v RJE, BlE#864(4)(C)H H RN KN
However, resourcing rule under IRC § 864(4)(C)

b CRES WSO SR UE PRI 4 B B A AR S ST AR B R AE 2 #1864 (¢) (5) T RO
b 2% B

Insurance resourcing rule does not have the dependent
agent exception of IRC § 864(c)(5).

2. Foreign Source Income

At first blush, it appears that the insurance income is foreign income,
because the property insured is located in Japan. However, there is a different
resourcing rule for insurance under IRC § 864(c)(4)(C). This turns it into U.S.
source income.

3. Resourcing Rule

Unrelated to the facts of Taisai, the dependent agent not being able to
conclude contracts exception to creating a fixed place of business is only for
the sale of goods. IRC § 864(c)(5)(A). In Taisei this factor would not have
mattered because Fortress concluded contracts for its principals.

2. AMERIFEURN

MEZT, HTZWRUrETEHE, REEANBTINERFERA, 24
M, FEBEZELE 864(c)(4)(C)H —FH &I 7 N SR U5 Hb i 78 T 41
E SR IEI AT A3 E RIFEBA .

3. E R N SRUE HE )

FAAMEREERZ, HMALZEE S RIRMEARE R 5l & & w1 A /R
ME B REATHSEENEL. ZLEEBREERE
865(c)(5)(A). BIE R ZEMF, ENFEIAHEA Fortress AT H A fR
s 2 =] 25 A [F] i P2 AR B )
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a. HEHOZZ(HIW: LLHE/RY)
Direct export transaction (e.g. sold to Wal*Mart)

b. szt Independent Agent

. FMAECHE,#HE GEOR; 28
Sells on own account (importer; distributor)

ii. f&f#E  Commission agent
iii. mAmEaREFEE  Cost plus type of contract

c. M AREA Dependent agent

P. Summary of Key Factors — Sale of Goods

1. Who were the goods sold to or by whom?

a. Direct Export Transaction

In a direct export transaction, a foreign person does not have either a fixed
place of business or a permanent establishment by virtue of this type of sales
transaction.

b. Independent Agent

If the independent agent buys goods on its own account as an importer or
distributor, it is analogous to the direct export transaction. Absent abnormal
facts, the independent agent’s office is not attributed to the foreign person. If
the independent agent is acting like a manufacturer’s agent, with multiple lines,
and receiving a commission, the independent agent will probably not be
classified as a dependent agent. However, the amount of control the foreign
person exercises over the independent agent as well whether there is any
exclusive agreement needs to be analyzed. Finally, if the independent agent is
on a cost plus type of contract, then it may be questionable whether such
independent agent is actually independent.

c. Dependent Agent

A dependent agent includes both employees and any independent agent
that is reclassified as a dependent agent due to the legal or economic
dependence of the agent.
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L rE S SR RS
1. H&EERNEEZNH
a. EHEEHO

EEEL ORI ST, SAEVEANEREERRILEEE LG (B
LA o
b. HCERE
. RS RE RN O E o HE A B K, XER
f, XEMESTREERNO. ARAEHEMOAFOELERT,
ML REFEB A ZESBNARSNE R AR AT R AR
HERUT 4L R¥Em, AJLMMUEDE, FHEZHA
&, MLAMIREFEBAHINARNBERER. R, SHEH
EAN TR AEARNERREE, DAESAMFIAESHZ
P ROE T SR . A RS AQEE R Y % A 2 B R A 4 m) M
B, MAZMRERAR LR HRE SR

d MEMCERE

M A R RS R DA A B TR R S B AN S SL T4 E T3 M
JE& T BT B AR ST AR
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| Summary

A ke EEE A rt o

WERRGER, RITRT CLEE GG
If agent, can they conclude contracts?

!\.l

3. mEwaBkdE: [f non-treaty:

a. FiEREBsE®mE?  Wheredid title pass?
b. mimERAEEXEG? Are goods being stored in
U.S.
4, SEEGKATESRBEE AR ES)G?

Does FP have any other activities in the U.S.?

2. Can the Agent Conclude Contracts

If a dependent agent can conclude contracts in either a treaty or non-treaty
country, it is fatal.

3. If a Non-Treaty:

In a non-treaty country, title must pass abroad. Further, no goods may be
stored in the U.S.

4. Any Other U.S. Activities

In a treaty country, branch operations of a different type of business do not
taint a direct export transaction. Conversely, in a non-treaty country, if the

foreign person has a U.S. electronic branch selling goods and direct export of
wine, the electronics branch will taint the wine sales. Treas. Reg. § 1.864-4(b).

2. REHGEEESRD?
Tk 2AR B EE R EA BRI EREL, WRMNENAEE B E
HREKE BrfaEZEISEONE AR HEUIRE G,

3. EAEBIE
TERA B E B 2K, i B9 BT B 2B 7E A [ B 8% o RE 8 S SR [ L
Wi, FFR, AFERENGEEFETS.

4. HAMAEIESR FHE)E

X FABACE B E KR AR, EERERNS SR MA RS E, AR
ARTHEN A= MIZIE AR EEE O RBRE. ARNEZ, T
AN E R E R A R, BIEHSEE ) SO SR E S8 7 5 R e K H B
H O A BRI E A AR, ZEES XS EENA B REER H O

[EECEIR AR e
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