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Mark Merric, JD, MT, CPA In addition to being an attorney, Mark Merric holds
a Masters of Taxation and he is a Certified Public Accountant, as well as an Adjunct
Professor at the University of Denver’s, Law School Graduate Tax Program. He has
been quoted in Forbes, Investor’s News, On the Street, the Denver Business Journal,
Oil and Gas Investor, and the Sioux Falls Business Joumal. Mr. Merric 1s an
international speaker presenting at over 400 seminars, and he has published over 70
national articles. Mr. Merric is the manager of the Law Firm of Mark Merric, LLC and
a manager for the Alliance of International Legal Counselor, LLC. Prior to practicing
as an attorney, Mark Merric developed a strong business background working for a
Final Four Accounting Firm.

Mr. 1s honored to have spoken multiple times at the following distinguished estate
planning seminars:

» Regis Campfield’s Notre Dame Tax and Estate Planning Institute;
» Lonnie McGee’s Southern California Tax and Estate Planning Forum; and the

» Chicago Bar Association.

He is also a co-author of the following three treatises:

» The Asset Protection Planning Guide: A State-of-the-Art Approach to Integrated
Estate Planning, Commerce Clearing House (CCH) treatise, first edition;

> Asset Protection Strategies, American Bar Association (two chapters); and

» Asset Protection Strategies Volume II, American Bar Association published Apr.
2005 (MM responsible for 1/5 of the text).
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Disclaimer

The law is constantly changing at an unprecedented pace. Also, each client’s separate fact
situation must be carefully examined before applying any principals of law. Furthermore, this
outline is not intended to be a substitute for the practitioner’s own research into this area of law
and how the law applies to a client’s specific situation. Therefore, the author takes no
responsibility how the areas of law covered by this outline apply to the reader or the reader’s
clients. Finally, to ensure compliance with requirements imposed by the IRS
Circular 230, we hereby inform you that any U. S. tax advice contained in this
communication is not intended or written to be used, and cannot be used, for the
purpose of (i) avoiding penalties under the Internal Revenue Code or (i1)
promoting, marketing or recommending to another party any matter addressed
herein.

Procedures for Engagement

We would be more than happy to assist you with your request, however, let me first explain our
procedures for engagement of our firm.

Our firm provides advice in estate planning, international taxation, business structures and
transactions, and asset protection planning. Seldom, if ever, are there any “simple or quick
questions in these fields. Almost all questions in these areas require a review of the relevant
legal documents, organizational structure, past planning, as well as the client’s objectives.
Further, due to the liability issues involved combined with our time commitment, we do not
answer technical questions, hypothetical questions, questions on outlines or articles unless we
are engaged in writing. Our minimum engagement fee is $1,000. However, we do offer
wholesale pricing for accountants and attorneys that engage us directly.

For more details regarding engaging our firm go to:

http://www internationalcounselor.com then click on the “Accountants/Attorneys” Tab.

Please note that we do not accept international taxation of foreign retirement plan type of work.
Should you have individual foreign retirement plan type of work, the following person was
recommended to us:

Mr. Amiram J. Givon
(650) 428-3900
agivon(@gcalaw.com
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A. Overview

A non-resident alien may invest in the U.S. or operate a business in the U.S.
Investment income is more precisely defined as “fixed, determinable, annual, or
periodic income (“FDAP Income™). Business income is more precisely defined as

effectively connected income (“ECI”).
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1. Effectively Connected Income to a U.S. Business

If a foreign person transacts a U.S. business as a branch or through a U.S. flow
through entity, the foreign person is taxed on U.S. net income using the normal U.S.
tax rules. Sometimes this is referred to as a “net basis” for taxation. A “branch”
means that the foreign person did not create a U.S. corporation to do U.S. business.
The taxation of a branch when compared to a U.S. corporation will be discussed in a
later outline.

It should be noted that renting land, residential, and possibly commercial real
estate is not considered a trade or business unless an IRC 871(d) election is made.
Generally, this is particularly troublesome, because rental real estate will be subject to
the 30% withholding tax on gross rents (i.e., before any deduction for expenses) under
the investment income (i.e., FDAP) rules of taxation.
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misnomer.
Further, dividends are not fixed or determinable.
royalties. For this reason the name “FDAP” is not helpful in defining the type of
income taxed under IRC § 871 and § 881. Instead, a better definition is that FDAP has
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2. Fixed, Determinable, Annual. or Periodic Income — “FDAP Income”

The term “fixed determinable, annual or periodic income” is for the most part a

the following two components and one exclusion from its definition.

(1) Investment income, excluding capital gains; plus
(2) Any non-business income, which would include
(a) Wages;
(b) Rents & Royalties.
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While interest income may be periodic, dividends generally are not.
The same is true for rents and
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3. Foreign Person - Definition

The term Foreign Person includes an individual, foreign limited
partnership or foreign corporation. For purposes of this outline, foreign
entities are denoted in red and U.S. entities are denoted in blue.
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4. Three Possible Tax Results

To make the analysis easier to visualize in this outline, we will assume that a
Chinese individual is investing in the U.S.) rather than a Chinese partnership or
Chinese corporation. Please note that the analysis is the same if a Chinese partnership
or a Chinese corporation were investing in the U.S.

The above chart divides a Chinese person’s income into the following three
categories:

(1) Foreign source income.
(2) U.S. Income effectively connected with a trade or business; and
(3) U.S. source — FDAP income;

Foreign source FDAP and foreign business income is very seldom subject to U.S.
taxation. Income effectively connected with a U.S. business is taxed to the foreign
person on a net basis. U.S. source FDAP is taxed at a 30% rate and subject to the 30%
withholding. IRC §§ 871, 881, and 1441.
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B. Sourcing of Income

Income is sourced as either U.S. source income or foreign source income.
Income will be sourced as to effectively connected income as well as FDAP income.
As related to FDAP, if it is foreign source FDAP it is seldom subject to U.S.
taxation. On a different note, assets are sourced foreign and U.S. for estate tax
purposes of a non-resident alien. Unfortunately, the income tax and estate tax rules

are not always the same.
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Most the FDAP sourcing rules are in IRC § 861. Further, the 30% FDAP tax on
certain types of FDAP income such as interest, dividends, and royalties are almost
always reduced by an income tax treaty.

1. FDAP Subject to Treaty Reduction

a.

© Law Firm of Mark Merric, LLC 2001-2014, All Rights Reserved

Interest

Interest paid by the U.S. federal or state governments, a U.S. resident, or a
U.S. entity is U.S. source income. IRC § 861(a)(1). This is the IRC rule, a
treaty may reduce the U.S. tax on interest income paid to a foreign person
or it may in essence change the sourcing rule. Modern treaties do this by
providing that the interest paid to the foreign person may only be taxed by
the nation where the foreign person is a resident.

. Dividends

Dividends paid by a corporation formed in the U.S. TRC § 861(a)(2).
Royalties

Royalties are sourced where the property is used under § 861(a)(4).
However, modern income tax treaties have the effect of changing the
sourcing of income to foreign source. Modern treaties do this by providing
that the royalties paid to the foreign person may only be taxed by the nation
where the foreign person is a resident.
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2. FDAP Subject to Exclusion by Treaty

Personal services performed by a non-resident alien are classified as FDAP
income.

a. Non-Treaty

IRC § 861(a)(3) states that the source is U.S. However, there is an exception if the
nonresident alien is in the U.S. for less than 90 days, the amount paid is less than
$3,000, and the services are performed as an employee of a foreign entity. .

b. Treaty

A treaty generally changes this rule so that the foreign person is not taxed on any
income in the U.S. for long as they are not in the U.S. for more than 183 days.
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3. FDAP Income — No Treaty Benefit

a. Rental Income

Rental income is discussed in the same part of the IRC as royalty income under the
heading Rental and Royalty income. IRC § 861(a)(4). However, royalty income has
treaty rules that reduce U.S. income taxation, and rental income does not. Rental
income on real and tangible property in the U.S. is always sourced U.S. There is no
special treaty rule for this type of income.

b. Insurance Products

Insurance products are sourced based on the recipient of the annuity or insurance.
[f the recipient is a U.S. person (i.e. citizen or U.S. resident) then the income is U.S.
source. If the recipient of an insurance product is a foreign person, then the income is
foreign source.
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Foreign source FDAP seldom subject to U.S.
Taxation

C. FDAP Taxation
1. U.S. Source 30% Tax Rate

Section 871 for individuals, partnerships, and trusts and § 881 for corporations
impose a 30% tax on FDAP income. The assumption is that the U.S. government may
not be able to collect the tax from a foreign person. Therefore, a withholding
obligation is imposed on the payor of the FDAP income. IRC § 1441. The
withholding is the same 30% as the tax rate under IRC § 871 and § 881. Since the
withholding and the tax rate are the same, for so long as the tax is withheld, the foreign
person has no obligation to file a tax return. Treas. Reg. §1.6012-1(b)(2)(1), 2(g)(2)(1).

2. Foreign Source FDAP Income

The general rule, and almost absolute rule, is that foreign source FDAP income is
not subject to U.S. taxation for a non-resident alien. One exception is if the foreign
source FDAP income is reclassified as income effectively connected with a U.S. trade
or business. This would happen if a foreign person owned a U.S. business, and the
U.S. business invested in foreign securities as part of its working capital.
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D. Summary Chart of Investment Income

Many times the U.S. complains of other nations being tax havens.
Conversely, many foreign nations point to the U.S.”s favorable taxation for
interest income, capital gains, and many times dividends under a treaty, and
make similar statements regarding the U.S.

1. Interest Income

Usually, interest income will be excluded from U.S. taxation under either
the portfolio interest or bank deposit interest exclusion. Further, even if
interest income is not excluded, Almost always a treaty will provide a lower
tax rate than the 30% FDAP rate.

2. Dividend Income

U.S. dividend income is subject to the normal 30% withholding tax, unless
a lower rate of taxation is available pursuant to a tax treaty. IRC 1441(a).
Tax treaties typically reduce dividends from 5% to 15%.

3. Capital Gains
Except for real estate, a foreign person does not pay any tax on a capital
gain transaction.

4. Rental Income

Gross rents received on real estate (unless it is a hotel or motel) does not
qualify as a U.S. business. Therefore, unless an IRC 871(d) election is made,
gross rents are subject to a 30% withholding tax.
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E. Interest Income

Portfolio interest is commonly derived from governmental bonds (e.g.
treasury bills) as well as corporate bonds. Almost all U.S. interest that is paid to
a foreign person will be exempt from taxation under either the portfolio
interest exemption or the bank deposit interest exemption. Some companies
whose business is 80% foreign have a grandfather rule for exclusion of some
interest. Finally, any interest that does not qualify for these exemptions is
generally reduced by a tax treaty.

1. Portfolio Interest

U.S. debt obligations that are issued in a prescribed “registered form,” are
tax exempt for foreign persons. IRC 871(h). Since foreign investors are such
a large portion of the investment market, most U.S. issuers comply with these
relatively simple treasury regulations. Correspondingly, most investment
grade debt instruments are tax exempt to foreign persons. It should be noted
that even a private note may be made to qualify for the portfolio interest
exclusion.
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1. fF#Eic, AREERLITNEBARITA
Obligation is registered and may be transferred only by
surrender to issuer

2. AEMH BRI FARAREIICKASTHR
Right of principal and interest may only be

transferred by book entry
3. FEm#ELLE1f2  Both 1. and 2. above

a. Registered Form

A debt obligation is in registered form for the purpose of meeting the portfolio
interest exclusion if both:

(1) the pavor receives a form W-8 declaring the beneficial owner is not a U.S.
person (IRC 871(h)(2)(B); and

(2) the obligation is in registered form by meeting one of the following three
requirements:

(a) “The obligation is registered as to both principal and any stated interest
with the issuer (or its agent) and transfer of the obligation may be
effected only by surrender of the old instrument and either the reissuance
by the issuer of the old instrument to the new holder or the issuance by
the issuer of a new instrument to the new holder,

(b) The right to the principal of, and stated interest on, the obligation may be
transferred only through a book entry system* maintained by the issuer
(or its agent), or

(¢) The obligation is registered as to both principal and any stated interest
with the issuer (or its agent) and may be transferred through both of the
methods described in (a) and (b).” Treas. Temp. Reg. 5£.103-1(c)(1).

*An obligation shall be considerable transferable through a book entry system if
the ownership of an interest in the obligation is reflected in a book entry, whether
or not the physical securities are issued. A book entry is a record of ownership
that identifies the owner of an interest in the obligation. Treas. Temp. Reg.
5£.103-(c)(2)

Bearer bonds no longer qualify for the portfolio interest exemption.
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1. ZEHERGELEEAHBEAFRITHERO T AER
“This note may only be transferred by surrendering this
note to the maker for a new instrument or reissuance.”

2. ZEEHBESIEFZZRNCKREER
“Thls note may only be transferred by an entry
recording such transfer on the books of the maker.”

3. LLE1F2/944 A combination of both 1. and 2.

b. Private Note

A private note may also drafted so that it qualifies for the portfolio interest
exclusion, provided that it follows the registered requirements previously
discussed.

In this respect, the mere addition of either the first or second sentence
above should qualify the private debt instrument for the portfolio interest
exclusion. Also, a combination of the two should also qualify such as:

“This note may only be transferred by either one of the following methods:

(a) surrendering this note to the maker for a new instrument or
reissuance; or

(b) by an entry recording such transfer on the books of the maker.”

b. MAFEHE
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Participation (i.e. contingent interest payment) Loans
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Based on the income, profits, or other items of the debtor

¢. Three Exceptions

The following three types of transactions do not qualify for the
portfolio interest exclusion:

1) Interest paid to a foreign financial institution in the ordinary course
of business;

2) Interest paid to a 10% related person; and

3) Participation loans.

c. =Hishskl

LA =R R [958 5 9 R AUE 757 305 M B B S R
1). 7E & AL 55 0 Bl P AT 45 41 B < R RO RIS
2). AR 10% B HI KB BIALE ;

3). &5
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1) Interest Paid to a Foreign Financial Institution

Regarding the first item, interest paid to a parent foreign company must be
distinguished from interest paid to a U.S. subsidiary of the parent company.
The interest paid by a U.S. person to the parent financial institution is not
eligible for the portfolio interest exclusion. The interest paid by a U.S. person
to a U.S. subsidiary of the foreign parent is taxed just like any other U.S.
company on a net basis. However, if the foreign bank parent loans its U.S.
subsidiary bank funds, the interest on this note is subject to the FDAP
withholding. See b) discussed on the next page.

a) Interest Paid to the Parent Company

In the above diagram, the U.S. lady has relations with a parent Swiss
Bank. The Swiss Bank (parent) makes a loan on her house. When she pays
her mortgage payment, the interest portion is subject to FDAP withholding
under IRC § 1441. In other words, she is suppose to withhold 30% of the
interest each month, and remit it to the government. This is the case, unless
the U.S.- Swiss Income Tax Treaty reduces the withholding rate for interest.
Fortunately, this is the case, the Swiss-U.S. treaty reduces the withholding to
zero.

© Law Firm of Mark Merric, LLC 2001-2014, All Rights Reserved IX-26



1). 1439 E @Bl FE

B XA TR BRI SR — 4B 4h, T B X T 45 M E A B BRI B AT 45
EEFATHFE . BEEZAMTEIESREEA T T EARER TR
Eafi&pvuE W . mEEEAMTEIEAREEEKTAFRF R
o WA 1] N LA 35 [ A =) BT IEL 008 B 1) B R —FE Y, B H BRIV URN B0 -
M —MMRAT B ANE B A RS A TE R E B FHRAT R iSRRI Bl AR
T FDAP UL, FETHE FDAP FrfSHi. 408 W T 7 b)) .

a). 1145 1145 7 1976

fE EEE A B, XA SR E 2o G RAT B BRHRAT A LS kAT
WATHTA G WK P57, Sk bTERES, F7 BRI XS ALE &> 73’ FDAP
WA BTEHL, RIS A Tildess S E BUR BT A B BT 30%BIFT S 5. FRAF
5% B A Fr + 2 [ R AL 8 PRI T TR ALE ., mFEL L, XEMmLE
OB P 28 A S 1 TR B R RN 0.

© Law Firm of Mark Merric, LLC 2001-2014, All Rights Reserved IX-27



A I HRAT 2463 7 7]
Foreign Bank Example

U. S Sllb A4 30% i B
, BRAER B e
Dividend

subject to FDAP
w/h 30% -

unless treaty
ﬁh‘iﬁﬁ %
ik E Swiss Bank

Income Statement $$$ BAIEFHF B

A No portfolio
B, 22 22 LAl interest
I deduction —
nt. Income
Less Expenses — FATREEEA
9N HERITERT AR Sub is a U.S.
Swiss - U.S. Sub person

Net Income

b) Interest Paid to the U.S. Subsidiary

Interest paid to a foreign parent financial institution must be distinguished
from interest paid to a U.S. subsidiary. A U.S. subsidiary is a domestic
corporation taxed on its world-world-wide income. There is no look through
rule to the foreign parent. Therefore, payments of interest expense by a U.S.
person to a foreign parent’s U.S. subsidiary are not subject to the FDAP tax and
there is no withholding requirement.

If the foreign parent had loaned money to the U.S. subsidiary, when the
U.S. subsidiary pays the foreign parent, there is no portfolio interest deduction.
This is due to the 10% or greater ownership discussed on the next page.
Therefore, the interest payment from the U.S. subsidiary is subject to the 30%
withholding, unless it is reduced under the U.S. — Swiss income tax treaty.

b). fT4<ETFARHFIE

5 & RAME R ANE &~ w] fIFLE AT 2 B T AR FLEAR, £
Erarl RRERARAF, BEXETHE 2 2R, &
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2) Interest Paid to a 10% or Related Shareholder

In the above diagram, a Japanese businessman owns a 50% interest in a
U.S. distributor. In order to begin operations, the Japanese businessman
loaned the U.S. distributor $200,000. When the U.S. distributor pays the
interest income to the Japanese businessman, there is no portfolio interest
exclusion. The U.S. distributor is responsible for the § 1441 30%
withholding, unless such amount is reduced by treaty. The Japan-U.S. Income
Tax Treaty (2003) Art. 11(2) reduces the withholding to 10%.

2) 1745 10% LI_EIRZHIFE

£ EEMF -+, HEABARE —MEEE LA 50%MHE, %
S AEAAAE T 20 ETEINIEE . HEE A TR e, B
R ERNETRENE, b, FEHEIRERIES 1441 EFE
Tt 30%FriSFt, BRIEE N A7 E BT € iz E ., HARSE
E U E (2003) 511 (2) B ETIRREREE 10%.
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3) Participation Note

A participation note, which is sometimes referred to as a contingent
interest note, provides that in addition to the interest charge, the holder of the
note shares in the profits and/or the equity of the business. This is done by
defining interest something similar to the language below:

The maker shall pay interest computed as follows:

1. Five percent of the principal of the note, plus

2. 12% of the operating profit computed quarterly; plus

3. 15% of the gain on the sale of the business assets or stock.

Operating profit as well as the gain on the sale will need to be defined in
the promissory note. In essence the holder of the note has become a quasi
equity partner.

Participation notes do not qualify for the portfolio interest exception. This
i1s because such notes would be an easy device for foreign corporation to
siphon earnings out of the U.S. and avoid U.S. taxation.
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3. EEBLEEH IRC 871(i)(2)(A)

2. Bank Deposit Income

For so long as a foreign person does not own 10% or greater in a U.S.
financial institution, bank deposit interest is also exempt from taxation. Bank
deposit interest includes interest from deposits at banks, savings institutions,
and insurance companies. IRC 871(1)(2)(A).

2. RATFFFUN

HESNERENEA R E B emyla R 2R 10%2 L ERAL Alf14E
RATHAARAN B MAEXZEEBMN . RATEXNBBFERE TRITHAA
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3. 80/20 Rule- Grandfathered Rule

The 80/20 rule is a special exclusion of interest income when it is paid by
a U.S. subsidiary to a foreign corporation. Under the Education Jobs Act of
2010, the 80/20 rule was repealed prospectively.  There is some
grandfathering for payments related to loans before 2010. See IRC § 871(1).

a. Creation of the Structure

Assume a U.S. corporation primarily does business abroad (i.e. 90% of its
income is foreign source income). The foreign source income must be from
the active conduct of a trade or business. A foreign corporation finds that the
U.S. business is highly profitable and acquires the U.S. corporation (i.e.
purchases 100% of the stock).

3. 80/20 HEM-FHAL & 3K

80/20 M JE—AH4 S EH F A =745 41 E B 2 7] B R SN HEBR7E 7T
TERIN Z AR 2500 . 12088 2010 SE193E TIEIE, 80/20 #EMI{E
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[ Fi 2 2% 1 5 871(1)5% -
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RixEE AT EFEEEEI (K 90%FTWAKE TE M
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b. Tax Inefficient Structure

The above structure is highly inefficient from a world-wide tax basis.
This is because China will most likely impose a tax on income earned in
China (i.e. assuming the U.S. corp. has something similar to a permanent
establishment in China) and the U.S. will also tax world-wide income.
Further, the U.S. will then seek to tax any income (i.e. dividends) repatriated
by the U.S. subsidiary to foreign parent. For this reason, the 80/20 rule seeks
to eliminate part of the U.S. tax attributable to this inefficient structure.

b. BUETLREEH

PA_E R EE X T BRI AR B4R 28 SRR XA, o o [ KHE
BT 2%t o ERIERIINERE (R 3EE AR A B “F Rl
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c. % Interest Exclusion

If the U.S. subsidiary meets the 80/20 test, then interest paid to the parent
corporation is excluded to the extent of total foreign income divided by the
total gross income. For Example, if Software U.S. had total income of $1,000
of which $950 of the income was from sales in China, then the percentage
exclusion would be 95%. If Software U.S. paid $100 of interest expense
during the year to Software Bermuda, Software Bermuda would exclude $95
of interest income from its U.S. earnings.

c. RBAZHIE

WAREETARHEL T 80/20 B, AAftéatrampyf el
o bl RmE o AT ANE RIS BRI T . HEPIR
U, WREEHREAFA LI 1000 ET, HAd 950 EookEFE
HEWN, BaF 95%HIAE R LAFESRE %l WERSEEPAF 2= 3T
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4. Treaty Reduction

In the previous example the lady above had a withholding obligation
under § 1441 for the interest payments on her mortgage. This is because the
Swiss bank did not have a permanent establishment (e.g., was not conducting
a trader or business) in the U.S. If she intentionally violated this withholding
requirement, do we throw her in jail?

In the event that interest is not excluded under the portfolio interest
exclusion or the bank deposit interest exclusion, one still needs to check to
see if the amount of tax is reduced or eliminated pursuant to a treaty. For
example, the following provisions of Article 11 of the 1996 Swiss tax treaty
reduces the interest withholding to zero:

1. Interest derived and beneficially owned by a resident of a Contracting State
shall be taxable only in that State.

2. The term “interest” as used in this Convention means income from debt-claims
of every kind, whether or not secured by mortgage, and in particular, income
from government securities and income from bonds or debentures, including
premiums and prizes attaching to such securities, bonds or debentures, and
including an excess inclusion with respect to a residual interest in a real
estate mortgage investment conduit. However, the term "interest" does not
include income dealt with in Article 10 (Dividends). Penalty charges for late
payment shall not be regarded as interest for the purpose of this Convention.

3. The provisions of paragraph 1 shall not apply if the beneficial owner of the
interest, being a resident of a Contracting State, carries on business in the
other Contracting State through a permanent establishment situated therein,
or...
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Encourage foreign investment

5. Interest Treaty Withholding Chart

Above are some of the reduced treaty rates for interest withholding
between various countries. Most countries as well as businesses established
in these countries are seeking investment dollars in the form of a loan. To
encourage foreign investment, these treaty countries generally lower the
interest withholding to zero.
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2. HEBE --- T A RIL10% AL 848 % N 5%
Direct Rate usually 5% for 10% Owners or More

F. Dividends

Dividends are subject to a 30% withholding tax unless it is reduced by a
treaty. Article 10(2) is where the model 2006 treaty typically reduces the
dividend amount.

Under U.S. income tax treaties, there is a two tier reduced dividend tax
rate:

(1) the general rate for owners of less than 10% of the stock in the
corporation; and

(2) the direct dividend rate for owners who own 10% or more in the stock
of the corporation.

Usually the reduction is to 5 % if the shareholder owns 10% or more of
the corporation or 15% in all other cases.

F. W R4 R

A FMESAT IR LA T EFR 30% 38, FRAEA Bl i e PR
Pl . 2006 FhATRTETEH 10(2) 5K FEAIR iz

EEEFEFRDET, EWANFFEE R ERE.

(1) — LR, &R TAEARMRZE DT 10%;

Q) HERERE, GEHTEAR NN ESETHRT 10%.

BE, MRBERAEAAMNNESETHART 10% (E—REHFA
15%) , F2 M BB FER N 5%.
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1. General Reduction Rate For Less Than a 10% Owner

Dividends are subject to a 30% withholding tax unless it is reduced by a
treaty. Article 10(2) 2006 Model Treaty. The general treaty withholding rate
for less than 10% owners is typically 15%. However, the Philippines has an
old treaty and it only reduces the general rate to 25%. The same is true for
Greece and Pakistan where the withholding rate under these treaties is 30%.

Under IRC § 1(h)(11), the qualified dividend rate is 20%. This would be
less than the withholding rates under Philippines, Greece, and Pakistan
treaties. Unfortunately, a foreign person cannot take advantage of the
qualified dividend rate. This is because a foreign person is not taxed under §
1 of the IRC. Rather, the non-resident alien is taxed under IRC § 871 or §
872 as the case may be. The same result occurs when a dividend is paid to a
foreign person in a non-treaty nation; there is no qualified dividend rate.

1. BRI SR -8 AT =] 10% DA T A as B A% 2R

B B ATER BB ERIERL T TBETIR 30%MEH, —KihERAH
10%LL TR AR BRI ERICA 15%, EEEMFEREMRKLER 1
HEARA, EFMRERERN 25%. FFER, EE-FENEE-EEIELN
U E T RO BB L EIA 30%.

RIEEZEEFIEEE 1)), AR BEERRBER 20%, XHIERE, FEM
EREIHBI D ERENTRBERNERK. A=ME, SMEEAREEFER
EEMZEEM THEHBREMF R, ERELEXERKEHRE 1 EREHTIIE
HEAN. EEFZELINEEEREEZENEARTERREERIEEHSE 871 Fal
HE 872 EMHIESRASH . R, HRERMSRE TERERYCHEERS
Eiz N, WAREBERHEHKEERE.
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% EH 58 A A Dividend 5%
U.S. Distributor, Inc.  w/h by Japan
treaty Art.

2. Direct Reduction Rate For Dividends Paid to a 10% or Greater Owner

For dividends paid to a 10% or greater owner, typically modern income
tax treaties reduce the FDAP withholding tax to 5%. Article 10 (2).

2. BEEFERAIBIFR-ER T AT 10% 0L EAL G B BR

Xt F AT AT 10%88 L A5 BB R B 20 8], BRAC LU ) 2 K T4
LR FRE T 5%. Z WHILHZE S 102)%%.
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— Sub Foreign income / Gross
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Excluded from income

3. 80/20 Rule — Grandfather Rule

Similar to the 80/20 rule for interest, there is an 80/20 rule for dividends
excluded from income. To the extent of foreign income divided by world-
wide income, the dividend is excluded from withholding tax when paid from
the U.S. subsidiary to the foreign parent. Again, the Education Jobs Act of
2010, prospectively repealed the 80/20 rule for years after December 31,
2010. However, to the extent of earnings and profits accumulated prior to
that time, there are some grandfathering provisions. See IRC § 871(1).

3. 80/20 A -FH 52 Z 451

AFE T 80/20 HEMZEALA), BARDFHA —A 80/20 FLNPK EHH
FEAMERIRATEE . “EETFARMAIEEGARTIFRE, &ealaT
TRAE P B & 43 bR AN E SR IFERN 5 S 2R EWRA M E 2t R
1, 2010 FEHIZLE TR A 80/20 #EMIE 2010 4 12 A 31 HZ 5%
B, (ERXTZ%H 287 BRI FIRNE, 558G — 3 A & B AL
B, ZIBE%G 871(1).
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General Direct

Reduction Reduction

WJCRE Australia 15% 5%
Jn&E K Canada 15% 5%
thi[E China 10% 10%
7:[E France 15% 5%
f5[E Germany 15% 5%
R4 Ireland 15% 5%
HA Japan 10% 5%
i [E  Korea, South 15% 10%
FfR % Luxembourg 15% 5%
%75 5F Mexico 10% 5%
i1~ Netherlands 15% 5%
{1k %' iy Russia 10% 10%
i Bt Switzerland 15% 5%
e[ United Kingdom 15% 5%

4. Dividend Treaty Withhold Chart

Above are some of the reduced treaty rates for dividend withholding
between various countries. The general rate of reduction is typically 15% for
shareholders owning less than 10% of the corporation; and 5% for
shareholders owning 10% or more in the corporation.

4. BiYsih e TR E

PLE R —SeE FER U 2 TR ERMAF R, T 10%LL0 FHL
IR A — R R BB 15%, X T 10%LL EALZE IR A 5%.

© Law Firm of Mark Merric, LLC 2001-2014, All Rights Reserved IX-43



B R W ad
| Capital Gains

o e -k e R S I A A 2 R AR 48 B Wi 2 A 36 A

General Rule — Nonresident alien is not
subject to tax on capital gains
* AR TFDAPYA — W BUEM § 1.1441-2(b)(2)(i)

Not subject to FDAP — Reg. § 1.1441-2(b)(2)(i)
v S BRI - BLE B § 865(a) | 7 R ST |

i T s

Gains are foreign source § 865(a) RN IS AR F b

M Bt 2t

B AN AT 0 R A T OB R & ﬁ :

Personal property is sourced to the residence
of the seller

G. Capital Gains

Except for real estate, a non-resident alien does not pay tax on U.S.
capital gains. This is because of two independent reasons.

1. Not Subject to FDAP

The first reason is that capital gains are not defined as FDAP income. A
non-resident alien is taxed only on (a) U.S. FDAP income; or (b) U.S.
effectively connected income. These are the only two methods to tax a non-
resident alien. First, a capital gain is not business income so it will never be
effectively connected income. Second, Treas. Reg. § 1.144-2(a)(3) states that
capital gains are not FDAP income. Therefore, except for real estate which is
taxed under IRC § 897, capital gains are excluded from U.S. taxation.

2. Gains Are Foreign Source Income

The second reason is the as we will learn later, the sale of personal
property is sourced base on the residence of the seller. The stock certificate 1s
personal property. Therefore, when a foreign person sells the stock, the gain
will be foreign source income. A foreign person is seldom taxed on foreign
source income, and in this case there is no exception that results in taxation.
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Treaty Tie-Breaker Rules
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Code — says U.S. capital gains taxed
® SR, B E AT DA AR % 5k
However, treaty may override this
v RN Bk § 897
Real property § 897
r >183K - dEEERERSNEAR
> 183 days — nonresident alien
v G Ah A A
Capital gains other than real estate

3. Non-Resident by Treaty

There are three methods discussed in the Classification of a Taxpayer
where a foreign person is not classified as a U.S. resident (weighted average
substantial presence test; closer connection test; and treaty tie-breaker test).
The treaty tie-breaker test is typically used where the foreign person has
stayed in the U.S. for 183 days or more in the current taxable year and does
not wish to be classified as a resident alien. In the Classification of a
Taxpayer outline, we noted that treaty tie-breaker was the worst method to
use to be classified as a non-resident alien. One of the reasons we were
concerned with using this method to prevent U.S. taxation is the possible
taxation of U.S. capital gains. In other words, there is an exception where a
non-resident alien may be subject to income tax on U.S. capital gains, not
foreign capital gain.

3. Bl T BYEE 5 A A E 2 R

rEEEINEARA=MITANTEERZ ENXEZEE IIHCF
B sebrfEENE; BEBRAN R, Bl ek R e « Bk
€ Bk R D)W IE HOE A T A E 2 RAE 3R [ 2 5 R R R I R <5 TG
T 183 REEAFERMABIE LR E ERERSNE~ REEE . EHBIA
DRMETTER, BAVPEE T B BRI R 2 AT &5 4 = &M
K77k, HF— P RESEEZTEN, SMEARNEER AR TS
AR E RIAE RN . Fer)iE i, 1ENARE B RERISNE AR, AR aT
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PORREEBEEY § 871(2)(2) , FIENI0%
IRC § 871(a)(2) - 30% Tax
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However, IRC § 865 sources gains of personal
property to residence

* ATBAMEA e 8, KBBKEEmANSE

One year saie harbor that tax residence is abroad
b REBLEFB § 865 (h) I VB E R BN KRIR A & A S E R IR
IRC § 865 (h) allows a treaty to source foreign
r BARE WD E S 12(6) 5%
Article 12(6) Modern Treaty
v E B R HEBR B B AW AR ) 2%

Chinese treaty does not have catchall language

IRC § 871(a)(2) imposes a 30% tax on gains derived from within the
United States from the sale or exchange of a capital asset. However, IRC §
865(a)(2) states that gains from the sale of personal property (i.e. stock) is
sourced by the person’s residence. For IRC § 865 to apply, the person must
have a tax home outside the U.S. IRC § 865(g)(1)(A)(1)(II). Generally, a
person may live primarily in the U.S. only for one year under a safe harbor
Rev. Proc. before he or she will be deemed to have a tax home in the U.S.

IRC § 865(h) provides an exception from the 30% tax when specifically
addressed by treaty. IRC § 865(h)(2)(A)(i1). Modern treaties solve the U.S.
taxation issue under Article 12(6) where there is catchall language that
prevents U.S. taxation on capital gains. Unfortunately, the 1984 Chinese
treaty does not have this catch all language.

FEFEZAS 871(a)Q)XTFEFR EIE N #HT R E AU ESTEUL 30%R7 % A&
W 2EBi. SR, EEBUEZEIS 865(a)QIMEMNAEF (AFFRZE) KHE
W25 1V B H N iZ g B N BLE Bt . SEEBIESEGI§ 865 i& FHAURATIR 2
R ANTEEE LLANE — D BUE B . 38— DA T B 2 R4t
AIXAS “ZaeilE” ReERA—F, BInTLA —F7E 3 E B RS 4 i E m
R RS B dEE B ERMANE A K.

FEFEFEBI§ 865)Er MBIl trE, XA 30%[)FEARFIEFIRMEL 1
— AN, 2 BLEZEIS 865(h)(2)(A)G). FUARCEIUT I E MRk T thiE
126 T A B AU 25 A HERRTE 32 E T AERUR N Z AN BT R R . ANSERY
&, 1984 1A E B 2 A X HERR BTE 7 A as i 2: 461
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H. Rents

All rents on personal or real property are subject to a 30% FDAP tax
unless the rental activity constitutes a trade or a business or an election is
made to tax the rental activity as a trade or business under IRC § 871(d) and §
881(d). Further, there is no treaty relief for rental income.

H. &

B A N = RIAN B A & IR T 243828 30%[) FDAP IRt
Fifadi, BRAFHMIEEE T H S EEWEa TR, (€ AN AT 2
Fliz2k Bl 871 881(d) FENMI ARG Foh, XFFHARA,
Bl iE A e LB
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Residential Rental Example

ek Rents - $900 mo. x 12

47 1 3% Depreciation $ 2,700

$10,800

Bzl Interest 6,000
w8 Real Property Tax 700
LRI 7 Insurance 500
9,900
##  Net Income $ 900

FOAPH AR  FDAP Tax = $10,800 x 30% = $3,240

1.

Devastating Effect on Residential Real Estate

The above example details the devastating effect of not making an §
871(d) or § 881(d) election on residential real estate. Here, the foreign person
would be subject to a 30% tax on gross rents, even though he or she only
made $900 on the residential rental property. Absent the election, residential
real estate is not a trade or business, and all deductions are lost by a non-
resident alien.

1.

{8 s i [ BB R B AT 2R

PA_LE BB 3AT R R 1 EBCE X HME T i P BE 871(d)ak 881(d)
RFEN ARG R . REZEIE ARG HHFIRA R A 900 £
TG, AT A SRS EEAN 30%M T8 RAME
XABURIESE, MateRt= AR THELEE, AR
WAARERSFE B AT HEAT

© Law Firm of Mark Merric, LLC 2001-2014, All Rights Reserved

IX-49



MBI B E N

Passive to Trade or Business

EH R B HWA
Level P FRE " Trade or
0-'f. Developer Business

Activity . income

Hotel and motel

P EMEE
U Commercial Real Estate
P FEE”
Residential Real Estate BN
PR LM Non-business
income

Investing in Land

2. Passive to Trade or Business Income Chart

The above bullet points represent a progression from passive to trade or
business income. Investing in land as well as the rental of residential real
estate are always passive income and are taxed as FDAP. Conversely, the
activities of a hotel, motel, or developer are always active trade or business
income. Therefore, these trade or business activities are taxed as effectively
connected income. In the middle is the grey area of commercial real estate.
This may be classified as an active trade or business or it may be classified
as passive income depending on the facts. Unfortunately, there are few
cases in determining exactly what level of activity makes commercial real
estate an active trade or business.

Case Cites:

Land:

Herbert v. Commr., 30 T.C. 26 (1958);

Residential Real Estate:

Espinosa v. Commr., 107 T.C. 146 (1996);

Swallows Holding, Ltd. v. Commr., 515 F. 3d 162 (3d Cir. 2008);
Commercial Real Estate:

Pinchot v. Commr, 113 F.2d 718 (2d. Cir. 1940);

Lewenhaupt v. Commr., 20 T.C. 151 (1953); aff’d, 221 F.2d 227 (9" Cir.
1955)
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Herbert v. Commr., 30 T.C. 26 (1958);

B ™

Espinosav. Commr., 107 T.C. 146 (1996);

Swallows Holding, Ltd. v. Commr., 515 F. 3d 162 (3d Cir. 2008);
e b s i -

Pinchot v. Commr, 113 F.2d 718 (2d. Cir. 1940);

Lewenhaupt v. Commr., 20 T.C. 151 (1953); aff’d, 221 F.2d 227 (9" Cir.
1955)
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Amounts received under licenses of patent,
copyright, trademark, business process, use of
trade name or brand, and trade secrets

B RRHE AT 0 SE A B A AL

Sale of intellectual property if payments are in
anyway based on productivity.

I. Royalties

Royalties are defined broadly and includes any license or use of property
that does not transfer all of the ownership rights to the property. In this
respect, it also includes the sale of intellectual property if the purchase price
is computed by any formula related to productivity (e.g. contingent on sales
by the purchaser).

L. LEE=MEHIA

TEFEGE P48 SN 58 SCIR T2, B S AT 0 = R el (ER
AEBWFHAR. Fit, B 7 E N e R R E AR
PR B .
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| Royalties

v RABUBCHER, BN A 3
Non-Treaty - Sourcing is where the property is used - § 861(a)(4)

v TR TREERHR Hong Kong licenses to Microsoft

v B ERESERR  Microsoft pays a royalty
r FHAFREBFDAPIA  FDAP income to Hong Kong company

W N\ SR 5 O 36
Sourced U.S.

Hong Kong

1. Non-Treaty

A royalty is sourced where the property is used. Therefore, if Microsoft
pays a Hong Kong company for technology and it is not a sale, Microsoft has
a FDAP withholding obligation. On as second side note, neither Hong Kong
nor Taiwan has an income tax treaty with the U.S., even though mainland
China does. IRS Notice 97-40.

1. EHHhE

To T B A8 F WO B SRR e W 7= BT AE s B g - BRIk, SR B A 7
[ &N E SO BORMER 22, AR A = 7 2T FDAP LA 5
Bl. A4, FEMGESREZ LA B ZER, 7 E A2
HH
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v Bilepse  Treaty
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Changes the sourcing rule to where received
b SR ESRIEBN-TE R EH S
As foreign source income — not taxed in U.S.

- B

.

’ BN R 3 A 4

Sourced Foreign

2. Treaty

Generally, a treaty reduces a royalty to zero. On a side note, typically a
treaty does this not by reducing the withholding rate, but by stating that:

1. Royalties arising in a Contracting State (i.e. the U.S.) and beneficially owned
by a resident of the other Contracting State (i.e. the foreign country) may be
taxed only in that other State (i.e. the foreign country).

Art. 12, Par. 1 Model 2006 Treaty.

2. Bl e

— kUL, AUl R IR S E RN CR Y 0. FRH, Bl R
SEBCA G TP B PR, 2 E T

L IR R EARANBE AR —JrkX GEED &, JFHRZ
m N AR A —J7 GMED BBGE ERIE R, Az HEE
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» B Treas. Reg. § 1.861-18

o PR E-RAEEFRSE, WA= N R

Sale of Goods - If buying a program like Word or
Windows Office — similar to a book. Treated as a sale

w55 -HRAE R R O e TR AR 55

Service - If custom programming on any application,
then payment is a service.

» VFATE-$2F BORGE AL
License - If licensed the technology = Royalty.

3. Classification of Software

The transfer of technology may be classified primarily in one of three
types of transactions:

a. Sale

If a U.S. person purchases an off the shelf type of product, then it
is considered similar to a book. This is the case even though you
are granted a license to use the property.

b. Custom programming

If a U.S. person pays a Hong Kong person to custom program or
modify an existing program, then this is a service transaction. As
we will discuss later, services are sourced where the service is
performed — Hong Kong. As foreign source income, they are not
subject to any withholding obligation on the part of a U.S. payor.

c. License

If the Hong Kong company licenses the software it developed to
Microsoft and it is not an off the shelf type of purchase, then
Microsoft is paying a royalty. A royalty is subject to a 30% FDAP
withholding, unless reduced by a treaty. Since Hong Kong does
not have a treaty with the U.S., the withholding would be 30%.

Treas. Reg. § 1.861-18.
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BR AL 5 Transfer of all = Sale Sourcing Rules

substantial rights Apply
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License Royalty
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#i4¢ Rental §861(a)(4) (%)
§ 861(a)4) Sourced where the

Property Used = U.S.

4. Methods Create a Royalty

The normal method that a royalty is created is by a license to use the
property. However, the IRC looks to the substance of the transaction to
determine whether it is a license or a sale. For example, in the previous slide a
sale of something similar to an off the shelf book is classified as a sale of goods.
Similarly, legal titles in documents are not necessarily controlling. For
example, a “rental contract of intangible property for tax purposes is the same as
a license. Therefore, rents of intellectual property are also classified as a
royalty.

Finally, many times an inventor will wish to sell his or her patent (or other
intellectual property). However, neither the purchaser or the inventor seller
know the value of the patent. Therefore, they structure a sales contract where
the purchaser is paid over time based on the sales volume of the purchaser.
Looking at the substance of this transaction, the IRC classifies such a sale as a
royalty.

4. BRI G~ HIJTTE
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