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Introduction
This publication provides tax information for
business conducted internationally. Because
individual investors and governments now rely
on new global markets to spur economic
growth and provide financial security, interna-
tional business transactions have increased
rapidly. These transactions have complex and
far-reaching tax consequences for Americans
doing business in foreign countries and foreign
investors doing business in the United States.

If you are an international business tax-
payer, this publication will answer questions
you might have about what your responsibili-
ties are and what form to file. The publication
addresses U.S. shareholders of a controlled
foreign corporation and nonresident aliens
owning a U.S. real property interest. Table 3 at
the end of this publication lists tax forms re-
quired to report international transactions.

The publication provides an overview of a
variety of topics that affect businesses in-
volved in international transactions. It is not,
however, a detailed explanation of the techni-
cal aspects of these tax situations.



We welcome your suggestions  for future codes required if you are outside the local dial- A U.S. shareholder is a U.S. person that
editions of this publication. Please send your ing area. The Nassau and Ottawa numbers in- owns 10% or more of the voting power of all
ideas to: clude the U.S. area codes. classes of stock entitled to vote of the foreign

corporation.
Internal Revenue Service Bonn, Germany (49) (228) 339-2119 The term U.S. person means:
Assistant Commissioner (International) Caracas, Venezuela (58) (2) 285-4641

1) A citizen or resident of the United States,Attn: CP:IN:B London, England (44) (71) 408-8076
950 L’Enfant Plaza South, S.W. Mexico City, Mexico (52) (5) 211-0042 2) A domestic partnership or corporation, or
Washington, DC 20024 Ext. 3557 3) Any estate or trust unless its income from

Nassau, Bahamas (809) 766-5040 sources outside the U.S. (other than in-
We respond to many letters by telephone. Ottawa, Canada (613) 563-1834 come that is effectively connected with a

Therefore, it would be helpful if you would in- Paris, France (33) (1) 4296- U.S. trade or business) is not includable in
clude your area code and daytime phone num- 1202 gross income under U.S. tax law.
ber along with your return address. Riyadh, Saudi Arabia (966) (1) 488-3800

Ext. 210 To determine whether a U.S person is a
Rome, Italy (39) (6) 4674-Useful Items U.S. shareholder, the U.S. person will be con-

2560You may want to see: sidered to own stock that it owns—
S’ao Paulo, Brazil (55) (11) 881-6511

1) Directly,Ext. 287Publication
Singapore (65) 338-0251 2) Indirectly through foreign entities, or❏ 54 Tax Guide for U.S. Citizens and Ext. 247

Resident Aliens Abroad 3) Constructively under certain rules that at-Sydney, Australia (61) (2) 373-9194
tribute stock ownership from one entity to❏ 80 Circular SS–Federal Tax Guide for Tokyo, Japan (81) (3) 3224-
another.Employers in the Virgin Islands,  Guam, 5466

American Samoa, and the
If you need help or information about yourCommonwealth of  the Northern Mariana

federal tax liability and cannot get it from these Are U.S. Shareholders Taxed onIslands
sources, write to the Internal Revenue Ser- CFC Profits? ❏ 179 Circular PR–Federal Tax Guide for vice, Assistant Commissioner (International), Under prior law, a U.S. shareholder would in-Puerto Rican Employers Attn: CP:IN:C:TPS, 950 L’Enfant Plaza South, clude in income only actual distributions from

❏ 514 Foreign Tax Credit for Individuals S.W., Washington, DC 20024. the foreign corporation. This rule was modified
❏ 515 Withholding of Tax on Nonresident by the Revenue Act of 1962, which added

Aliens and Foreign Corporations complex Subpart F rules to the Code requiring
U.S. shareholders to include in income their❏ 516 Tax Information for U.S. U.S. Persons Doing
share of certain undistributed income of aGovernment Civilian Employees
CFC.Business Overseas Stationed Abroad

U.S. entities doing business overseas have❏ 519 U.S. Tax Guide for Aliens Income taxed under Subpart F rules.  Thesemany forms and structures. In addition to con-❏ 570 Tax Guide for Individuals With rules are very complex and we recommendtrolled foreign corporations (CFC), foreignIncome From U.S. Possessions that you seek the advice of professionals forsales corporations (FSC), and interest charge
income taxed under Subpart F. However, the❏ 597 Information on the United States— domestic international sales corporations (IC-
principal types of income of the CFC that couldCanada Income Tax Treaty DISC), there are partnerships, trusts, and self-
be included in the gross income of U.S. share-employed individuals. This section takes a❏ 686 Certification for Reduced Tax holders under the Subpart F rules include:broad look at these entities and highlights rele-Rates in Tax Treaty Countries
1) Passive investment income,vant filing requirements and tax forms. Also in-

❏ 901 U.S. Tax Treaties
cluded in this section are definitions and gen- 2) Income from the purchase of goods from,

❏ 1321 Special Instructions for Bona Fide eral provisions for possessions corporations. or sale to, certain related entities,
Resident of Puerto Rico Who Must File a

3) Income from the performance of servicesU.S. Individual Return Controlled Foreign for or on behalf of certain related entities,
Corporation (CFC) 4) Certain types of shipping and oil-related

Ordering publications and forms.  To order One typical form of doing business outside the income,
free publications and forms, call our toll-free United States is through a corporation organ- 5) Insurance income from insuring risk lo-telephone number 1-800-TAX-FORM (1-800- ized in a foreign country. The amount or value cated outside the CFC’s country of incor-829-3676). You can also write to the IRS Dis- of the stock of the foreign corporation owned poration, andtribution Center nearest you. by U.S. persons determines whether the for-

6) Income from bad conduct activities, sucheign corporation is a controlled foreign corpo-
as participation in an international boy-Taxpayer assistance.  If you live outside the ration (CFC).
cott, payment of illegal bribes and kick-United States, the IRS has full-time permanent A CFC means any foreign corporation if on
backs, and income from a foreign countrystaff at 13 U.S. Embassies and Consulates any day during the foreign corporation’s taxa-
during any period that country is ‘‘tainted’’around the world. These offices maintain a ble year U.S. shareholders own more than
under IRC 901(j).supply of tax forms and publications. The staff 50%of—

can help you with account problems and an-
1) The total combined voting power of all In addition, the U.S. shareholders of a CFCswer your questions about notices and bills.

voting stock, OR are required to include in income their share ofFrom January 1 through June 15 each
2) The total value of all the stock. the CFC’s increase in earnings invested inyear, taxpayer service representatives travel

U.S. property.to many cities worldwide to assist taxpayers
outside the United States. You may call your There are special rules relating specifically to
nearest U.S. Embassy, Consulate, or IRS of- insurance income which lower the ownership Reporting requirements.  A U.S. person who
fice listed below to find out when and where percentage to more than 25%. is a shareholder of a CFC is potentially liable
assistance will be available. These IRS tele- A foreign corporation is any corporation for U.S. tax and required to keep records to es-
phone numbers include the country or city not created or organized in the United States. tablish the amount of gross income, credits,
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deductions, or other income tax matters relat- the Form 1116 and 1118 Instructions for FSC rules generally replaced the domestic in-
ing to business transactions between the CFC ternational sales corporation (DISC) rules. IC-details.
and the U.S. person and certain parties related DISCs exist, however, for small taxpayers.
to the U.S. person. Generally, these changes are effective for tax

Form 926, Return by a U.S. Transferor ofThere are other situations that require you years beginning after 1984.
Property to a Foreign Corporation, Foreign Es-to separately report certain transactions to the The TRA of 1984 replaced DISCs with FSC
tate or Trust, or Foreign Partnership, must beIRS. Below is a list of some schedules that you provisions to counter arguments from major
filed under the circumstances shown below.should attach to your income tax return. trading partners that the DISC provisions con-

stituted an illegal export subsidy under the1) You transfer property to a CFC as paid-in
General Agreement on Tariffs and Trade.surplus or contributions to capital. FormForm 5471, Information Return of U.S. Per-
FSCs are exempt from U.S. tax on a portion of926 is due on the day you make the trans-sons With Respect to Certain Foreign Corpo-
export income. The exempt income is gener-rations, is required to be filed under the cir- fer and should be filed with the Internal
ally at least 15% of the combined taxable in-cumstances listed below. File a separate Form Revenue Service Center where you are
come (CTI) earned by the FSC and its related5471 for each CFC by the due date of your in- required to file your income tax return.
supplier from qualified exports.come tax return, including extensions. File two 2) You transfer property to a CFC in an ex- A FSC is a corporation that has met allofcopies. Attach one to your income tax return. change described in section 367(a) or (d), the following tests:Send the other to the Internal Revenue Ser-

or you elect to apply the principles similar
vice Center, Philadelphia, PA 19255. Both civil 1) It must be a corporation created or organ-to section 367 to the transfer.
and criminal penalties may apply for failure to ized under the laws of a qualifying foreign
file or report all the information required by the country or a U.S. possession. A qualify- Form 926 and attachments must be filed withform. The penalty can be as much as $25,000 ing foreign country is a foreign countrythe U.S. person’s income tax return for the taxfor each failure and/or the loss of foreign tax that meets the exchange of informationyear in which the transfer is made. A dollarcredits. requirements of the law. A U.S. posses-penalty equal to 25% of the gain realized onYou must file Form 5471 if: sion is defined in the law to includethe transfer may be assessed if the information

Guam, American Samoa, the Common-1) You are a U.S. person who owns more is not submitted as required.
wealth of the Northern Mariana Islands,than 50% of a CFC.
and the U.S. Virgin Islands, but not Puerto

Form 1042, Annual Withholding Tax Return2) You are an officer or director of a CFC Rico.
for U.S. Source Income of Foreign Persons,and, since the last time a Form 5471 was

2) It must have no more than 25 sharehold-must be filed to report tax withheld on certainfiled, a U.S. person has acquired 5% or
ers at any time  during the tax year.more in value of CFC stock, or acquires payments to the CFC or other foreign person.

an additional 5% or more in value of CFC For further information, see Withholding Tax- 3) It must not have preferred stock outstand-
stock. es–Foreign Entities, later. ing at any time during the tax year.

3) You are a U.S. person who— 4) During the tax year, it must maintain an
Form 1122, Authorization and Consent of office in a qualifying foreign country or aa) Acquires 5% or more stock in a CFC Subsidiary Corporation to be Included in a U.S. possession and maintain a set of
Consolidated Income Tax Return, must beb) Acquires an additional 5 percent or permanent books of account at that office.
provided by your CFC and attached to your in-more CFC stock, Also, it must maintain at a location in the
come tax return. This benefit of having the United States the books and records re-c) Owns 5% or more stock when the CFC
CFC return as part of the domestic consoli- quired to sufficiently establish the amountis reorganized, or
dated return is only available if you own 100% of gross income, deductions, credits, or

d) Disposes of sufficient CFC stock to re- of a CFC organized in either Canada or Mex- other matters required to be reported on
duce your personal interest below 5%. ico and the CFC was incorporated solely to its tax return.

comply with local foreign country laws.4) You become a U.S. person while owning 5) At all times during the tax year, it must
5% or more of the CFC stock. have at least one director who is not a res-

Form 8621, Return by a Shareholder of a ident of the United States.5) You own (on the last day of the foreign
Passive Foreign Investment Company orcorporation’s tax year) from 10 to 50% of 6) It must not be a member, at any time dur-Qualified Electing Fund, is required if you (thestock in a foreign corporation that is a ing the tax year, of a controlled group ofU.S. person) are a shareholder in a CFC thatCFC for an uninterrupted period of 30 which a DISC is a member.also meets the definition of a passive foreigndays or more during any tax year of the
investment company (PFIC). Attach Form 7) The FSC tax year must conform to the taxforeign corporation.
8621 to your income tax return and also send a year of the principal shareholder who, at

6) You own (on the last day of the foreign copy to the Internal Revenue Service Center, the beginning of the FSC’s tax year, has
corporation’s tax year) any stock in a CFC the highest percentage of voting power.Philadelphia PA 19255. For more information
that is a Captive Insurance Company. about the PFIC rules, get Form 8621 with in- 8) It must have elected to be a FSC or a

structions and see IRC sections 1291-1297. small FSC by filing Form 8279, Election
Form 5713, International Boycott Report, is To Be Treated as a FSC or as a Small
required if you are a U.S. person who owns 10 Schedule PH (Form 1120), U.S. Personal FSC, at any time during the 90-day period
% or more of a CFC that has operations in or Holding Company (PHC) Tax, is required for immediately preceding the beginning of
related to boycotting countries. For further dis- every CFC that is a personal holding company the taxable year or during the first 90 days
cussion, see International Boycotts, later. and liable for filing a U.S. income tax return. A of its taxable year if the FSC is a new

penalty of 10 percent of the tax due may be as- corporation.
Form 1116, Foreign Tax Credit, or Form sessed if a foreign corporation that is a PHC
1118, Foreign Tax Credit–Corporations, must does not file Schedule PH as required, in addi- Small FSC.  A small FSC is defined as a cor-
be attached to your income tax return if you tion to any other applicable penalties. poration that:
are a U.S. person and you paid or accrued for-

1) Has elected small FSC status and haseign taxes during the tax year and elect the Foreign Sales Corporations kept it in effect for the tax year, andbenefits of the foreign tax credit.
In an effort to encourage U.S. exports, the Tax 2) Is not a member, at any time during the
Reform Act of 1984 (TRA) created the foreignNote:  If the foreign taxes claimed differ tax year, of a controlled group that in-
sales corporation (FSC) and partially ex-from the amount actually paid or due, you must cludes a FSC (unless that other FSC is
empted its export income from U.S. tax. Thenotify the Service of the redetermination. See also a small FSC).
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A small FSC is exempt from the foreign man- 1) Is manufactured, produced, grown, or ex- 7004, Application for Automatic Extension of
tracted in the United States by a personagement and foreign economic process re- Time To File Corporation Income Tax Return.
that is not a FSC,quirements (discussed below) for eligibility to

treat a portion of its income as foreign trading Who must sign.  Any corporate officer author-2) Is held primarily for sale, lease, or rental
gross receipts. Any foreign trading gross re- ized to sign must sign and date the return. Seeby a FSC, or held primarily for sale, lease,
ceipts of a small FSC for the tax year that ex- Instructions for Form 1120-FSC.or rental to a FSC by another party,
ceed $5 million are not to be taken into ac-

3) Is directly used or consumed outside thecount in determining its exempt foreign trade Domestic InternationalUnited States (destination test), andincome. The $5 million limit is reduced if the
Sales Corporations small FSC has a short year. It may be reduced 4) Has a fair market value not more than

if the small FSC is a member of a controlled U.S. corporations are taxed on worldwide in-50% of which can be attributable to arti-
group that contains other small FSCs. See the come, whether derived from U.S. activities orcles imported into the United States.
instructions for Form 1120-FSC and Form export activities. However, many foreign cor-
8279. porations are often exempt from taxation inCertain excluded properties are listed in

The following items discuss various as- their home country. Without special U.S. taxthe tax regulations.
pects of the operational requirements of a FSC provisions, many foreign competitors of U.S.Foreign trade income (FTI)  is the amount
and must be used to determine the income re- companies would have significant advan-of income the FSC has earned from FTGR.
ported by the FSC. tages. To meet this competitive threat, the do-This is determined on a transaction-by-trans-

mestic international sales corporation (DISC)action basis or by groups of transactions using
was created to allow deferral on a portion of aForeign trading gross receipts (FTGR)  are the transfer pricing rules.
U.S. corporation’s income and thereby reduc-gross receipts of a FSC that has met certain
ing the comparative tax disadvantage.foreign management and foreign economic Transfer pricing rules.  When a FSC buys

process requirements. These receipts must be Many of our trading partners argued thatexport property from an unrelated party, the
from the sale, lease, or rental of export prop- the DISC provisions constituted an illegal ex-price the FSC pays is considered an arm’s-
erty for use outside the United States or for an port subsidy under the General Agreement onlength price. The FSC may simply use this
engineering or architectural services for a con- Tariffs and Trade (GATT). Consequently, theprice as its cost and calculate its FTI. How-
struction project located outside the United 1984 Tax Reform Act terminated the DISCever, if it buys from a related supplier, the FSC
States. system of tax deferral and established transi-must use one of the following three pricing

FTGR do not include: tion rules for the distribution of earnings lodgedmethods to determine its gross income:
in all DISCs. To replace the DISC, taxpayers1) Certain excluded receipts (as defined in • 23% combined taxable income (CTI) were allowed to establish interest chargethe tax law), method. DISCs (IC-DISCs) or foreign sales corpora-

2) Investment income, or • 1.83% foreign trade gross receipts (FTGR) tions (FSCs).
method.3) Carrying charges.

• Section 482 method which is based on the Interest Charge Domestic
Foreign management requirements.  A sales price actually charged. If the amount International SalesFSC (other than a small FSC) is treated as actually charged is not an arm’s-length

Corporation having FTGR for the tax year only if the man- price, the IRS is authorized to reallocate in-
agement of the FSC takes place outside the come and expenses between the related The 1984 Tax Reform Act (TRA) modified the
United States. These management activities parties to make the transaction reflect an domestic international sales corporation
include: arm’s-length price. (DISC) system of tax deferral for U.S. export-

ers. Now interest must be paid on the income• Meetings of the board of directors and
The transfer pricing rules are lengthy and deferred. The rules that applied to DISCs priorshareholders.

complex. For further information, refer to the to enactment of TRA of 1984 apply to the new
• Disbursement of cash dividends, outside le- Instructions for Schedule P (Form 1120-FSC) IC-DISCs. However, there are several sub-

gal and accounting fees, salaries of officers, or consult the advice of a tax professional. stantial changes. Beginning in 1985 and for
and salaries or fees of directors out of the Exempt foreign trade income (FTI)  is the each year thereafter, the IC-DISC can defer
principal bank account. portion of FTI that is exempt from U.S. tax. The taxable income attributable to $10 million or

amount is 30% of FTI unless administrative less of qualified export receipts, provided its• Maintaining the principal bank account at all
pricing rules are used, in which case the ex- shareholders pay an interest charge on the taxtimes during the tax year.
empt portion is 15/23 of FTI. For details, see that would otherwise be due if the deferred in-
the instructions for Schedule P (Form 1120- come were distributed. IC-DISC’s taxable in-Economic process requirements.  A
FSC), Transfer Price or Commission. come attributable to qualified export receiptsFSC (other than a small FSC) has FTGR from

exceeding $10 mil l ion wi l l  be deemedany transaction only if certain economic
distributed.How to make the election.  To elect FSC orprocesses of that transaction take place

An IC-DISC is a corporation that meets thesmall FSC, Form 8279 must be filed at anytimeoutside the United States. Generally, a trans-
following requirements for the tax year:during the 90-day period immediately preced-action will qualify if the FSC satisfies two

ing the beginning of the taxable year or, if therequirements: 1) It must be an eligible U.S. corporation.
FSC is an existing corporation or the FSC is a1) Participation outside the United States in 2) At least 95% of its gross receipts must benew corporation, during the first 90 days of itsthe sales portion of the transaction, and qualified export receipts.first taxable year. A FSC or small FSC must file

2) Satisfaction of either the 50% or 85% for- Form 1120-FSC. 3) At least 95% of its gross assets must be
eign direct cost test. See the Instructions qualified export assets. Assets are mea-
for Form 1120-FSC and the Regulations Where to file.  File Form 1120-FSC and Form sured by their adjusted basis.
for details. 8279 with the Internal Revenue Service

4) It must have only one class of stock, andCenter, Philadelphia, PA 19255.
the par or stated value of its outstandingThe activities comprising these economic
stock must be at least $2,500 on each dayprocesses may be performed by the FSC or by When to file.  File Form 1120-FSC by the 15th of the tax year.any other person acting under contract with day of the 3rd month after the end of the tax

the FSC. 5) It must elect IC-DISC status and the elec-year. To request an automatic 6-month exten-
Export property  is property that: tion must be in effect for the tax year.sion of time to file Form 1120-FSC, file Form
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6) It must not be a member of a controlled • Receipts from sales or services to a related 3) Property not in sufficient supply to meet
group that also includes a foreign sales IC-DISC. the needs of the U.S. economy, if the
corporation (FSC). President so proclaims, during the procla-

mation period.Gross assets test.  At least 95% of the IC-7) It must keep separate books and records.
DISC’s assets at the end of the year must be 4) Products whose export is prohibited or
qualified export assets. This test is based on curtailed to protect the U.S. economyIneligible corporations.  To prevent doubling
the assets’ adjusted basis. Since it is made under the Export Administration Act.up of benefits, the following U.S. corporations
once a year on the last day of the IC-DISC’sare excluded from qualifying for IC-DISC 5) Products for which a deduction for deple-fiscal year, failure to meet the test for the reststatus: tion is allowable.of the year is not determinative.

1) Tax-exempt organizations,
Intercompany pricing rules.  Special in-2) Personal holding companies, Qualified export assets.  This is the total of
tercompany pricing rules apply when the IC-

the following:3) Financial institutions, DISC buys its inventory of export items from a
1) Export property (generally, inventory related company (including its parent). These4) Insurance companies,

items of U.S.-produced property sold for rules, which apply to commission and buy-sell5) Regulated investment companies, and export), IC-DISCs, avoid the complexity of fixing an
6) S corporations. arm’s-length price in accordance with the rules2) Operating assets used primarily in the

of section 482 of the Internal Revenue Code,sale, lease, handling, packaging, etc. of
Gross receipts test.  At least 95% of the IC- and encourage operations as an IC-DISC. Theexport property, or furnishing qualified ar-
DISC’s gross receipts for the tax year must be transfer price for intercompany sales or a com-chitectural or engineering services, or
qualified export receipts. The primary source mission, in case of a commission DISC, is anmanaging another IC-DISC,
of qualified receipts, whether the DISC oper- amount which does not exceed the greatest of

3) Certain account receivables arising fromates on a buy-sell or a commission basis, is ex- the following:
qualified export transactions,port sales. Gross receipts consist of the total 1) 4% of qualified export receipts plus 10%

receipts from the sale, lease, or rental of inven- 4) Money, bank deposits, and other tempo- of export promotion expenses,
tory or other property held for sale, lease, or rary investments needed for working

2) 50% of the combined taxable incomerental, and gross income from all other capital,
(CTI) of the IC-DISC and the related sup-sources. Gross receipts do not exclude ex- 5) Obligations related to producer’s loans, plier from the entire transaction plus 10%empt income. A commission IC-DISC includes
of the export promotion expenses, and6) Stock or securities of a related foreign ex-the gross receipts of its principal for the test.

port corporation,Qualified export receipts.  These include 3) Taxable income based on the actual sales
receipts from the following sources: price, but subject to section 4827) Certain obligations issued, guaranteed, or

adjustments.insured by the Export-Import Bank or For-1) Gross receipts from the disposition of ex-
eign Credit Insurance Association fromport property–that is, the inventory of

No loss rule.  For both the 4% and the 50-which the obligations arose,U.S.-produced property held for export,
50 methods, income generally may not be allo-

8) Obligations of a U.S. corporation financ-2) Gross receipts from the lease or rental of cated to the IC-DISC to the extent the alloca-
ing export sales under an agreement withexport property used outside the United tion causes the supplier to realize a loss on the
the Export-Import Bank, andStates, sale. For both the 50-50 method and the no

9) U.S. bank deposits at year’s end in ex-3) Gross receipts from related and subsidi- loss rule, you must determine the CTI from the
cess of reasonable working capital, if in-ary services–including transportation, in- transaction.
vested in qualified export assets within astallation, and maintenance–performed in
reasonable time after the end of the year.connection with those transactions, Note:  Under the 4% method, there is a

special no loss rule which permits the DISC to4) Gain from dispositions of qualified export
Export property  is property manufac- obtain worldwide profit. For this purpose, youassets that are not export property,

tured, produced, grown, or extracted in the must use the rules for figuring costs of goods
5) Dividends from a related foreign export United States by a person other than the IC- sold (including full absorption costing) and the

corporation (defined below), DISC. The IC-DISC must hold the property for procedures for expense apportionment.
sale or lease. In addition, the property must be6) Interest on obligations that are qualified Export promotion expenses  are ex-
used or consumed abroad. No more than 50%export assets, e.g., producer’s loans, penses which must be incurred by the DISC to
of the value of its components can be attrib-7) Gross receipts from architectural or engi- promote export sales. They include 50% of
uted to imports.neering services for foreign construction freight charges for U.S. owned and operated

Export property does not include propertyprojects (actual or contemplated), and ships and aircraft if that use is not required by
manufactured by the IC-DISC. That doesn’t law or regulation. State and foreign income8) Gross receipts for management services prevent the IC-DISC from packaging or doing taxes are not included as export promotionrendered to an unrelated IC-DISC. minor assembly. However, if the value added expenses.
is at least 20% of the cost of goods sold, the

Nonqualifying export receipts.  The pur- IC-DISC will be considered a manufacturer.
Tax on IC-DISC Shareholders pose of the IC-DISC is to encourage exports. Excluded export property  includes the

However, certain sales do not generate quali- An IC-DISC shareholder must take into ac-following:
fied export receipts. These are sales that are count both actual and deemed distributions re-

1) Property leased or rented by the IC-DISCnot for export, or sales of nonqualifying prop- ceived from the IC-DISC. An actual distribu-
for use by a member of the same con-erty such as: tion to a shareholder is a distribution of money
trolled group of corporations. or property. A deemed distribution is a form of• Receipts from property sold or leased for ul-

2) Intangibles, such as patents, models, constructive dividend in which a shareholder istimate use in the United States,
trademarks, copyrights (but not films or treated as if it received part of the DISC’s un-

• Receipts from sales under certain U.S. sub- master recording tapes), franchises, and distributed earned income. The dividend in-
sidy programs, goodwill. A copyrighted book, as distin- come is reported on the shareholder’s tax

• Receipts from sales of property to, or per- guished from the copyright, can be a qual- return.
formance of services for, the U.S. govern- ified export asset, as can mass-produced  The IC-DISC can defer taxable income of
ment under a buy-American requirement, computer software without a right of $10 million or less of qualified export receipts
and reproduction. for the tax year. A shareholder of the IC-DISC
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must pay an interest charge based on the tax Shareholder return.  A shareholder must file Tax home.  Generally, your tax home is the
that would otherwise be due if the deferred in- general area of your main place of business,Form 8404, Computation of Interest Charge
come were distributed. For the shareholder’s employment, or post of duty where you areon DISC-Related Deferred Tax Liability, when
tax year, this amount is the excess of the tax li- permanently or indefinitely engaged to work.it files its U.S. income tax return for the tax year
ability for the year computed as if the share- You are not considered to have a tax home in aending with or including the end of the IC-
holder’s portion of the deferred DISC income is foreign country for any period during whichDISC’s tax year for which the deferred income
included in income minus the shareholder’s your abode (the place where you regularly live)is reported.
actual tax liability for the year. Generally, the is in the United States. However, being tempo-
deferred DISC income is the accumulated rarily present in the United States or maintain-Note:  The regular tax return extension
DISC income at the beginning of the tax year ing a dwelling there does not necessarily meandoes not apply to Form 8404.
minus the amount by which actual distributions that your abode is in the United States. For de-
from accumulated DISC income exceed the tails, see Publication 54.

No consolidated return.  An IC-DISC or for-present year’s DISC income. For IC-DISC
mer IC-DISC may not file a consolidated returnshareholders whose tax year is different from Exclusion of foreign earned income.  If your
with the group of which it is a member.that of the IC-DISC, deferred DISC income is tax home is in a foreign country and you meet

measured from the tax year of the IC-DISC either the bona fide residence test or the physi-
ending within the shareholder’s preceding tax cal presence test, you can choose to excludeRecords.  An IC-DISC must furnish such infor-
year. However, in general, this will not occur from gross income a limited amount of yourmation to its shareholders and to the Treasury
since the IC-DISC’s taxable year must con- foreign earned income. Your income must beDepartment and keep such records as may be
form to the taxable year of its principal share- for services performed in a foreign country dur-required by regulations.
holder. See Form 8404, Computation of Inter- ing your period of foreign residence or pres-An individual must pay the interest charge
est Charge on DISC-Related Deferred Tax ence, whichever applies. You cannot, how-by the 15th day of the 4th month following the
Liability. ever, exclude the pay you receive as anclose of his or her tax year. A corporation must

The rate of interest imposed on the de- employee of the U.S. Government or its agen-pay the interest charge by the 15th day of the
ferred tax liability is the average investment cies. You cannot exclude pay you receive for3rd month following the close of its tax year. To
yield of U.S. Treasury bills with 52-week matu- services abroad for Armed Forces exchanges,compute the interest charge, individual and
rities that were auctioned during the one-year officers’ messes, etc., operated by the U.S.corporate taxpayers should file Form 8404.
period ending on September 30 of the calen- Army, Navy, or Air Force.
dar year that includes the shareholder’s tax Credits and deductions.  If you claim the

U.S. Citizens and Residentyear. The rate is published every year by the exclusion, you cannot claim any credits or de-
IRS in the Internal Revenue Bulletin. Taxable ductions that are related to the excluded in-Aliens Abroad 
income of the IC-DISC attributable to qualified come. Thus, you cannot claim a foreign taxU.S. citizens and resident aliens who arereceipts exceeding $10 million will be deemed credit or deduction for any foreign income taxoutside the United States (and its posses-distributed. paid on the excluded income. Nor can you

sions) have the same  requirements to file tax
claim the earned income credit if you claim the

returns as anyone living in the United States.
exclusion. Also, for IRA purposes, the ex-How To Make the Election 

Income from worldwide sources must be con- cluded income is not considered compensa-A corporation must elect IC-DISC status by fil- sidered when determining if a federal tax re- tion and, for figuring deductible contributionsing Form 4876-A, Election To Be Treated as turn must be filed. when you are covered by an employer retire-an Interest Charge DISC,  with the Internal
ment plan, is included in your modified ad-Revenue Service Center where it files Form

Income Earned Abroad justed gross income.1120-IC-DISC, Interest Charge Domestic In-
Amount excludable.  If your tax home is international Sales Corporation Return. An of- You may qualify for an exclusion from tax of up

a foreign country and you qualify under eitherficer who is authorized to sign for the corpora- to $70,000 in income earned while working
the bona fide residence test or physical pres-tion must sign the form. abroad. However, you must file a tax return to
ence test for all of 1993, you can exclude yourclaim it. In general, foreign earned income is
foreign income earned during the year up toTime to elect.  A corporation electing IC-DISC income received for services you perform in a
$70,000. However, if you qualify under eitherstatus for its first tax year must file Form 4876- foreign country. You also may be able to claim
test for only part of the year, you must reduceA within 90 days after the beginning of the tax an exclusion or a deduction from gross income
ratably the $70,000 maximum based on theyear. However, an existing corporation must for your reasonable housing costs that are
number of days within the tax year you quali-file the form within the 90-day period immedi- over a certain base amount. Generally, you will
fied under one of the two tests.ately preceding the first day of the tax year. qualify for these benefits if your tax home (de-

fined below) is in a foreign country, or coun-
Housing amount.  If your tax home is in a for-Consent.  For the election to be valid, every tries, throughout your period of bona fide for-
eign country and you meet either the bona fideshareholder who is a shareholder on the first eign residence or physical presence and you
residence test or the physical presence test,day of the corporation’s tax year for which the are one of the following:
you may be able to claim an exclusion or a de-election is effective must consent. Sharehold-

1) A U.S. citizen who is a bona fide resident duction from gross income for a housingers give their consent on the bottom of the
of a foreign country or countries for an un- amount.Form 4876-A. Once the consent is made, it is
interrupted period that includes a com-binding on the shareholders and new A housing amount is the excess, if any, of
plete tax year, orshareholders. your allowable housing expenses for the tax

year over a base amount. Allowable housing2) A U.S. resident alien who is a citizen or
IC-DISC return.  An IC-DISC must file Form expenses are the reasonable expenses (suchnational of a country with which the United
1120-IC-DISC. Any corporate officer author- as rent, utilities other than telephone charges,States has an income tax treaty in effect
ized to sign for the corporation must sign the and real and personal property insurance)and who is a bona fide resident of a for-
form. The form must be filed by the 15th day of paid or incurred during the tax year by you, oreign country or countries for an uninter-
the 9th month after the tax year ends. No ex- on your behalf, for your foreign housing andrupted period that includes an entire tax
tension of time to file is allowed. It must be filed that of your spouse and dependents if theyyear, or
with the Internal Revenue Service Center lived with you. You can include the rental value

3) A U.S. citizen or a U.S. resident alien whowhere the common parent files. The IC-DISC of housing provided by your employer in return
is physically present in a foreign countryshould provide Schedule K to shareholders for your services. You can also include the al-
or countries for at least 330 full days dur-notifying them of distributions and deferred ac- lowable housing expenses of a second foreign
ing any period of 12 consecutive months.cumulated earnings. household for your spouse and dependents if
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they did not live with you because of danger- on income you exclude from your U.S. income Ineligible corporations.  These include a do-
ous, unhealthy, or otherwise adverse living tax return. mestic international sales corporation (DISC)
conditions at your tax home. Housing ex- or a former DISC, or a corporation that owns
penses, for this purpose, do not include the stock in a DISC, former DISC, foreign salesMore information.  The foreign tax credit and
cost of home purchase or other capital items, corporation (FSC), or a former FSC.deduction, their limits, and the carryback and
wages of domestic servants, or deductible in- carryover provisions are discussed in detail in
terest and taxes. Possession tax credit.  A possessions corpo-Publication 514, Foreign Tax Credit for

The base amount for 1993 is $8,737 or ration is allowed a credit against its U.S. tax lia-Individuals.
$23.94 per day. To figure your base amount if bility equal to the portion of its tax that is attrib-
you are a calendar year taxpayer, multiply utable to:Filing Requirements $23.94 by the number of days in your period of 1) The taxable income from non-U.S.

The U.S. filing requirements for U.S. citizensforeign residence or presence, whichever ap- sources from the active conduct of a U.S.
and resident aliens in foreign countries areplies, that are within the tax year. trade or business within a U.S. posses-
generally the same as those for citizens andExclusion.  You can exclude your housing sion, and
residents living in the United States. Your age,amount from income to the extent it is from em-

2) The qualified possession source invest-marital status, gross income, whether you areployer-provided amounts. Employer-provided
ment income.blind, and whether you can be claimed as aamounts are any amounts paid to or for you by

dependent by another taxpayer determineyour employer, including your salary, housing
The credit is not allowed against the follow-whether you must file a U.S. federal incomereimbursements, and the fair market value of

ing taxes:tax return. To determine if you meet the grosspay given in the form of goods and services.
income requirement for filing purposes, youIf you claim the exclusion, you cannot claim 1) Environmental tax
must include all income you receive from for-any credits or deductions related to excluded 2) Tax on accumulated earnings
eign sources as well as your U.S. income. Itincome, including a credit or deduction for any

3) Personal holding company taxdoes not matter that:foreign income tax paid on the excluded
4) Additional tax for recovery of foreign ex-income. • The income is paid in foreign money, or

propriation losses
• The foreign country imposes an income taxForeign Income Taxes 5) Tax increase on early disposition of in-

on that income, orA limited amount of the foreign income tax you vestment credit property
pay can be credited against your U.S. tax lia- • The income is excludable under the foreign 6) Tax on certain capital gains of S
bility or deducted in figuring taxable income on earned income exclusion, discussed earlier. corporations
your U.S. income tax return. It is usually to

7) Recapture of low income housing credityour advantage to claim a credit for foreign Self-employed persons.  You must file a U.S.
taxes rather than to deduct them. A credit income tax return if you had $400 or more of Election of cost sharing or profit splitreduces your U.S. tax liability, and any excess net earnings from self-employment, regard- method.  A possessions corporation maymay be carried back and carried forward to less of your age. You must pay self-employ- elect either the cost sharing or profit splitother years. A deduction only reduces your ment tax on your self-employment income method of computing taxable income with re-taxable income and may be taken only in the even if it is excludable as foreign earned in- spect to a certain possession product. The cor-current year. You must treat all foreign income come in figuring your income tax. Net earn- poration must use Form 5712-A, Election andtaxes by the same method. You generally can- ings from self-employment include the income Verification of the of the Cost Sharing or Profitnot deduct some foreign income taxes and earned both in a foreign country and in the Split Method Under Section 936(h)(5), to showtake a credit for others. United States. that it has a ‘‘significant business presence’’ in

the possession. It does this by meeting either aTax credit.  If you choose to credit foreign
direct labor test or a value added test. In addi-Possessions Corporations taxes against your tax liability, complete Form
tion, if the corporation is electing the profit split1116, Foreign Tax Credit, and attach it to your Possessions corporations may operate to ob- method, it must certify that the possessionU.S. income tax return. Do not include the for- tain the benefits of section 936 in all U.S. pos- product was manufactured in the possession.eign taxes paid or accrued as withheld income sessions including the U.S. Virgin Islands.

taxes on line 54 of Form 1040. However, the overwhelming majority of pos-
How To File Limit.  Your credit cannot be more than the sessions corporations are operating in Puerto

part of your U.S. income tax liability allocable Rico.
to your taxable income from sources outside Form 5712.  This form must be filed by the duePossessions corporations must have:
the United States. So, if you have no U.S. in- date (including extensions) of the first return to

1) Filed a valid Form 5712, Election To Become tax liability, or if all your foreign income is which the election is to apply. The election ap-
Treated as a Possessions Corporationexempt from U.S. tax, you will not be able to plies to the first tax year for which the election
Under Section 936,claim a foreign tax credit. was made and each taxable year thereafter as

If the foreign taxes you paid or incurred long as the domestic corporation qualifies2) Derived 80% or more of their gross in-
during the year exceed the limit on your credit under section 936(a) or the election is re-come from sources in a U.S. possession
for the current year, you can carry back the un- voked. The election may not be revoked for theduring the applicable period immediately
used foreign taxes as credits to 2 prior tax taxpayer’s first 10 taxable years without thebefore the tax year ended, and
years and then carry forward any remaining consent of the IRS. After 10 years, a revoca-

3) Derived 75% or more of their gross in-unused foreign taxes to 5 later tax years. tion does not require the consent of the IRS.
come from the active conduct of a trade orForeign taxes paid on excluded income. This form is filed separately from the corpora-
business in a U.S. possession during theYou cannot claim a credit for foreign taxes paid tion’s regular income tax return. File it by the
applicable period immediately before theon amounts excluded from gross income due date of the first return to which the election
tax year ended. In 1976 the amount wasunder the foreign earned income exclusion or applies. File it with the Internal Revenue Ser-
50%. This amount increased over thethe housing amount exclusion, discussed vice Center, Philadelphia, PA 19255.
years to 75%.earlier.

Form 5712-A.  If the corporation has elected
Deduction.  If you choose to deduct all foreign Applicable period.  This is generally the the cost sharing or profit split method, Form
income taxes on your U.S. income tax return, shorter of 36 months or the period when the 5712-A must be completed for each posses-
itemize the deduction on Schedule A (Form corporation actively conducted a trade or busi- sion product or group of products for which the
1040). You cannot deduct foreign taxes paid ness in the U.S. possession. corporation has made the election. This form
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must be completed each year to determine if provisions are subject to certain exceptions, 2) Interest and dividends (banks, financial
the corporation has a significant business so check the Code and Regulations. institutions, and stock or security traders
presence in the possession. Form 5712-A is only)
attached to Schedule P (Form 5735), Alloca- Effectively Connected Income 3) Sale of inventory (except if property is for
tion of Income and Expenses Under Section IRC section 864(c) contains the rules for deter- use outside the United States and a for-
936(h)(5). mining if income is effectively connected with a eign office materially participated in the

U.S. trade or business. There are different sale)
Form 5735.  Each corporation that has elected rules for U.S. and foreign source income. U.S. 4) Insurance premium income (no require-to be treated as a possessions corporation source income is separated into two catego-

ment for office in United States)must attach Form 5735, Possessions Corpo- ries, periodic income and other income. Peri-
ration Tax Credit Allowed Under Section 936, odic income is only considered to be effec-

The determination of whether a foreign cor-to its income tax return for each year that the tively connected if it is effectively connected
election is in effect. This form is used to figure poration has an office or fixed place of busi-with a U.S. trade or business. Other income is
the possessions corporation tax credit under ness in the United States is based on all rele-considered effectively connected if the tax-
section 936. The credit is deducted from the vant facts and circumstances. A foreignpayer has a trade or business. The term ‘‘U.S.
regular corporate income tax. corporation is considered to have a place oftrade or business’’ is defined in the Internal

business if it maintains an office, factory, mine,Revenue Code and the Regulations. Its inter-
store, or other fixed place of business in thepretation depends on the facts and circum-
United States. In certain circumstances, thestances involved.Foreign Persons Doing office of a corporate agent can be consideredPeriodic income includes gains or losses
as an office or fixed place of business of theBusiness in the United on the sale of capital assets. It also includes
foreign corporation.fixed or determinable annual or periodic gains,States Many tax treaties provide an exclusion forprofits, and income. Examples of this type of
income earned by a foreign corporation in theincome include:This section addresses the responsibilities of
United States. The treaty exclusion usually re-foreign corporations operating through • Interest and dividends quires that the foreign corporation not have abranches or other forms in the United States,
permanent establishment in the United States.• Rents and royaltiesforeign controlled corporations (FCC), foreign
The term ‘‘permanent establishment’’ is de-partners in U.S. partnerships, foreign benefi- • Salaries, wages, and fees
fined in the treaty. To qualify for treaty benefits,ciaries of estates and trusts, foreign invest- • Gains and losses on sale of capital assets the foreign corporation must be a resident of ament in U.S. real property, and nonresident
country which has a tax treaty with the Unitedaliens working in the United States. Emphasis The Code prescribes two tests to help de- States.is placed on the treatment of foreign source in- termine if periodic income is effectively con-

come, effectively connected income, and filing nected—the ‘‘Asset Use’’ and the ‘‘Business Deductions and credits.  IRC section 882(c)requirements. Activity’’ tests. The ‘‘Asset Use’’ test looks to allows only those deductions and credits asso-
see if the asset that generated the income is ciated with effectively connected income. AForeign Corporations used in the U.S. trade or business. If it is, then foreign corporation must file a timely, true, and
the income is effectively connected. The ‘‘Bus-A foreign corporation, for U.S. tax law pur- accurate return to claim deductions and
iness Activity’’ test tries to determine if the U.S.poses, is any corporation not organized under credits.
trade or business was a material factor in thethe laws of the United States, any state, or the If a foreign corporation has both effectively
realization of the income. If it is, then the in-District of Columbia. A corporation organized and non-effectively connected income, it must
come is effectively connected.in a U.S. possession, such as Guam, is con- allocate its deductions between the two. The

Foreign source income can only be effec-sidered a foreign corporation, unless certain rules for allocating deductions are contained in
tively connected if the foreign corporation hasconditions detailed in IRC section 881(b) are section 1.861-8 of the Regulations.
an office or fixed place of business in themet. The regulations provide that any expense
United States. The U.S. office must be a mate-Income earned by a foreign corporation is definitely related to effectively connected in-
rial factor in earning the income. Only the fol-subject to U.S. income tax under two circum- come may be deducted. Expenses definitely
lowing types of income that are from foreignstances. Net income effectively connected related to non-effectively connected income
sources can be considered effect ivelywith a U.S. trade or business is taxed at gradu- cannot be deducted. Expenses definitely re-
connected.ated rates. Gross U.S. source income not ef- lated to both effectively and non-effectively

fectively connected with a U.S. trade or busi- connected income, and expenses that are not1) Rents or royalties
ness (U.S. source investment income) is taxed
at a 30% rate. However, tax treaties often
specify a lower rate on non-effectively con- Table 1. Summary of Income Source Rules
nected income or exempt income that is effec-
tively connected but not attributable to a per-

Type of Income: Source Determined By:manent establishment.

Sourcing of Income Compensation for personal services Where services are performed
The term ‘‘sourcing of income’’ refers to where

Interest and Dividends Residence of payorincome is treated as earned for purposes of
the Code. The source of income is important in

Rents Where property is locatedthe taxation of foreign corporations because
most foreign source income of foreign corpo-

Royalties Where property is usedrations is not subject to U.S. tax. Only a few
types of foreign source effectively connected

Sale of inventory property Where property is soldincome of foreign corporations are subject to
tax.

Sale of personal property Tax home of sellerThe rules governing the sourcing of income (other than inventory property)
are found in IRC sections 861 through 865 and
their regulations. A summary of the general Sale of real property Where property is located
provisions follows. However, these general
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definitely related to any class of gross income IRC section 897 classifies all gains from A foreign controlled corporation (FCC) is
the sale of U.S. real property interests by non-generally are treated as definitely related and any corporation incorporated in the United
resident aliens or foreign corporations as ef-allocable to all gross income. Similarly, if a de- States where at least 25% of the total voting
fectively connected income. This applies evenduction is not definitely related to any gross in- power of all classes of stock of the corporation
if no election under IRC section 882(d) iscome, it must be apportioned ratably between entitled to vote or the total value of all classes
made.the statutory grouping(s) of gross income and of stock of the corporation is owned by one for-

the residual groupings as defined in sections eign person. A foreign person is defined as
1.861-8(a)(4) and 1.861-8(c)(3) of the any foreign corporation, partnership, individ-Filing Requirements 
Regulations. ual, estate, or trust (see Form 1120 instruc-Form 1120-F must be filed with the Internal

tions for definition).Special rules govern the interest expense Revenue Service Center, Philadelphia, PA
deduction for foreign corporations. The com- 19255 by the 15th day of the 6th month after
putation in section 1.882-5 is used to deter- the end of the foreign corporation’s tax year, if Filing Requirements 
mine the allowable deduction. It uses an allo- the foreign corporation does not maintain an Each FCC, unless specifically exempt or dis-
cation method based on the average balance office or place of business in the United States. solved, must file a tax return. This is true even
of assets during the year that generate effec- Such foreign corporation may use Form 7004 if it had no taxable income for the year and re-
tively connected income. to request an automatic 6-month extension of gardless of the amount of gross income for the

Foreign corporations are allowed a credit time to file. year. The income tax returns for FCCs are:
for taxes paid on foreign source effectively If a foreign corporation maintains an office

• Form 1120, U.S. Corporation Income Taxconnected income. However, foreign income or place of business in the United States, it
Returntaxes imposed on U.S. source income are not must file Form 1120-F by the 15th day of the

allowed as a credit if the foreign country would 3rd month after the end of its tax year. A corpo- • Form 1120-REIT, U.S. Income Tax Return
not tax the income but for the fact that the for- ration operating in this manner may get a 3- for Real Estate Investment Trusts
eign corporation was created, organized, or month extension by attaching a statement (as

• Form 1120-PC, U.S. Property and Casualtydomiciled in that country. described in section 1.6081-5) to its Form
Insurance Company Income Tax Return1120-F.

• Form 1120-RIC, U.S. Income Tax Return forTo file an amended Form 1120-F, file FormTax on Non-Effectively Connected
Regulated Investment Companies1120-F with ‘‘AMENDED RETURN’’ writtenIncome 

across the top of the first page.
A foreign corporation which has U.S. source Foreign corporations that have effectively Due date of return.  If an FCC’s income taxincome that is not effectively connected is connected income must file a tax return. Cor- return is made on a calendar year basis, ittaxed at 30% on a gross basis. No deductions porations that earned only non-effectively con- must be filed by March 15 following the closeare allowed in computing taxable income. This nected income do not have to file a return if the of the tax year. If an FCC uses a fiscal year, itstax may be reduced or eliminated under a tax tax on the income has been fully paid through return must be filed by the 15th day of the 3rdtreaty. withholding by the payor. If the corporation is month following the close of its fiscal year. AInterest on deposits in U.S. banks and port- due a refund or owes tax, a return must be corporation can receive an automatic 6-monthfolio interest are exempt from this tax.  The ex- filed. extension of time for filing its return by filingemption is available only to foreign corpora-

Form 7004.tions and nonresident aliens. If the interest Form 5472, Information Return of a 25% For-
income is effectively connected, the exemp- eign-Owned U.S. Corporation or a Foreign Where to file.  An FCC files its income tax re-tion is not available. Corporation Engaged in a U.S. Trade or Busi- turn with the Internal Revenue Service Center

ness. A foreign corporation that is engaged in serving the area where the principal office forReal Property Income a trade or business in the United States at any keeping its books and records is located.
time during a taxable year may be required toIRC section 882(d) states that a foreign corpo-
provide certain information to the Internal Rev-ration that receives certain types of non-effec- Form 5472, Information Return of a 25% For-
enue Service on Form 5472.tively connected income from U.S. real prop- eign-Owned U.S. Corporation or a Foreign

A penalty of $10,000 will be assessed onerty may elect to treat that income as Corporation Engaged in a U.S. Trade or Busi-
any reporting corporation that fails to file Formeffectively connected. This allows for a deduc- ness, is used to report information relating to
5472 when due and in the manner prescribed.tion of related expenses and the use of the transactions between an FCC and any party
The penalty also applies for failure to maintaingraduated tax rates. related to the FCC or its foreign owner. An
records as required by Regulations sectionThe election can be made any time before FCC must file a Form 5472 if it engaged in any
1.6038A-3.the expiration of the statute of limitations for fil- reportable transactions. There are some spe-

If the failure continues for more than 90ing a claim. This period is usually three years cific situations where FCCs do not have to file
days after notification by the IRS, an additionalafter the due date of the return. The election (see the Form 5472 instructions). Attach Form
penalty of $10,000 will apply with respect tomay be revoked during the same period. The 5472 to the FCC’s corporate income tax re-
each related party for which a failure occurs forelection can only be made for years in which turn. File a duplicate copy of each Form 5472
each 30-day period (or part of a 30-day period)income from U.S. real property is received. (at the same time as the original) with the Inter-
during which the failure continues after the 90-Once made, the election is effective for all sub- nal Revenue Service Center, Philadelphia, PA
day period ends.sequent years. All U.S. real property interests 19255.

owned by the foreign corporation are covered
Treaty-based positions.  For filing require-by the election. Once the statute of limitations

Nonresident Aliens Doingments for taxpayers claiming a treaty-basedexpires on the year the election was first
position, see Tax Treaties, later.made, it may be revoked only with the consent Business in the United

of the Internal Revenue Service. States 
The types of real property income eligible Foreign Controlled U.S. Nonresident aliens are taxed on their U.S.for this election are: Corporations source income (and on certain foreign source

1) Gains from a sale or exchange income that is effectively connected with aThe past decade has seen a dramatic increase
trade or business in the United States). How-in foreign investment in the United States.2) Rents
ever, special rules apply to taxing the incomeMany foreign companies have established a3) Royalties from natural resource deposits of nonresident aliens, depending on whethersignificant U.S. presence and have set up U.S.
the income is from investments or from busi-4) Gains from disposal of timber, coal, or subsidiaries (foreign controlled corporations)
ness activities such as performing personaliron ore with a retained interest. to carry out their business operations.
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services in the United States. Investment in- You  a lso  may  need  to  f i l e  Form Note:  If less than two-thirds of your gross
come is taxed at a flat rate of 30% of gross in- income for 1993 or 1994 is from farming or1040–ES(NR), U.S. Estimated Tax for Non-
come, unless the rate is reduced by an income fishing and your adjusted gross income forresident Alien Individuals.
tax treaty. Business income is taxed on a net 1993 (Form 1040NR, line 31) was more thanBefore leaving the United States, you may
basis (income minus any allowable deduc- $150,000 ($75,000 if you are married filinghave to file Form 1040-C, U.S. Departing Alien
tions) at the graduated rates that apply to U.S. separately for 1994), substitute 110% forIncome Tax Return, or Form 2063, U.S. De-
citizens or residents. 100% in (2) above.parting Alien Income Tax Statement.

These forms are discussed in Publication Also, there will be no addition to the tax if
519.Trade or Business in the United the tax due (after subtracting withheld tax) for

States 1994 is less than $500.
Whether you are engaged in a trade or busi- When and Where to File 
ness in the United States depends on the na- When to pay.  You must make your first pay-If you are an employee and you receive wages
ture of your activities. To determine whether ment of estimated tax by the due date for filingsubject to U.S. income tax withholding, file
you are engaged in a trade or business in the the previous year’s Form 1040NR, or, if afterForm 1040NR by the 15th day of the 4th month
United States, and get more information on that date, when you first become liable for pay-after your tax year ends. If your tax year is the
other trade or business activities, see Publica- ment of estimated tax.1993 calendar year, your return is due April 15,
tion 519, U.S. Tax Guide for Aliens. 1994. (If you have not previously established a

For more information,  refer to the instruc-tax year other than the calendar year, you
tions for Form 1040–ES(NR), U.S. EstimatedWhat Income is Taxed must use the calendar year as your tax year.)
Tax for Nonresident Alien Individuals, and seeNonresident aliens generally are taxed only on If you did not receive wages subject to U.S.
Estimated Tax Form 1040–ES(NR) in Publica-income from sources in the United States. income tax withholding, Form 1040NR is due
tion 519.Taxable income from U.S. sources in- by the 15th day of the 6th month after your tax

cludes, but is not limited to: year ends. For the 1993 calendar year, file
Note:  If you expect to be a resident of Pu-your return by June 15, 1994.1) Wages, salaries, commissions, fees, tips, erto Rico during the entire year, use FormForm 1040NR must be sent to the Internaletc., for services performed in the United 1040–ES or Form 1040–ES(Espa’nol) to makeRevenue Service Center, Philadelphia, PAStates, your payments.19255, U.S.A.

2) Interest (with certain exceptions) and
dividends,

When to file for deductions and credits.  To
3) Rents and royalties, get the benefit of deductions or certain credits, Other Business

you must timely file a true and accurate Form4) Profits or losses from the sale of mer-
1040NR. For information on what is consid-chandise within the United States, Considerations 
ered timely for this purpose, see chapter 7 in5) Gains and losses from the sale of certain This section covers withholding and employ-Publication 519.property, and ment taxes, and addresses information re-

turns, tax treaties, certifications, and boycott6) Certain gambling winnings. Penalties.  The law provides penalties (in ad- provisions. This section is designed to make
dition to the tax) for filing your tax return late the reader aware of other aspects of interna-
and for late payment of any tax due. However, tional taxation not specifically discussed else-Foreign Source Income a penalty will not be charged if you can show where in the publication.

Under limited circumstances, you must treat that you had reasonable cause for filing your
the following kinds of foreign source income as return or paying any tax due after the due date.

Foreign Investment in U.S.effectively connected with a trade or business
in the United States. Real Property Estimated Tax Payment:
1) Rents and royalties, Foreign persons receiving income from invest-Form 1040–ES(NR) 

ments in U.S. real property are taxed on that2) Dividends or interest from the conduct of You may have taxable income from which no
income. This income generally consists ofcertain businesses, and U.S. income tax is withheld. Or the amount of
rents and interest and is subject to a 30% tax

tax withheld is not enough to cover the amount3) Income, gain or loss from the sale of cer- on the gross receipts. This 30% tax is required
of income tax that you estimate you will owe attain property. to be withheld by the payor. If investment in-
the end of the year. If this is true, and if you come is effectively connected with a U.S. trade
have income effectively connected with aFor a review of these circumstances and addi- or business, or an election is made to treat it as
trade or business in the United States, youtional information about foreign source in- effectively connected, it will not be subject to
may have to pay estimated tax. An addition tocome, see Publication 519. withholding and will be subject to graduated
the tax is charged if you underpay your esti- tax rates. For the choices in treating U.S. real
mated tax. property income and additional information onTax on Effectively Connected

Income connected with a trade or business the taxation of U.S. real property income, seeIncome includes pay received as an employee that is Publication 519.If you receive income that is effectively con- subject to withholding. It does not, however, in- If a foreign person disposes of a U.S. realnected with a U.S. trade or business, that in- clude pay subject to withholding at a flat 30% property interest, the gain received from thiscome is taxed at the same rates that apply to rate or lower treaty rate. disposition is considered effectively connectedU.S. citizens and resident aliens after allowa- Generally, there will be no addition to the with a U.S. trade or business. This gain is sub-ble deductions. For exceptions and additional tax for the underpayment of estimated tax if ject to tax at graduated tax rates and the trans-information on taxation of effectively con- the total income tax to be withheld from your action is generally subject to 10% withholdingnected income, see Publication 519. 1994 income is at least: on the amount realized. This 10% withholding
may be reduced, and in some cases elimi-1) 90% of the tax to be shown on your 1994What Tax Forms nated, if certain conditions are met. See With-U.S. income tax return, orYou May Need holding Certificates, below.

2) 100% of the tax shown on your 1993 U.S.If you are a nonresident alien and you must file In certain situations, withholding may not
income tax return (if your 1993 return cov-an income tax return, use Form 1040NR, U.S. be required at all. For a discussion of these sit-
ered all 12 months of the year).Nonresident Alien Income Tax Return. uations, see Publication 515, Withholding of
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Tax on Nonresident Aliens and Foreign Corpo- proof that the partnership or corporation is do-Withholding Taxes—Foreign
ra t ions ,  and sec t ion  1 .1445-2  o f  the mestic and not subject to withholding tax. It

Entities Regulations. must contain the entity’s employer identifica-
Foreign entities and nonresident aliens are tion number, the address of its U.S. office or
subject to tax on U.S. source income that is not place of business, and the signature of a mem-Withholding Certificates 

ber of the partnership or the signature and offi-effectively connected with a U.S. trade or busi-The amount required to be withheld from the
cial title of the corporate officer. This statementness. The tax rate is 30%, unless modified by adisposition of a U.S. real property interest can
should be kept with your records and not filedtax treaty.be adjusted pursuant to a withholding certifi-
with the IRS.All persons who make payments of incomecate issued by the IRS. The transferee (buyer)

Withholding on income effectively con-to nonresident aliens, foreign partnerships,or transferor (seller) may request a withholding
nected with a trade or business in the Unitedforeign estates, foreign trusts, or foreign cor-certificate. Form 8288-B is used for this pur-
States. Generally, you do not need to withholdporations must withhold this tax. If they do not,pose. For additional information regarding
tax on income if:they may be personally liable for the tax thatwithholding certificates, see Publication 515.

should be withheld. Furthermore, an ‘‘addition 1) The income is effectively connected with
to tax’’ of up to 75% may be imposed, together the conduct of a trade or business in theReporting and Paying the Tax 
with other penalties. United States,Transferees must use Forms 8288 and 8288-

A to report and pay over to the IRS any tax 2) The income is includible in the recipient’sWithholding Agent withheld on the acquisition of U.S. real prop- gross income, and
A withholding agent is any person required toerty interests. These forms generally must

3) A statement claiming exemption, such aswithhold the tax. This may be an individual,also be used by corporations, partnerships,
Form 4224, has been filed by the persontrust, estate, partnership, corporation, govern-estates, and trusts required to withhold tax on
entitled to the income.ment agency, association, or tax-exempt foun-distributions and other transactions involving

dation whether foreign or domestic. Withhold-U.S. real property interests.
This no withholding rule applies to incomeing agents include U.S. citizens and residents.
for services performed by a foreign partner-They also include foreign nominees and fiduci-Form 8288, U.S. Withholding Tax Return for
ship or foreign corporation. The no withholdingaries that are residents of treaty countries andDispositions by Foreign Persons of U.S. Real
rule does not apply to any of the following:must withhold additional U.S. tax under taxProperty Interests. The tax withheld on the ac-

treaty provisions. Generally, if you pay or con-quisition of a U.S. real property interest from a 1) Effectively connected taxable income of a
vey the item of U.S. source income to an alienforeign person is reported and paid using Form partnership that is allocable to its foreign
entity or individual, or to the entity or individu-8288. You must file Form 8288 by the 20th day partners.
al’s foreign or domestic agent, you are liableafter the date of the transfer with the FIRPTA

2) Income from the disposition of a U.S. realfor the tax and must withhold.Unit, Internal Revenue Service Center, Phila-
property interest.delphia, PA 19255.

3) Compensation for personal services per-Withholding Exemptions and
Form 8288-A, Statement of Withholding on formed by an individual.Reductions 
Dispositions by Foreign Persons of U.S. Real

You should withhold any required tax if facts 4) Payments to a foreign corporation for ser-Property Interests. Each transferor or distribu-
indicate that the individual, or the fiduciary, to vices if all of the following apply:tee must be notified of the amount of withhold-
whom you are to pay the income is a nonresi-ing tax paid to the IRS. Form 8288-A is used a) The foreign corporation otherwise qual-dent alien. However, in some cases, the non-for this purpose. Attach copies A and B to ifies as a personal holding company forresident alien may be entitled to an exemptionForm 8288. IRS will stamp copy B and send it income tax purposes,f rom w i thho ld ing  o r  reduced  ra te  o fto the person subject to withholding. Copy C is
withholding. b) The foreign corporation receivesfor your records.

amounts under a contract for personal
services of an individual whom the cor-Evidence of residence.  You do not have toOther returns required.  You must report the
poration has no right to designate, andwithhold tax if an individual gives you a writtendisposition of a U.S. real property interest on

statement stating that he or she is a resident orSchedule D with Form 1040NR (1120-F if a c) 25% or more in value of the outstanding
citizen of the United States and you have noforeign corporation). You may be entitled to a stock of the foreign corporation at some
reason to believe otherwise. An alien may filerefund if amounts withheld by the transferee time during the tax year is owned, di-
this statement with you by using Form 1078,exceed the tax due on the disposition. If a for- rectly or indirectly, by or for an individ-
Certificate of Alien Claiming Residence in theeign corporation maintains an office or place of ual who has performed, is to perform or
United States. This statement should be keptbusiness in the United States, the foreign cor- may be designated as the one to per-
with your records and not filed with the IRS.poration must report the disposition of a U.S. form, the services called for under the

A U.S. bank that pays income subject toreal property interest on Form 1120-F by the contract.
withholding may decide whether to accept andue date of that form.
individual’s proof of U.S. citizenship or resi-
dence given through a foreign bank to whichPenalties  Under section 6651, penalties ap- Income Subject to Withholding income is paid. If the U.S. bank accepts thisply for failure to file Form 8288 when due and

IRC section 1441(b) details the items of in-proof, it will not be liable for payment of tax ifpay withholding when due. This penalty is gen-
come which require withholding. Generally, alllater it is shown that the individual was a non-erally imposed on the transferee at 5% of the
U.S. source income received by a non-U.S.resident alien. If it accepts the proof, the U.S.tax per month, up to a maximum penalty of
person is subject to withholding. The types ofbank must file Form 1042-S showing the25%. In addition, if you are required but fail to
income include but are not limited to thename, address, identification number, and thewithhold tax under section 1445, the tax and
following:particular securities of the actual owner, andinterest may be collected from you. Further,

indicating that it is relying on proof submittedunder section 7202, you may be subject to a • Interest and dividends
by the foreign bank as its basis for notpenalty of up to $10,000 for willful failure to col-

• Rents and royaltieswithholding.lect and pay over the tax. Corporate officers or
other responsible persons may be subject to a • Salaries, wages, and other compensation

Partnerships and corporations.  You maypenalty under section 6672 equal to the
• Premiums, annuities, and pensionsrely on a written statement from a partnershipamount that should have been withheld and

or corporation claiming that it is not foreign aspaid over to IRS. • Certain scholarships and grants
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Income which is effectively connected with If income payments are made to a foreign Amount of Withholding Tax 
a U.S. trade or business of the recipient is ex- person during the year, Forms 1042 and 1042- The withholding tax that a partnership is re-
empt from withholding. The recipient must file S must be filed even though some items of in- quired to pay for the partnership’s tax year is
Form 4224, Exemption From Withholding of come do not require withholding. However, based on its effectively connected taxable in-
Tax on Income Effectively Connected With the both forms are required even if no taxes were come that is allocable to its foreign partners for
Conduct of a Trade or Business in the United withheld. that tax year.
States, with the payor to exempt this income Deposits of withheld taxes are governed by The amount of a partnership’s effectively
from withholding. The recipient of effectively Regulation section 1.6302-2. These rules pro- connected taxable income that is allocable to a
connected income must file a tax return report- vide for deposits to be made at the end of any foreign partner is the foreign partner’s distribu-
ing the income. month when the total accumulated withheld tive share of the partnership’s gross effectively

 Foreign source income is not subject to taxes are more than $200. If the total for the connected income reduced by the partner dis-
withholding. IRC section 1441(c) lists other in- year is less than $200, the deposit should be tributive share of partnership deductions for
come items excluded from withholding. made with Form 1042. If the withholding agent the year. For information on effectively con-

accumulates more than $2,000 per week, he nected income and how to figure a partner’s
or she must make deposits on a weekly basis.Amount Withheld distributive share of income and deductions,

see the Instructions for Forms 8804, 8805, andThe amount withheld should be 30% of gross
8813.income unless a treaty provides otherwise. Partnership Withholding on

The payments of withholding tax requiredWithholding agents are liable for the tax if they Effectively Connected to be made during a partnership’s tax year aredo not properly withhold. They must withhold
to be reported on Form 8813 and paid over toon income paid to all foreign persons. A written Income 
IRS (in U.S. currency). A partnership muststatement from the recipient that he or she is a A foreign or domestic partnership that has in-
generally pay to IRS a portion of its estimatedcitizen or resident of the United States may be come effectively connected with a U.S. trade
annual section 1446 payment for each foreignrelied upon by the payor of the income as proof or business (or income treated as effectively
partner by the 15th day of the fourth, sixth,that the recipient is a citizen or resident of the connected) must pay a withholding tax on the
ninth, twelfth months of the partnership’s taxUnited States. In this case, no withholding is effectively connected taxable income that is al- year for U.S. income tax purposes. Any addi-required. locable to its foreign partners. A publicly traded tional amounts determined to be due are gen-Income may be subject to reduced with- partnership must withhold tax on actual distri- erally to be paid with the filing of Form 8804.holding under a tax treaty. The foreign person butions of effectively connected income, un-

can reduce the amount that must be withheld less it chooses to withhold on effectively con-
Tax rate.  The withholding tax rate on a part-by providing the withholding agent with Form nected income allocable to its foreign partners.
ner’s share of effectively connected income is1001, Ownership, Exemption, or Reduced This withholding tax does not apply to income
35% for a partner taxed as a corporation, andRate Certificate. Upon receipt, the withholding that is not effectively connected with the 39.6% for all other partners, such as individu-agent may begin withholding at the reduced partnerships’s U.S. trade or business. Income als, partnerships, and estates. See the Instruc-rate. that is not effectively connected income is sub- tions for Forms 8804, 8805, and 8813, for ad-Certain wages paid to residents of Mexico ject to withholding tax at 30% or a lower treaty ditional information.and Canada are not subject to withholding. rate.

They must file a statement with the withholding
agent to qualify for the exemption from with- Employment Taxes Who Must Withhold holding. See Publication 515 for more This section addresses employment taxes for

The partnership, or a withholding agent for theinformation. individuals who reside in the United States and
partnership, must pay the withholding tax. A abroad. All employers who withhold income
partnership that is required to pay the with-Filing Requirements tax or social security taxes must file Form 941,
holding tax but fails to do so, may be liable for Employer’s Quarterly Federal Tax Return.TheWithholding agents must file Form 1042 and
the payment of the tax, and any applicable full amount of social security taxes and with-Form 1042-S. Form 1042 is the withholding
penalties and interest. held federal income tax must be reported onagent’s return showing amounts of income

that form.paid and taxes withheld. A copy of Form 1042-
Foreign partner.  The partnership must deter- Individuals who live and work overseasS is sent to the recipient showing the amount
mine whether a partner is a foreign partner may file Form 673 with their U.S. employer toof income received and tax withheld.
subject to withholding. A foreign partner can request that the employer withhold little or noWithholding agents must file Form 1042
be a nonresident alien individual, foreign cor- tax. Generally, these employees know thatand the associated Forms 1042-S by the
poration, foreign partnership, or foreign estate they will meet the requirements of section 911March 15th after the close of the calendar
or trust. of the Internal Revenue Code and their foreignyear. These forms must be filed on a calendar

A partnership may rely on a partner’s certi- earned income will be exempt from U.S. taxa-year basis, regardless of the withholding
fication of non-foreign status and assume that tion. If a person is self employed, he or she willagent’s tax year.
a partner is not a foreign partner if the partner be subject to the self-employment tax even ifForm 1042 is a summary of all income paid
submits a certification to the partnership that: the income is exempt.and tax withheld on persons subject to with-

Nonresident aliens who are self employedholding. It must be prepared in duplicate. The 1) States that the partner is not a foreign
are not subject to self-employment tax.original should be filed with the Philadelphia person,

Service Center and the copy retained by the
2) Gives the partner’s name, U.S. taxpayer Federal unemployment tax.  The Federalwithholding agent. All amounts should be

identification number, and address, Unemployment Tax Act (FUTA) provides forstated in U.S. dollars.
payment of unemployment compensation toForm 1042-S notifies the recipient of the 3) States that the partner will notify the part-
workers who have lost their jobs. Most employ-amount of income received and tax withheld. nership within 60 days of a change to for-
ers pay both a federal and state unemploy-Unless you are filing 250 or more Forms 1042- eign status, and
ment tax. Report federal unemployment tax onS, the originals are sent with Form 1042 to the

4) Is signed under penalties of perjury. Form 940 (or 940EZ), Employer’s Annual Fed-Philadelphia Service Center. A copy should be
eral Unemployment (FUTA) Tax Return.retained by the withholding agent. If the with-

Sample certifications are contained in sectionholding agent receives a Form 1001 or 4224 to
5.04 of Revenue Procedure 89-31, 1989-1reduce withholding, it does not have to be sent Social security and Medicare taxes.  The
C.B. 895.with Forms 1042 and 1042-S. Federal Insurance Contribution Act (FICA)
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provides for a federal system of old age, survi- temporary period. With the exception of the Federal Tax Deposits for taxpayers living
vors, disability, and hospital insurance. The agreement with Italy, each totalization agree- outside the United States must be mailed to:
social security tax finances the old age, survi- ment provides that such employees will con-

Federal Reserve Bank of Philadelphiavors, and the disability insurance. The Medi- tinue to be covered under the system of the
P.O. Box 66care tax finances the hospital insurance. country from which they are sent and are ex-
Philadelphia, PA 19105empt from coverage and taxation in the hostSocial security and Medicare taxes are lev-

country.ied on both the employer and employee. In ad-
The deposit requirements are explained inThe agreements also contain rules applica-dition to the employer’s portion of the tax, the

Publication 15, Circular E, Employer’s Taxble to persons whose self-employment earn-employer must collect and submit the employ-
Guide.ings would be subject to coverage under theee’s portion.

laws of both countries. They generally provideInternational social security agree-
Information returns.  Employers and otherthat self-employed workers are covered in thements.  The Internal Revenue Code (IRC)
payors of income are required to furnish infor-country where they reside.grants an exemption from taxes imposed by
mation returns to the recipients of the incomeUnder the agreement with Italy, coveragethe Federal Insurance Contributions Act
and to the Internal Revenue Service Centerof expatriate employees and self-employed(FICA) if an individual’s earnings are subject to
where they file their original return.workers is determined based on the workers’taxes or contributions for similar purposes

Publication 15 (Circular E) contains a chartnationality.under the social security system of a foreign
‘‘Guide to Information Returns.’’ Please useInformation on the totalization agreementscountry that has an International Social Secur-
that chart to determine the correct form to use.listed above, including texts of those agree-ity Agreement (referred to as a totalization
Instructions for completing and filing informa-ments, may be requested by writing to the So-agreement) with the United States. Section
tion returns are in the chart.cial Security Administration, Office of Interna-1401(c) of the code grants a similar exemption

tional Policy, P.O. Box 17741, Baltimore, MDfrom the taxes imposed under the Self-Em-
21235; or by calling (410) 965-3545 (not a toll-ployment Contributions Act (SECA). Employ- Tax Treaties 
free number).ees and employers exempted from FICA taxes The United States has income tax treaties

and self-employed persons exempted from (conventions) with a number of foreign coun-
SECA taxes under the provisions of a totaliza- Employer identification number.  The em- tries. Income tax treaties are negotiated by the
tion agreement are exempted from both the ployer identification number (EIN) is a 9-digit Treasury Department. Once the treaty has
portions of the tax related to retirement, survi- number issued by the Internal Revenue Ser- been signed, it is forwarded to the President of
vors, and disability insurance and the portion vice. The EIN identifies the tax accounts of the United States for approval. If the President
related to Medicare. The United States has to- employers with and without employees. If you approves it, the treaty is sent to the U.S. Sen-
talization agreements in effect with the coun- have not requested a number, apply on Form ate for its advice and consent. Once approved
tries listed below: SS-4, Application for Employer Identification by the Senate, the treaty is returned to the

Number. Forms are available at Internal Reve- President for ratification. After ratification by
Date Entered nue Service or Social Security Administration the other country, the instruments of ratifica-

Country Into Force offices. tion are exchanged and the treaty becomes
law.Austria . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11/1/90

Employer.  Generally, an employer is a per- Under these treaties, residents of foreignBelgium . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7/1/84
son or organization for whom a worker per- countries are taxed at a reduced rate or are ex-Canada . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8/1/84
forms services as an employee. An employer empt from income taxes on certain items of in-Finland . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11/1/92
usually gives a worker the tools and a place to come they receive from sources within theFrance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7/1/88
work and has the right to fire a worker. United States. These reduced rates and ex-Germany . . . . . . . . . . . . . . . . . . . . . . . . . . . 12/1/79

emptions vary among countries and specificIreland . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9/1/93
Employees.  Generally, employees can be items of income.Italy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11/1/78
defined either under common law or under However, if the treaty does not cover a par-Luxembourg . . . . . . . . . . . . . . . . . . . . . . . . 11/1/93
special statutes for special purposes. For a fur- ticular kind of income, or if there is no treatyNetherlands . . . . . . . . . . . . . . . . . . . . . . . . 11/1/90
ther explanation, see Publication 15. between the foreign country and the UnitedNorway . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7/1/84

States, the rules for taxing the income underPortugal . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8/1/89
Filing requirements.  Returns should be filed the Internal Revenue Code apply.Spain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1/1/87
with the Internal Revenue Service Center for The benefits provided by an income taxSweden . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1/1/87
your area. However, returns with foreign ad- treaty are generally on the basis of residenceSwitzerland . . . . . . . . . . . . . . . . . . . . . . . . . 11/1/80
dresses, including APO/FPO addresses, for income tax purposes.United Kingdom . . . . . . . . . . . . . . . . . . . . 1/1/85
should be filed with the Internal Revenue Ser- Tax treaties reduce the U.S. taxes on re-
vice Center, Philadelphia, PA 19255. sidents of foreign countries (non-residentTotalization agreements eliminate dual so-

cial security coverage, the situation that oc-
curs when a person from one country works in
another country and is required to pay social Table 2. Employment Tax Forms
security taxes to both countries on the same
earnings. Each agreement includes rules that Form Due Date
assign a worker’s coverage to the country
where the worker has the greater economic

Form 940 or 940–EZ January 31attachment.
The rules that apply to employed persons

Forms 941 and 942 April 30, July 31, October 31, andgenerally eliminate dual coverage under the
January 31laws of the United States and the other coun-

try. They do so by maintaining the employee’s
Copy A of all Forms 1099–R with Form February 28coverage under the system of the country
1096where the work is performed and exempting

the employee from coverage and taxation in
Form 8027 February 28the other country.

Special rules apply, however, to employ- Form W–3 (file with SSA and include Copy February 28
ees who are transferred by their employers in A of all Forms W–2)
one country to work in the other country for a
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aliens). With certain exceptions, they do not If a taxpayer takes a position that any U.S.Definitions 
tax is reduced or potentially reduced by a U.S.reduce the U.S. taxes of U.S. citizens or re- Certain terms are common in tax treaties.
treaty (a treaty-based position), the taxpayersidents (including resident aliens). U.S. citi- However, their exact meanings vary from
generally must disclose that position on a U.S.zens and residents are subject to U.S. income treaty to treaty. The definitions that follow are,
tax return. If the taxpayer is otherwise not re-tax on their worldwide income. But, because therefore, general definitions that may not give
quired to file a tax return because it owes notreaty provisions generally are reciprocal (i.e., the exact meaning intended by a particular
tax, a return still has to be filed reporting theapply to both treaty countries), a U.S. citizen or treaty. The terms fixed base and permanent
taxpayer’s treaty-based position. This disclo-establishment generally mean a fixed placeresident who receives income from a treaty
sure requirement does not apply to a reducedof business, such as an office, factory, ware-country may refer to the tax treaty to see if it
rate of withholding tax on income that is nothouse, or mining site, through which an enter-might affect the tax to be paid to that foreign
connected with a U.S. trade or business, suchprise carries on its business.country.
as dividends, interest, rents, or royalties. ItAnother principle is that the right to tax thePublication 901, U.S. Tax Treaties, con-
also does not apply to a reduced rate of tax onincome of a so-called ‘‘permanent establish-tains information as to whether a tax treaty be- pay received for services performed as an em-ment’’is given to the country in which the es-tween the United States and a particular coun- ployee, including pensions, annuities, and so-tablishment is located and generally applies totry offers a reduced rate of, or possibly a cial security. See Section 6114 of the Internalpersons who engage in business activities.complete exemption from, U.S. income tax for Revenue Code.

residents of that particular country. That publi- If a taxpayer (other than a corporation) failsCompetent Authority cation has tables that show the countries that to disclose a treaty-based position that
The tax conventions provide for the designa-have income tax treaties with the United reduces the U.S. tax, a $1,000 penalty may
tion of a competent authority from each coun-States, the tax rates on different kinds of in- have to be paid. Corporations may be subject
try who is responsible for administering andcome, and the kinds of income that are exempt to a $10,000 penalty for each failure. See Sec-
resolving problems under the treaty. The As-from tax. tion 6712 of the Internal Revenue Code.
sistant Commissioner (International) is the
U.S. Competent Authority and the address is

Objectives International Boycotts Internal Revenue Service, Assistant Commis-
sioner (International), 950 L’Enfant PlazaOne of the main purposes of an income tax Section 999 of the Internal Revenue Code de-
South, S.W., Washington, DC 20024.treaty is to prevent international double taxa- fines how a U.S. person participates or coop-

erates in an international boycott and includestion. International double taxation occurs when
Certifications.  The United States has tax definitions of terms used to determine boycott-more than one country taxes the same in-
treaties with many countries that reduce or ing issues. In some cases, activities may notcome. Income tax treaties prevent double tax-
eliminate the tax on certain types of income re- be considered to be boycott related if theation by allowing one of the countries to tax a
ceived from sources within the foreign treaty taxpayer:particular item of income based on certain ba-
country by citizens, domestic corporations,sic principles. In some cases, however, both 1) Participates in a boycott that U.S. law,and residents of the United States.countries are given the right to tax. The right of regulation, or executive order sanctionsGenerally, to prove entitlement to the ben-taxation may be given to the country: for participation or cooperation.efits of the treaty, the applicant must provide a

2) Complies with a prohibition on importingU.S. Government certification that a U.S. tax1) That is the source of income,
goods produced in any country that is thereturn was filed.

2) Of which the recipient is a resident, or object of an international boycott.The taxing authorities of Italy and Spain do
not accept the certification of filing a tax return3) Of which the recipient is a citizen. 3) Complies with a prohibition imposed by a
as valid proof of a U.S. residence. If a certifica- country on the export of products ob-
tion for Spain or Italy is needed, the applicantWhen both countries have the right to tax tained in such country to any country that
must submit with the request for a certificationunder these principles, double taxation may be is the object of an international boycott.
a signed statement to the IRS under penaltieseased through a foreign tax credit allowed by
of perjury that states the following:the country of citizenship or residence. Also, if Section 999 penalizes companies who
1) The applicant is a U.S. resident individualan individual is a U.S. citizen or resident, U.S. enter into secondary boycotts (Company A, in

or corporation,tax law provides a limited exclusion for income order to do business with Country X, agrees
not to do business with Country Y and its na-earned for services performed abroad. For 2) The applicant does not have a permanent
tionals) and tertiary boycotts (Company A, inmore information, see Publication 54, Tax establishment in Italy or Spain (specify
order to do business with Country X, agreesGuide for U.S. Citizens and Resident Aliens the country),
not to do business with companies that haveAbroad. 3) The applicant’s permanent street ad- had business operations with Country Y.)Other purposes of income tax treaties dress, and The boycott provisions allow for:include:

4) The applicant’s state of incorporation (for
1) The reduction in foreign tax credits.1) Providing for exchange of information and corporations only).

mutual assistance, 2) Increase in Subpart F income.
Procedures for certifications.  Certification 3) Reduction of Foreign Sales Corporation2) Curbing tax avoidance practices,
must be obtained from the Office of the Direc- benefits and IC-DISC benefits.

3) Encouraging international commerce and tor of the Service Center where the applicant’s
4) A penalty for willful failure to report boy-investment, and latest income tax return was filed. While there

cott activities (not more than $25,000, orare no special tax forms for making the re-4) Increasing educational and cultural ex- imprisonment of not more than one year,quest, it must include the applicant’s name, so-changes with other  countries. or both).cial security number, tax return form number,
and tax period for which certification is

To achieve these purposes, tax treaties For a list of countries that require or may re-requested.
contain a wide variety of provisions including quire participation in or cooperation with an in-If there is no treaty with the foreign country,
tax exemptions, reductions in tax rates, tax de- ternational boycott, see Publication 514, For-certification forms are not applicable since
ductions or credits, rules on allocation of in- eign Tax Credit for Individuals.there will be no reduced withholding. For addi-
come and expenses between related taxpay- tional information, see Publication 686, Certifi-
ers, and provisions for the exchange of Filing requirements.  Form 5713 should becation for Reduced Tax Rates in Tax Treaty
information. filed with the annual tax return and is due byCountries.
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the due date of the return, including exten- 3) Is a U.S. shareholder of a foreign corpora- 6) Is one of the above and receives a re-
sions. Form 5713 is filed with the income tax tion (greater than 10%) that has such quest, which it follows up, to participate in
return and an additional copy is sent to the In- operations, or cooperate with an international boycott,
ternal Revenue Service Center, Philadelphia, or4) Is a partner in a partnership that has such
PA 19255. operations, 7) Agrees to such a boycott request.

Form 5713 must be filed if a person:
5) Is treated as the owner of a trust that has

1) Has operations in, with, or related to a such operations,
boycotting country or a national or com-
pany of a boycotting country,

2) Is a member of a controlled group that has
such operations,
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Table 3. List of Federal Tax Forms

Some of the federal tax forms required for a domestic entity doing business ove
rseas and a foreign entity doing business in the United States are
listed below. See Publication 509, Tax Calendars for 1994.

If You Are— Use Form— Due—

A U.S. citizen or resident alien wanting to exclude income 673 To your U.S. employer
earned abroad from income tax withholding

A U.S. entity that transferred property to a foreign partnership, 926 On the day of the transfer
corporation, estate or trust Also file Form 926 with your income tax return if IRC sec.

6038B applies

A foreign entity who is a beneficial owner of income subject to 1001 Depending on the type of income to which this form applies as
withholding specified on the form

A nonresident alien with wages subject to withholding 1040NR By the 15th day of the 4th month after end of tax year

A nonresident alien without wages subject to withholding 1040NR By the 15th day of the 6th month after end of tax year

A withholding agent for fixed or determinable, annual or 1042 By the 15th day of the 3rd month after end of tax year
periodic income paid to a nonresident alien or foreign 1042-S
corporation

An individual, estate or trust claiming a foreign tax credit 1116 By the due date of Form 990-T, 1040, 1040NR, or 1041
including extensions

A corporation claiming a foreign tax credit 1118 By the due date of your corporate income tax return including
extensions

A foreign corporation engaged in a U.S. business 1120-F 15th day of 3rd month if the corporation has an office or place
of business in the U.S.
15th day of 6th month if the corporation does not have an
office or place of business in the U.S.

A foreign corporation that is a personal holding company 1120-F By the due date of Form 1120-F
(sec. 542) Schedule PH

(Form 1120)

A foreign sales corporation 1120-FSC By the 15th day of the 3rd month after end of tax year

An IC-DISC 1120-IC- By the 15th day of the 9th month after end of tax year
DISC

A subsidiary corporation desiring to be included in a 1122 By the due date of Form 1120 or related corporation
consolidated income tax return

A U.S. citizen or resident alien claiming the foreign earned 2555 By the due date of Form 1040 including extensions
income exclusion, housing exclusion, or foreign housing
deduction

A U.S. person who creates a foreign trust or transfers money 3520 By the 90th day after creation of or transfer of any money or
or property to a foreign trust property to a foreign trust

A U.S. person who directly or indirectly transfers property to a 3520-A By the 15th day of the 4th month following the end of the
foreign trust that has 1 or more U.S. beneficiaries transferor’s or grantor’s tax year

A foreign person or business and want to obtain an exemption 4224 To the withholding agent
from withholding of tax on certain income

A corporation wanting to be taxed as an IC-DISC 4876-A Within 90 days after the beginning of the 1st tax year or for
years other than the 1st tax year, during the 90-day period
immediately preceding the final day of that year

A U.S. person who owns stock in a controlled foreign 5471 In duplicate by the due date of your federal income tax return
corporation including extensions

A domestic corporation that is 25% foreign-owned or a foreign 5472 By the due date of your corporate income tax return including
corporation engaged in a U.S. trade or business extensions

A domestic corporation electing to be treated as possessions 5712 By the due date of the first return (including extensions) to
corporation which the election applies

Electing the cost sharing method or the profit split method as a 5712-A With Schedule P (Form 5735)
possessions corporation

Page 16



Table 3. (Continued)

If You Are— Use Form— Due—

A member of a controlled group that has operations, a U.S. 5713 In duplicate by the due date of your individual, partnership,
shareholder, a partner in a partnership that has operations or corporate, or trust tax return
treated as the owner of a trust that has operations in a
boycotting country or with the government, corporation, or
national of a boycotting country

A domestic corporation that has elected to be treated as a 5735 With corporate tax return each year the election is in effect
possessions corporation

A corporation requesting a 6-month extension of time to file its 7004 By the due date of the corporate income tax return
tax return

A nonresident alien claiming exemption from withholding on 8233 To be submitted to the withholding agent
compensation for independent personal services

A foreign corporation electing to be treated as a FSC or a 8279 1st year–within 90 days after the beginning of that tax year.
small FSC Other years–during the 90 days immediately preceding the

first day of that tax year

Acquiring a U.S. real property interest from a foreign individual 8288 By the 20th day after the date of transfer
or business 8288-A

Applying for a reduction in, or elimination of, withholding on the 8288-B By the date of transfer
disposition of a U.S. real property interest by foreign person

A U.S. person owning stock in a passive foreign investment 8621 By the due date of your federal income tax return
company

A partnership with effectively connected income allocable to a 8804 By the 15th day of the 4th month after tax year ends (15th day
foreign partner 8805 of the 6th month if all partners are nonresident aliens)

A U.S. partnership paying taxes on effectively connected 8813 On or before the 15th day of the 4th, 6th, 9th, and 12th months
income allocable to a foreign partner of the partnership’s tax year

A person who takes a treaty-based return position 8833 By the due date of your U.S. income tax return

A nonresident alien who meets the exception to the substantial 8840 By the due date of Form 1040NR
presence test because you have a closer connection to a
foreign country or countries

A nonresident alien who meets the exception to the substantial 8843 By the due date of Form 1040NR
presence test because you have a medical condition or are a
teacher, trainee, student, or athlete and meet certain
requirements
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