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PART A 
 

Question 1 
 
Part 1 
 
USCo owns 100% of the ownership interests of FCo, a Country X entity. FCo is an eligible 
entity. Under Country X law, USCo is legally liable for all of the debts and obligations of FCo. 
No check the box election has been made with respect to FCo? 
 
The entity classification rules provide that a foreign entity will be either a “per se” corporation, 
and will be treated as a corporation for US tax purposes or an “eligible entity” in which case it 
can elect to be treated as a foreign corporation or disregarded entity. We are told that FCo is 
an eligible entity. 
 
An eligible entity will default to a corporation if the owners have limited liability or to a 
disregarded entity if one or more owners have unlimited liability for the debts and obligations of 
the foreign entity. We are told that USCo is legally liable for all of the debts of FCo. As such it 
will default to a disregarded entity. Since no check the box election is made, FCo remains a 
disregarded entity (a branch of USCo) and is not a CFC. 
 
Part 2 
 
A, a US citizen owns, owns 60% of Holdco, a foreign corporation. Unrelated foreign persons 
own the remaining 40% of Holdco. Holdco owns 60% of FCo. Unrelated foreign persons own 
the remaining 40% of FCo? 
 
No US person owns directly any of FCo’s stock. However, under the indirect ownership rules 
of § 958(a)(2), stock owned by a foreign entity (corporation, partnership, trust, or estate) is 
considered as owned proportionately by the entity’s shareholders, partners, or beneficiaries. 
Under the general rule of § 958(a)(2), Martina would be considered as owning 36% of FCo’s 
outstanding stock (60% x 60%), enough to make her a US shareholder. 
 
Section 958(b)(2), however, states that in applying § 318(a)(2)(A), (B), and (C), if a corporation, 
partnership, or estate owns more than 50% of a corporation’s stock by voting power, it is treated 
as owning all of the corporation’s voting stock. 
 
Since HoldCo owns 60% of FCo’s stock, it is treated as owning 100% of FCo’s stock for 
purposes of attributing the ownership of FCo’s stock to Martina under § 318(a)(2)(C). Martina 
is therefore treated as owning her 60% share of HoldCo’s deemed 100% ownership of FCo’s 
stock, or 60% of FCo’s stock. 
 
Part 3 
 
USCo owns 50% of the ownership interests of FCo, a Country X entity treated as a corporation 
for US tax purposes. The remaining 50% of the ownership interests of FCo is owned by JCo, a 
publicly traded foreign corporation. JCo has 20 million shares of common stock outstanding. 
USCo owns one share of common stock of JCo? 
 
A foreign corporation is a CFC is more than 50% of its vote or value is owned by US 
shareholders. A 50-50 joint venture will generally avoid CFC status. Under § 958(a)(2), stock 
owned by a foreign corporation is considered as owned proportionately by its shareholders. 
There is no minimum threshold of ownership that must be met before this rule applies. 
 
Thus, after purchasing the one share of JCo stock, USCo now owns 0.000005% of JCo and is 
considered as owning, through JCo, a 0.0000025% of FCo’s stock. USCo now owns more than 
50% of FCo stock (directly and indirectly). FCo is a CFC. 
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Part 4 
 
FCo’s common stock is held as follows: 
 

• FPub, a publicly traded foreign corporations owns 40 shares; 
 

• T, a US citizen, owns 9 shares; 
 

• P, a US citizen owns 5 shares; 
 

• USLP, a Delaware limited partnership owns 36 shares. P is a 25% partner in USLP. The 
remaining 75% of USLP is owned by 75 equal partners; and 

 
• USCo, a California corporation owns 10 shares. 

 
While 60% of the stock of FCo is owned by US persons, the issue is whether more than 50% 
is owned by US shareholders. To be a US shareholder you must own at least 10% of the foreign 
corporation by vote or value. 
 
USLP and USCo are both US shareholders. The entity theory of partnership taxation applies to 
USLP and we therefore treat the partnership as the owner of the FCo common stock rather 
than treating each partner as owning his or her proportionate share. 
 
Neither T nor P would appear to be US shareholders. However, for purposes of determining 
whether FCo is a CFC, P would be treated as owning her proportionate share of FCo stock. P 
owns 5% of FCo’s stock directly and is treated as owning another 9% of FCo’s stock (her 
proportionate share of the stock owned by USLP) for a total of 14%. P is therefore a US 
shareholder. Adding her 5% ownership to the 36% ownership by USLP and the 10% ownership 
by USCo, results in 51% of FCo being owned by US shareholders. FCo is a CFC. 
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Question 2 
 
A foreign corporation receives $10,000 of interest on general obligation bonds of a municipality 
in New York State 
 
Under § 103(a), interest on municipal bonds is excluded from gross income. Thus, it is not 
considered FDAP income and is not subject to withholding. See Treas. Reg. §§ 1.871-7(b) and 
1.1441-2(b). 
 
A citizen and resident of a foreign country receives $10,000 of interest on a certificate of deposit 
issued by a New Jersey bank 
 
The bank is a domestic corporation, and thus interest that it pays is US source income generally 
subject to withholding. However, interest on bank deposits, even if it is US source FDAP, is not 
taxable to the foreign resident, and withholding is not required. 
 
J, a citizen and resident of the British Virgin Islands, receives $10,000 of interest on registered 
bonds of CNB, a Texas corporation 
 
The interest would be US source FDAP income, but would not be taxable under the portfolio 
interest exception, but only if J provides CNB with a statement that it is the beneficial owner of 
the bonds. A properly completed Form W-8BEN would be sufficient. Withholding would not be 
required if CNB provided the required statement within the time prescribed by the treasury 
regulations. 
 
Alternatively, if J were a resident of a country which had entered into an income tax treaty with 
the US identical to the 2016 Model US treaty, J could claim an exemption from taxation and 
withholding under Article 11 Paragraph 1. This alternative would be relevant only if J failed to 
file the necessary statements to qualify for the portfolio interest exemption. 
 
If J had a 50% interest in Pass, a foreign partnership, which owned 25% of CNB 
 
Stock owned by a partnership is treated as owned proportionately by its partners. Thus, J is 
treated as owning 50% of the CNB stock that is actually owned by Pass. Pass owns 25% of 
CNB’s stock; thus, J is treated as owning 12.5% of CNB’s stock. J is therefore a 10-percent 
shareholder of CNB, and the portfolio interest exception does not apply. J will be taxable under 
§ 881(a) on its receipt of US source interest income, and CNB will be required to withhold 30% 
tax under §§ 1441 and 1442. 
 
If a treaty akin to the US Model Treaty were in force, the interest would be exempt from tax 
under Article 11, paragraph 1.  
 
If the amount of each interest payment to J was calculated as a percentage of CNB’s revenues 
from sales of Product X 
 
The interest in this case would not qualify as portfolio interest because it is contingent on the 
debtor CNB’s profits. Thus, J would be taxable under § 881(a), and CNB would be required to 
withhold under §§ 1441 and 1442. 
 
If a treaty akin to the US Model were in force, J would not be relieved of taxation but the tax 
rate would be reduced to 15%. Article 11, paragraph 2(a) of the Model states that US source 
interest that is determined with reference to receipts, sales, income, profits or other cash flow 
may be taxed by the US at a rate not exceeding 15%. Similarly, Article 11, paragraph 2(b) of 
the US Model Treaty states that US source interest that is contingent interest of a type that fails 
to qualify as portfolio interest under US tax rules may be taxed by the US at a rate not exceeding 
15%. 
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A New York branch of a Swiss bank receives $10,000 of interest on loan it made to a Delaware 
corporation for use in its US business 
 
When the Delaware corporation pays interest on the loan, it is US source interest income 
because it is paid by a domestic corporation. It is being paid to a foreign person - the Swiss 
bank since it is operating in the US via a branch. Interest is FDAP income. Further, under § 
881(c)(3)(A), the portfolio interest exception generally does not apply to interest received by 
banks on loans made in the ordinary course of their business. 
 
However, income is FDAP only if it is not ECI. The interest would be earned by the Swiss bank 
in connection with its US banking business, and would therefore not be taxable under § 881(a) 
pursuant to the flush language following paragraph (4), “but only to the extent the amount so 
received is not effectively connected” with a US trade or business. 
 
In general, a withholding agent is not required to withhold tax if the foreign income recipient 
provides a properly completed Form W-8ECI, stating under penalties of perjury that the income 
is effectively connected with a US trade or business. See Treas. Reg. §§ 1.1441-1(e)(1)(ii)(A)(1) 
and 1.1441-4(a)(2)(i). In this case, since the payment is made to a foreign bank subject to 
regulatory supervision by the Federal Reserve Board, the Delaware corporation may presume 
that the income is effectively connected and, on that basis alone, need not withhold from the 
interest payment. See Treas. Reg. §§ 1.1441-1(b)(2)(iv), 1.1441-1(e)(1)(ii)(A)(5) and 1.1441-
4(a)(2)(ii). 
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PART B 
 

Question 3 
 

Part 1 
 
Foreign Grind is a CFC and its income is subject to the anti-deferral rules of Subpart F. The 
income earned by Foreign Grind from its purchase of coffee from Sam and its resale in South 
America gives rise to Subpart F foreign base company sales income since it is selling outside 
its country of formation. However, a CFC’s Subpart F income for any taxable year cannot 
exceed the CFC’s E&P for that year. 
 
In 2019, Foreign Grind earns $200,000 of Subpart F income, from the coffee it buys from Sam, 
a related party, and sells in South America, outside its country of organization. Foreign Grind 
also incurred an operating loss of ($400,000) from activities that would not generate Subpart F 
income if they were profitable. Its E&P for 2019 therefore is a deficit of ($200,000). Since 
Subpart F income cannot exceed current year E&P, Foreign Grind’s Subpart F income for 2019 
is zero. Sam’s income inclusion is therefore also zero. 
 
Part 2 
 
If a CFC’s Subpart F income is reduced by the E&P limitation in one year, its non-Subpart-F 
income in a subsequent year is recharacterised as Subpart F income to the extent necessary 
to recapture the original reduction. Here, in 2020, Foreign Grind earns $300,000 of Subpart F 
income (buying from Sam and selling in South America) and $200,000 of non-Subpart-F income 
(manufacturing and selling). However, since $200,000 of Subpart F income was reduced by the 
E&P limitation in 2019, $200,00 of Foreign Grind’s 2020 non-Subpart-F income is 
recharacterised as Subpart F income. Foreign Grind thus has $500,000 of Subpart F income in 
2020, and Sam has a $500,000 Subpart F income inclusion under § 951(a). 
 
Since all of its 2020 income is Subpart F income, none of the income will be GILTI, subject to 
reduced taxation. 
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PART C 
 

Question 4 
 
Part 1 
 
FCo deposits the remaining $3,160,000 in its US bank account. It needs $1,000,000 of the cash 
for its day to day operations and the rest is being held to fund future investments. 
 
The 30% branch profits tax is imposed on the foreign branch’s dividend equivalent amount. The 
dividend equivalent amount equals the foreign corporation’s effectively connected earnings and 
profits (ECEP) subject to certain adjustments. ECEP generally means the earnings and profits 
attributable to the foreign corporation’s effectively connected income. 
 
Here, the ECEP are the $3,160,000 of after-tax profits FCo earns from its US business 
operations. If the deposit constitutes a US asset, then FCo would have had a $3,160,000 
increase in its US net equity (from zero at the beginning of the year to $3,160,000 at the end of 
the year), and the dividend equivalent amount would be reduced to $0 by the amount of the 
increase. On the other hand, if the deposit does not constitute a US asset, then there would be 
no adjustment to the ECEP, and FCo would pay the 30% branch profits tax on a $3,160,000 
dividend equivalent amount. 
 
An asset is treated as needed in a trade or business only if the asset is held to meet the present 
needs of the trade or business and not its anticipated future needs. Thus, a deposit or credit 
balance held to meet the US trade or business's operating expenses qualifies as a US asset 
under this standard, but a deposit or credit balance held for future diversification into a new 
trade or business, expansion of the trade or business activities conducted outside the United 
States, future plant replacement, or future business contingencies will likely not qualify as a US 
asset under this standard. 
 
The $1,000,000 needed for working capital will be a US asset but the remainder will not. FCo 
will be subject to the 30% branch tax on $2,160,000 (ECEP of $3,160,000 reduced by the 
$1,000,000 increase in US assets). Total tax would be $1,488,000. 
 
Part 2 
 
First it must be noted that being a resident of a treaty country is not necessarily sufficient to 
claim treaty benefits for the branch tax. FCo must be a “qualified resident” or complies with the 
“limitations on benefits” provision contained in the treaty, in order to obtain treaty benefits to 
reduce its branch profits tax. 
 
Assuming that FCo qualifies for treaty benefits under a treaty similar to the US Model, the treaty 
will provide a significant benefit. Under Article 10 Paragraph 10, the US may impose the branch 
profits tax. However, the branch profits tax cannot be imposed at a rate exceeding the direct 
investment dividend withholding rate in Article 10 Paragraph 2(a), or 5%. 
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Question 5 
 
Part 1 
 
The net deemed tangible return for Mary is $100,000 (10% of QBAI). The $100,000 net deemed 
tangible return will not result in any deemed income to Mary. However, on the distribution of the 
$850,000 to Mary, she is not entitled to the 100% dividends received deduction (which is only 
available to C corporation shareholders). The dividend will trigger a tax liability for Mary of 40% 
on the $100,000. 
 
The remaining $750,000 of FCo’s income constitutes GILTI. It will be included in Mary’s income. 
Mary would not be entitled to the 50% deduction on GILTI as that is also only available to 
domestic C corporations. 
 
Finally, Mary is not entitled to claim a foreign tax credit which is also only available to domestic 
C corporations. 
 
Mary will be taxed on the full $850,000 at the assumed individual tax rate of 40%.  
  
Part 2 
 
The § 962 election would cause Mary to be taxed as a corporation for certain purposes. It would 
allow her to obtain some, but not all of the benefits of a corporate shareholder. Her income 
would be taxed at 21%. She would be entitled to the 50% GILTI deduction. She would be 
entitled to the participation exemption. 
 
Mary would be entitled to claim a foreign tax credit. The amount of the credit would not be the 
full $150,000. First, to the extent that the foreign taxes are allocable to the participation 
exemption, no foreign tax credit is allowed since the income is not taxable in the US. Second, 
to the extent that the foreign tax credit is allocable to GILTI, only 80% of the taxes paid are 
creditable, although her income will be increased by 100% of the taxes allocable to the GILTI 
under the § 78 gross up. 
 
Finally, would not have the same benefits as a corporation with respect to the distribution. Even 
with a § 962 election, an actual distribution to Mary would be included in Mary’s gross income 
to the extent it exceeds the amount of US income tax paid on the inclusions at the time of the 
§ 962 election. 
 
An alternative for Mary to consider is contributing his interest in FCo to a domestic blocker 
corporation. However, Mary must consider the potential additional tax on a distribution paid to 
her from the blocker corporation. 
  



Module 2.10 – United States option (December 2020) 

Page 9 of 10 

Question 6 
 

Part 1 
 
Taxpayers must charge an arm’s length rate of interest for intercompany loans. There are 
special rules for intercompany trade receivables - indebtedness arising in the ordinary course 
of business from sales, leases, the rendition of services, or other similar extensions of credit 
that are not evidenced by a written instrument. In a sale between unrelated parties, interest is 
normally charged on past due receivables. 
 
There is an “interest free” period for intercompany receivables arising in the normal course of 
business. Interest is not required to be charged until the first day of the third calendar month 
following the month in which the intercompany receivable arises. The interest free period for 
the amount owed for January 2019 expires on April 1, 2019. The interest free period for the 
amount owed for the February 2019 purchase expires on May 1, 2019. 
 
A payment is applied on a FIFO - first in first out basis. Thus, the April 1, 2019 payment was a 
timely partial payment against the January receivable. However, the remaining $750,000 owed 
on the January receivable begins to accrue interest on April 1, 2019. The $750,000 payment 
on May 1, 2019 is also applied to the January receivable causing it to be paid in full. However, 
the entire February receivable remains unpaid and begins to bear interest on May 1, 2019. 
 
If FCo can prove that unrelated persons in FCo’s industry allow unrelated parties a longer 
interest free period than that provided in the regulations, such longer interest free period will be 
allowed. 
 
Part 2 
 
The interest free period when it is a foreign corporation which is the debtor is longer than when 
a domestic corporation is the debtor. The interest free period is extended to the first day of the 
fourth calendar month following the month in which the intercompany receivable arises where 
arising from the course of a trade or business conducted outside the US. The interest free 
period for the $1 million owed for January, 2019 expires on May 1, 2019. The interest free 
period for the amount owed for the February 2019 purchase expires on June 1, 2019. 
 
The April payment of $250,000 plus the May 1 payment of $750,000 are timely payments for 
the January, 2019 receivable in full and no interest need be charged. If FCo pays another $1 
million by June 1, 2019 there will be no interest owed on the February intercompany receivable. 
Note that if FCo was purchasing property for resale in a foreign country, the interest free period 
might be longer. The regulations provide for an interest free period equal to the number of days 
in the purchaser’s average collection period, plus 10 calendar days.  
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Question 7 
 

Part 1 
 
Section 367(a)(1) normally applies to a § 351 transfer of assets to a foreign corporation, but 
under prior law § 367(a)(3)(A) provided an exception and allowed non-recognition treatment 
where the foreign corporation will use the transferred assets in the “active conduct of a trade or 
business outside of the United States.” TCJA has changed this result. Section 367(a) was 
modified to remove the active foreign business exception for transfers made after 12/31/17. As 
a consequence, the transfer of the plant and equipment will result in recognition of the gain on 
the plant and equipment. 
 
Part 2 
 
Under prior law, taxpayers argued the even though foreign goodwill was an intangible, the 
transfer of the foreign goodwill and going concern value was not subject to either §§ 367(a) or 
367(d). Treasury regulations made these transfers subject to § 367. However, there remained 
an issue, highly contested between the Service and taxpayers, as to whether workforce in place 
is part of foreign goodwill. Taxpayers pointed to the fact that workforce in place was not listed 
as an intangible that is subject to § 367(d). 
 
The TCJA made significant amendments to the definition of intangibles subject to § 367. The 
definition of intangible property now includes “any goodwill, going concern value, or workforce 
in place (including its composition and terms and conditions (contractual or otherwise) of its 
employment).” Such items are now clearly subject to § 367(d) deemed royalty treatment. It also 
changed the former catchall “any similar item” to “any other item the value or potential value of 
which is not attributable to tangible property or the services of any individual.” 


