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BY FRED FEINGOLD AND
DAVID M. ROZEN

Several provisions of the 1986 Act will
have a significant impact on the choice
between U.S. or foreign corporate in-
vestment vehicles. Among these are
the new branch level rules. In some
cases, these rules will tip the balance
toward investment through U .S corpo-
rations, whereas in others investment
through foreign corporations will
prove more attractive.

New Section 884, added by the 1986
Act, imposes an additional tax at a
30% rate (or, in certain cases, a lower
rate prescribed by tax treaty) on for-
eign corporations that have or had
“earnings and profits” which are, or
are considered to be, “‘effectively con-
nected” with a U.S. trade or business.
The new tax, called a “branch profits
tax” (BPT) is effective for tax years
beginning after 1986,

In general, the BPT is applied to a
base intended to be equivalent to the
amount which could have been dis-
tributed as a dividend by a hypotheti-
cal U.S. subsidiary of the foreign cor-
poration whose only income, assets
and liabilities are those of the U.S.
business of the foreign corporation,
with such amount referred to as the
“dividend equivalent amount” (the
DEA). Thus, the BPT is designed to
replace secondary withholding on divi-
dend distributions. Accordingly, a for-
eign corporation subject to the BPT is
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NEW REGIME OF BRANCH LEVEL
TAXATION NOW IMPOSED ON
CERTAIN FOREIGN CORPORATIONS

In some cases the 1986 Act provisions requiring branch level taxation will result in an
mgrease in laxes and a limitation on the right to claim treaty bengfuts.

not required to withhold tax on actual
dividend distributions. (However, in
certain “‘treaty shopping” cases, a for-
eign corporation exempt from the
BPT by virtue of a treaty provision
may still be required to withhold tax
on actual dividend distributions.)
The DEA is computed by reference
to the U.8. “‘effectively connected
earnings and profits” which are con-
sidered to be available for remittance.
However, since amounts reinvested in
U.S. business activities by the hypo-
thetical U.S. subsidiary would not
have been available for distribution as
a dividend, the BPT is deferred to the
extent of any such incregsed invest-
ment by the foreign corporation.
However, any subsequent reduction in
the amount invested in U.S. business
activities is considered a remittance
which ends the earlier deferral. The
determination of the amount of invest-
ment in U.S. business activities at
year-end, the benchmark for determin-
ing whether there has been an increase
or decrease, is subject to calculations
made according to Regulations to be
written which are to be consistent with

the rules for apportioning deductions.

In addition, Section 884 imposes a
new branch level tax on the amount of
the excess, if any, of the interest that a
foreign corporation is entitled to de-
duct for 1.8, income tax purposes
over the amount of interest “paid” by
its U.S. trade or business, with such
excess referred to as “excess interest.”
Section 1241 of the 1986 Act also has
modified the source rules with respect
to interest and dividend payments
made by a foreign corporation, mak-
ing it more likely that such interest
and dividend payments will be consid-
ered to be from U.S. sources.

In many cases, the new provisions
are inconsistent with existing treaty
provisions, However, inconsistent
treaty provisions are specifically over-
ridden in the case of so-called “treaty
shopping,” a term defined broadly
enough to include not only treaty
country corporations owned by third
country resident shareholders, but
also, under certain circumstances,
treaty country corporations owned en-
tirely by treaty country residents.

THE NEW RULES

The BPT is to be imposed, generally
at a 30% rate, on a base designed to
approximate the amount that could
have been distributed as a dividend by
a fictional U.S. subsidiary of the for-
eign corporation whose sole income,
assets and liabilities are those of the
foreign corporation considered to be
effectively connected with its U.S.
trade or business. The statute aptly
refers to the amount described in the
preceding sentence as the “‘dividend
equivalent amount” {DEA) as in-
dicated above and defines this term as
the “‘effectively connected earningsand
profits for the taxable year' with cer-
tain adjustments (described below),

Effectively Connected E&P

Section 884(d)(1) defines “effectively
connected earnings and profits” as the
*“earnings and profits of [a U.S,
branch {i.e., the fictional 1J.8. subsi-
diary) of] a foreign corporation attrib-
utable to its income effectively con-
nected ... with a U.S. trade or
business”. While the use of the word
“attributable” seems to indicate an al-
location or apportionment is required,
on further analysis this does not ap-
pear to be the case. Rather, it would



seem that the statutory term “‘effec-
tively connected earnings and profits”
means the earnings and profits deter-
mined by reference to the items of
income and expense of the fictional
U.S. subsidiary; or stated differently, it
is the items of income and expense of
the fictional U.S, corporation adjusted
in accordance with Section 312 with
no further apportionment required.
Thus, the starting point for computing
the DEA of a foreign corporation is
the determination of its effectively
connected earnings and profits. To ac-
complish this, one must first determine
the items of a foreign corporation’s
income and expense which are? or are
considered to be? effectively connected
with the conduct of a U.S. trade or
business, and then adjust that amount
to arrive at the attributable E & P.

E&P v. Taxable Income, The reason
that the DEA is defined in terms of E
& P and not in terms of taxable
income {the two concepts are not
identical) is that the BPT is a tax on a
hypotheticaldividenddistribution, The
concept of “‘earnings and profits™ is
generally relevant for the purposes of
determining whether any corporate
distribution is to be considered a divi-
dend. The general rule under Section
316 is that a distribution will be con-
sidered a dividend to the extent of the
corporation’s historical earnings and
profits, or the current year’s earnings
and profits (even if the corporation
has a cumulative deficit, taking into
account historical and current year’s
results). Thus, the DEA is not to be
reduced by prior year’s deficits,® so
that while a net operating loss car-
ryover would reduce taxable income, it

would not reduce the DEA.
While the two terms are not iden-

tical, earnings and profits are usually
defined by reference to taxable in-
come, subject to adjustments under
the principles of Section 312. Thus,
certain items not included in the deter-
mination of taxable income are taken
into account in the determination of
earnings and profits, so that earnings
and profits will be often greater than
taxable income. For example, income
exempt from tax under the Code or
by treaty is nevertheless included for
the purpose of determining earnings
and profits,4 and lower depreciation
rates apply for earnings and profits
purposes.® On the other hand, subject
to certain limitations, an item of ex-

pense (such as U.S. income taxes)
which can never be deducted for in-
come tax purposes may reduce earn-
ings andprofits.

Not every adjustment to taxable in-
come required by Section 312 is ap-
plicable under Section 884. For exam-
ple, in general, under Section 312(a},
dividend distributions serve to reduce
earnings and profits. However, actual
dividends paid by a foreign corpora-
tion do not serve to reduce the DEA 8
This is not surprising given the design
to eguate the DEA with what could
have been distributed by the
hypothetical U.S. subsidiary of the
foreign corporation and not with what

The BPT is designed
to replace secondary
withholding on
dividend distributions.

was, in fact, distributed by the foreign
corporation. To equate what could
have been distributed to what is con-
sidered to have been distributed, cer-
tain other adjustments are required. In
addition, while income taxes which
generally reduce earnings and profiis
are deductible for purposes of com-
puting effectively connected earnings
and profits, the authors assume that it
is not intended that the BPT reduce
effectively connected earnings and
profits.

Exclusions from DEA. Special rules
are also provided under which items
of income which otherwise would be
included in effectively connected earn-
ings and profits are specifically ex-
cluded from the DEA. The items ex-
cluded by Section 884(d) consist of: (1)
earnings and profits attributable to the
operation of foreign registered shipsor
aircraft which are excluded from gross
income under Section 883(a)(1) or (2);7
and {(2) earnings and profits attribut-
able to income considered to be effec-
tively connected under Section 921(d)
(relating to foreign trade income of a
foreign sales corporation), Section
926(b) (relating to distributions of a
foreign sales corporations out of earn-
ings and profits attributable to foreign
tradeincome), Section 953(c)H3)(C)(re-
lating to related person insurance in-
come) and Section 897{) M AL (re-
lating to gains from the sale of shares
in domestic U.S. real property holding
corporations). In thelatter connection,

note that any other gain from the
disposition of a U.S. real property
interest under Section 897(c) which is
actually, or considered to be, effec-
tively connected with a U.S. trade or
business would not be excluded from
effectively connected E & P. Thus,
gain from the sale by a foreign corpo-
ration (including a foreign corporation
treated as a domestic corporation
under Section 897(1))® of an interest in
real property is not excluded.

The following example illustrates
some of the adjustments to taxable
income required to arrive at DEA.

ExamrLe I: F, a foreign corpora-
tion resident in a country which does
not have a treaty with the U.S,
owns a buiiding in the U.S. (but not
the land upon which it is situated).
The building was purchased in 1981
for $150,000 and is held for rental. F
has been depreciating the building
on a straight-line basis over 5 years,
yielding a depreciation deduction of
$10,000 per vear. F's adjusted basis
for the building is $90,000 at
12/31/86. F is a calendar year tax-
payer, and has a net operating loss
carryforward through 12/31/86 of
$60,000. On 1/15/87, F sells the
building for $150,000.

1. For income tax purposes, the
sale for $150,000 will produce a
$60,000 gain, which will be fully
protected by the $60,000 NOL.

2. For BPT purposes, F's DEA
will be $22,500, computed as follows:

Original cost $150,000
Depreciation under

Section 312(k)

2.5% X 6 years (22,500)

Basis for E&P purposes $127,500

Amount realized 150,000
B&P basis (127,000
DEA

$ 22,500

3. The DEA of $22,500 is not
reduced by F's NOL, and will be
subject to a BPT of 30% or $6,750.

4, The computation will be some-
what more complicated because of
the alternative minimum tax,

The Required Adjusimenis

In order to arrive at the DEA, the
amount assumed to have been avail-
abie for payment as a dividend, ad-
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justments are required to be made to
effectively connected earnings and
profits for increases and decreases in
investments in the U.S, trade or busi-
ness of the foreign corporation. If the
“U.S. net equity” of a foreign corpo-
ration at the close of a taxable year
exceeds the “U.S. net equity” at the
close of the preceding taxable year, the
increase is presumed to have been in-
vested out of effectively connected
earnings and profits that could other-
wise have been available for a divi-
dend payment. Since the amount of
the increase was not available for divi-
dend distribution, such amount re-
duces the DEA (but not below zero)
pursuant to Section 884(b)(1).

However, the reduction is not per-
manent. Rather, {o the extent of a
decrease in U.S. net equity in any later
year (for example, because of a with-
drawal of investment) it is presumed
that the effectively connected earnings
and profits previously used for U.S.
investment have been repatriated and
the deferral occasioned by prior in-
creases in investments terminates.?

U.S. Net Equity. According to Sec-
tion 884(c), the term “U.S. net equity”
means simply the difference between
“U.S. assets” and “U.S. liabilities.”
The term ““U.S. assets” is defined as
the money and adjusted basis for
earnings and profits purposes (i.e.,
taking into account the depreciation
allowed only for earnings and profits
purposes) of property treated as effec-
tively connected with a U.S. trade or
business. The term “U.S. Habilities™ is
defined as the liabilities of the foreign
corporation treated as connected with
the conduct of a U.S. trade or busi-
ness. Section 884(c)(2)(C) providesthat
the determination of the amount of
1J.S. assets and U.S. labilities which is
attributable to the U.S. trade or busi-
ness is to be made pursuant to Regu-
tations which are to be consistent with
the rules for allocating deductions
under Section 882(c)(1). Under those
rules, U.S. assets would include those
assets which generate, have generated
or could reasonably have been ex-
pected to generate income, gain or loss
effectively connected (or considered to
be effectively connected) with a U.S.
trade or business,

Under the predecessor versions of
the 1986 Act, the determinations of
U.S. assets and U8, liabilities were to
be made in accordance with rules
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which were to be consistent with the
rules for allocating interest expenses as
contained in Reg. 1.882-5. Those rules
require an arbitrary determination of
.8, liabilities.® Despite the reference
in the statute to Section 882(c}{1)
rather than Reg. 1.882-5, the Regula-
tions are likely to be consistent with
the determination of U.S. liabilities
under the interest expense allocation
rules, Under those rules, the actual
liabilities of the taxpayer on the U.S,
books are not relevant to the determi-
nation of U.S, liabilities, Rather, U.S.
liabilities are determined by multipiy-
ing U.S. assets by, at the election of
the taxpayer, a fixed or actuai ratio.
The fixed ratio is 95% in the case of
banks and other financial institutions
and 50% in all other cases. The actual
ratio is the ratio of worldwide liabil-
ities to worldwide assets.

The election of the taxpayer to use
a fixed or actual ratio may be revoked
only with consent. If an election made
under the interest allocation rules con-
trols for BPT purposes, a dilemma
may be created for taxpayers who may
have different objectives under the in-
terest expense allocation rules and
under the BPT provisions.

Thefollowing examplesiilustratethe
effect on DEA of an increase or de-
crease in U.S. net equity.

Examris 2: F, a foreign corporation

resident in a country which does not

have a treaty with the U.S., is
formed in 1987. It invests $315,000
to purchase a nonresidential building
in the U.S. (but not the land on
which it is situated). F earns positive
cash flow of $30,000 for 1987 and
has $10,000 of depreciation for in-
come tax purposes. F’s taxable in-
come is $20,000 and it pays a corpo-
rate income tax of $8,000 (i.e., at a
40% rate). F distributes $22,000 of
its cash flow on 12/31/87, leaving
the balance for payment of its U.S.
tax liability.

1. F’s effectively connected earn-
ings and profits must {irst be calcu-
lated:

Taxable income $20,000
Section 312(k)

adjustment 2,125
Less income iax (8,600}
Total

$14,125

2. Adjustment for changes in U.S. net
equity:

Close of

Previous  current
year-end year
Building net
of depreciation
allowed under
Section 312(k) -0- $307,125
Cash ol 8,000
Liabilities (-0-) (8,000)
U.S. net equity -0~ $307,125

3. Adjustment for increase in U.S, net
equity:

Effectively connected

E&P 314,125
Reduction for increase

in U.8. net equity (14,125)
DEA —0-

First year earnings are deferred for
BPT purposes.

ExampPLE 3: In 1988, F’s operating
results are identical to its results in
1987. However, since the income tax
rate is 34% rather than 40%, iis in-
come tax liability is $6,800 (34% X
20,000} rather than $8,000. As a re-
sult, its effectively connected E&P is
$15,325. At the end of 1988, the
basis for E&P purposes of its build-
ing has been reduced from $307,125
to $299,250 (by the $7,875 of depre-
ciation allowed for E&P purposes).

Taking into account only its build-
ing and its income tax Hability, there
has been a net reduction of U.S. net
equity of $6,675 (87,875 reduction
for depreciation, partially offset by a
$1,200 reduced tax liability). If F
were to distribute $15,400 of cash
leaving $14,600 (or $1,200 more than
necessary to meet its tax obliga-
tions), its DEA subject to BPT (as-
suming all of the cash were consid-
ered to be U.S. assets) would be
$22,000—the sum of its effectively
connected E&P of $15,325, and the
reduction in 1.8, net equity of
$6,675. Thus, its BPT liability would
be $6,600 (30% X $22,000). The bal-
ance sheet of F as of 12/31/87 and
12/31/88 is shown in Exhibit 1 in the
box on page 7.

Another way to arrive at the BPT
of §6,600 is to multiply the sum of
the effectively connected earnings
and profits ($15,325) and the redug-
tion in U.S, net equity not attribut-
able to BPT (86,675 — $6,600) by




30% (54,620) and then divide such
product by 70%.

ExampLE 4: The facts are the same-
as in Example 3, except that F bor-,
rows $50,000 all of which it re-’
patriates to its home office but does
not distribute. It is assumed that F
determines its U.S, liabilities consist-
ent with Reg. 1.882-5 by using the
“actual ratio.” F multiplies its U.S,
assets (or $313,850) by a fraction,
the numerator of which is worldwide
liabilities (in this case assumed to be
$63,400) and the denominator of
which is worldwide assets (in this
case $363,850, ie., $313,850, plus
$50,000 loan proceeds). In that case,
F*s U.S. liabilities would be approxi-
mately $54,700 rather than $13,400,
or, approximately $41,300 more than
in the prior example, decreasing its
U.S. net equity to $259,150. If in-
stead F were to distribute the
$50,000 foan proceeds as a dividend
{and assuming F had no other assets
or liabilities), the entire $50,000 bor-
rowing would be considered to be a
U.S, Hability. Thus, U.S. net equity
at 12/31/88 would be $250,450, re-
sulting in a reduction of U.S. net
equity of $56,675 (350,000 + 56,675).
The DEA subject to BPT would be
further increased as a result of such]
reduction, but only to the extent of
effectively connected earnings and
profits in prior years.

Reduction in U.S. net equity $56,675
Prior increase in U.S. net

equity giving rise to

reduction in DEA 14,125
Increase in DEA as a result

of reduction (fower of the

two above amounts) 14,125
Effectively connected E&P 15,325
DEA $29,450

New Branch Level Tax
on Excess lnterest

The new tax imposed on excess inter-
est illustrates another interaction be-
tween the interest expense allocation
provisions, the interest source rules
and the branch level taxes. New Sec-
tion 884(f) provides two new rules
applicable to foreign corporations ac-
tually engaged in a U.8, trade or busi-
ness. The rules literally do not apply
to a foreign corporation that is not so

engaged, whether or not its income is

considered to be effectively connected
income.

Section 884(f)(1)(A) provides that in
the case of a foreign corporation en-
gaged in a U.S, trade or business, any
interest “paid by U.S. trade or busi-
ness of such foreign corporation” is
treated for the purpose of imposing a
tax on ihe foreign recipient thereof
and for withholding purposes as if
such interest were paid by a domestic
corporation. The effect of such treat-
ment is that under Section 861(a)(1)
(as modified by the Act) such interest
is 11,8, source income subject to with-

The new branch level
rules will force foreign
corporations to
reconsider how they
conduct U.S.
business activities.

holding (except in the case of portfolio
interest'! or interest on bhank de-
posits),12 regardless of the proportion
of income of the foreign corporation
that was effectively connected with a
U.S. trade or business and regardless
of the portion of the interest paid
which is deductible for U.8. tax pur-
poses. This is a significant change
from the prior law which imposed a
50% threshold before any interest paid
by a foreign corporation could have
been treated as from U.S, sources.1?
U.S. branches of foreign banks
rarely mel the 50% threshold and as a
result generally were not required to
withhold the tax on interest paid to
foreign lenders. Congress, apparently
of the view that the 50% threshold
provided an escape hatch for U.S.
branches of large foreign corporations,
considered reducing the threshold to
as low as 10%. Banks lobbied for a
25% compromise but were successful
in obtaining the 25% threshold only in
the case of dividend payments; in the
case of interest, a threshold no longer
exists. Nor is there any requirement
that interest be deductible for it to be
considered from U.8. sources.

Interpreting the New Statute. For
interest to be covered by Section
B84(HH(YA), it must be paid by the
foreign corporation’s U.S. trade or
business. Presumably it is intended
that the “paid” requirement will be

met where the U.S. trade or business
actually bears the interest expense,
whether or not the interest is paid
currently. However, a specific state-
ment to this effect in the Regulations’
that are (o be issued would be most
welcome.

The above assumes it can be deter-
mined that the foreign corporation’s
1J.8. trade or business actually bears
the interest expense. How will this be
determined? To be sure, there will be
clear cases where the U.S. trade or
business actually maintains separate
branch books and the rights of third
parties are affected by whether an
amount is reflected on such books,
Suppose, however, separate branch
books are not maintained or the rights
of third parties are not affected by
what is recorded on such books or the
assets of the U.S. branch are not suffi-
cient to support a borrowing of the
branch, but the assets of the home
office are sufficient?

Even where the interest paid by a
foreign corporation is exempt from
.5, tax because of the portfolio inter-
est rule, the bank deposit ruie or by
virtue of a tax treaty {described
below), the interpretation of Section
884(NH(1YMA) is not academic. The rea-
son is that the amount of excess inter-
est subject to tax under new Section
8R4(N(1)B) is the excess of the
amount of interest allowed as a deduc-
tion to the foreign corporation for
U.S. income tax purposes.'® over the
amount of interest described in Section
834(N(1)A).

Excess interest is considered as hav-
ing been received by the foreign cor-
poration from its hypothetical wholly
owned domestic subsidiary on the last
day of such foreign corporation’s taxa-
ble year and is considered to be from
U.S. sources. The foreign corporation
is subject to a tax of 30% (absent a
specific exemption under the Code or
a lower rate that may apply under a
trealy) on the excess interest it is
deemed to have recetved as if it were
not effectively connected with the con-
duct of a U.S. trade or business by the
foreign corporation®

Thus, a foreign corporation may be
subject to the tax on excess interest
even though it is in an overall loss
position; there is no requirement that
the interest expense giving rise to ex-
cess interest give rise to a current
income tax benefit. The Conference
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Report clarifies that the tax due on
excess interest is payable within the
time prescribed for filing the foreign
corporation’s U.S. tax return {not in-
cluding extensions),'® implying that
withholding is not required.

Source of Interest, Any interest of a
foreign corporation thatis neither paid
by the trade or business in the U.S. of
such foreign corporation nor is excess
interest is fo be considered foreign
source income. Thus, consistent with
the law prior {0 its amendment by the
1986 Act, all interest paid by a foreign
corporation that is not actually en-
gaged in a U.8, trade or business will
be considered to be from foreign
sources regardless of the portion
thereof that may be deductible because
of a net election.’” However, any in-
terest paid by the U.S. trade or busi-
ness of the foreign corporation will be
considered to be U.S. source interest
income even if not deductible.

Issues Under Source Rules. In con-
sidering problems which may arise in
the application of the above rules, it
would be helpful to keep in mind that,
for purposes of the imposition of sec-
ond level taxes, the U.S. trade or busi-
ness of the foreign corporation is to be
treated as a domestic subsidiary.1® As
so regarded, interest expense of the
U.S. trade or business should be
treated in the same manner as interest
expense of an actual U.S. corpora-
tion1® Consistent with this principle,
only the portioa of the interest paid by

the fictionak U.S. subsidiary which is
deductible under theinterestaliocation
rules should be treated as U8, source
income. Indeed, any interest paid in
excess of the amount deductible is, in
effect, treated as not having been in-
curred by a U.S. trade or business,
However, all interest paid by the U.S.
trade or business is to be treated for
purposes of the U.8. source rules as in-
terest paid by a U.S. corporation. So
much for consistency,

It is equally difficult to determine
the rationale for imposing a tax on
excess interest. One possibility is that
the draftsmen felt that the only way to
be consistent with the treatment of the
U.S. trade or business of the foreign
corporation as a separate U.S. corpo-
ration would be to disallow any inter-
est expense allocated under Reg.
1.882-5 which was not in fact incurred
{paid?) by the U.S. trade or business,
since an actual U.S. corporation could
not obtain a deduction for interest
that it did not incur. However, the tax
on excess interest does not accomplish
this result: absent an applicable ex-
emption, it is imposed at a flat tax
rate without regard to the income of
the U.8. trade or business.

Unless it is clarified that the term
“paid” as used in Section 884(N(1XA)
means “‘paid or accrued,” there will be
another inconsistency between the in-
lerest source rules and the excess inter-
est rules. Consider the simple case of a
foreign corporation’s U.S. trade or
business issuing a zero coupon bond

to U.S. persons, the proceeds of which
are used in its U.S. trade or business,
Assume that the foreign corporation
has no activities, assets or income
other than those of its U.S. trade or
business and that it has no other lia-

bilities. Further assume that at
maturity (in say ten years) the face
amount of the bond is paid in full by
the U.S. trade or business of the for-
eign corporation,

Under Section 163(e)1), the issuer
of the bond will be entitled to deduct
a portion of the original issue discount
each year2® Because the issuer is a
foreign corporation, it must determine
the portion of the original issue dis-
count otherwise deductible, which is
allocable to effectively connected in-
come. Assume in the simple case, all
of the accrued original issue discount
is allocable to effectively connected in-
come and therefore is deductible. How
much, if any, of the currently accrued
original issue discount is excess inter-
est™' I{ would seem that no portion
of the original issue discount should
be considered excess interest even
though none has been paid currently.
However, whether this common sense
result will be obtained may depend on
whether the term “‘paid” is to be con-
strued as the equivalent of “economi-
cally borne by."22

Limitations of Tax
freaty Benefits

The imposition of the BPT and the
branch level tax on excess interest wili,

1 Section 864(c).

? See, e.g., Sections 882(d) and 897(a).

3 H. Rep’t No. 99-841, 99th Cong., 2d Sess.
11-647 (1986) (Conference Report),

% Reg. 1.312-6(b). The significance of this
addition for earnings and profits purposes will
become more apparent in the discussion below
of tax treaty considerations relevant to the BPT.
However, realized gain which is not recognized
for income tax purposes because of a nonrecog-
nition provision is not inciuded in earnings and
profits, Section 312(fN(1) and Rev. Rul. 76-239,
1976-1 CB 90.

% Section 312(k).

% Conference Report, supra note 3 at 11-647.

7 Were it not for the special exclusion af-
forded by Section 884(d)(2)(A), such income
would be included in effectively connected earn-
ings and profits, Sec Reg. 1.312-6(b)} and note 4,
supra.

8 Conference Report, supra note 3 at 11-647.

# Section 884(b)(2). New Section 864(cHTY
which treats gain on the disposition of former
U.S. business property aseffectively connected if
the disposition occurs within ten years of the
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cessation, may provide a convenient further de-
ferral.

1 See Reg. 1.882-5(b)(2).

1 Sections 871(h} and 881(c).

2 Sections 871()(2)(A) aad 871{)(3).

13 See Section 861(a)(1XC) {prior o its
amendment by the 1986 Act).

14 Reg. 1.882.5.

18 Section 881(a); Conference Report, supra
note 3 at 11-648. The Conference Report con-
templates that Regulations will prescribe rules
that may treat excess interest as having been
incurred on each type of external borrowing by
the foreign corporation. /4. at 11-649. As so
trealed, all or & portion thereof may be exempt
from the 30% tax pursuant to a specific Code
provision. See Sections 871¢(h) and 871()(2}(A).

18 Conference Report, supra note 3 at [1-648.

7 See Sections 861(a)(1) and BR4(N(1). Cf.
Section 884(){2} (defining effectively connected
income for purposes of Section 884(f) as includ-
ing income considered to be effectively con-
nected),

18 Conference Report, supra note 3 at 11-648,

12 But, of course, the revised “80:20° rule of

Section 861(a)(1)(B) is not to apply to the fic-
tional U.8. corporation, whereas it could apply
to an actual U8, corporation.

20 Cf. Section 163(e}3).

21 Cf. Section 163(e)(3).

22 While the example illustrates the case of a
zero coupoen bond, the same result would appear
to obtain to the extent of any interest not
currenily payable, regardless of whether such
deferred obligation gives rise to QID,

2 See, ¢.g., U.S. Model Income Tax Conven-
tion, Article 24(3); U.8.-Canada Income Tax
Convention, Article XXV{(6).

24 See, e.g., U.S.-U. K. Income Tax Conven-

tion, Article 7(1); U.S.-Canada Income Tax
Convention, Article VII{I}.

¥ See Section 883(¢)(4) and discussion, infra.

% Scction 884(e){1); Conference Report,supra
note 3 at 11-650,

27 Conference Report, supra note 3 at 11-650,

28 Conference Report, supra note 3 at
11-648-9. The referencein the Conference Report
to 4 specific treaty exemption may imply that it
is intended that a reduced rate under an interest
provision is to apply to excess interest.




of course, conflict with existing
treaties. For example, nondiscrimina-
tion provisions of treaties generally
preclude the imposition of taxes on
the business income of treaty residents
which are more onerous than taxes
imposed on similar activities of U.S,
persons.2® Similarly, tax treaties typi-
cally prohibit the U.S. from taxing
business profits of a treaty resident
unless the treaty resident has a perma-
nent establishment in the U8, to
which such income is aftributable 24

Qualified Residents, In general, the
new provisions do not override con-
flicting treaty provisions in the case of
“qualified residents.”23 Thus, aforeign
corporation that maintains a perma-
nent establishment in the U.S. and isa
qualified resident of a country that has
a treaty nondiscrimination provision
similar to Article 24(3) of the U.S.
Model Income Tax Convention will
not be subject to the BPT with respect
to its E & P which are attributable to
its U.S. permanent establishment
whether or not the treaty allows a
secondary withholding tax on divi-
dends; nor would such a foreign cor-
poration appear to be subject to the
branch level tax on excess interest .28

Where the taxation of a U.S. per-
manent establishment is not at issue,
the entitlement to an exemption from
the BPT and branch level taxes on
excess interest under a treaty provision
similar to Article 24(3) may be more
problematic. However, it is intended
that a foreign corporation that is en-
gaged in a U.S. trade or business but
is exempt from U.S, income tax on its
business profits because it has no U.S.
permanent establishment will not be
subject to the BPT with respect to
such income (even though such in-

come would otherwise be included in |

effectively connected earnings and
profits} if it is a qualified resident.2?
While, as a matter of policy, it would
seem that the foregoing principle
should carry over to the branch level
tax on excess interesf, it is unclear
whether this is the intention?8
Nongqualified Residents. By contrast,
a treaty resident that is not a qualified
resident will be subject to BPT on its
business profits even though exempt
under a treaty business profits clause
from income tax thereon,?® and even
though it would otherwise be entitled
to nondiscriminatory treatment under
the treaty. However, a treaty provision

that bars the imposition of the BPT
will not be overridden unless the treaty
does not permit a secondary withhold-
ing tax.39 If the treaty allowed a sec-
ond level dividend withholding tax to
be imposed on U.S. source dividends
paid by such corporation, the foreign
corporation would nevertheless be ex-
empt from the BPT under Section
884{e)(1)(B).3! This raises several is-
sues,

Issues to Be Considered. In the event
the treaty in question permits a sec-
ondary withholding tax on dividend
payments onaly if an income threshold
of greater than 25% is met,3 the issue
arises as to whether the treaty permits
a withholding tax within the meaning
of Section 884(e)(1)(B). While the
Conference Report is silent on the
issue, the Senate Report3® indicates
that conditions for the imposition of a
secondary withholding tax such as the
imposition of a 50% income thresh-
old®® would be construed as per-
mitting a secondary withholding tax if
the conditions were met, but presum-
ably would not be so considered if the
conditions were not met,

Even more difficult questions ariseif
the treaty provision permits a second-
ary withholding tax only with respect
to distributions to third country resi-
dents 3 Consider, forexample, a Swiss
corporation owned in part by Swiss
residents and in part by third country
residents. While the Swiss treaty would
permit a secondary withhoiding tax on
dividends paid to non-Swiss residents,
it would preclude the secondary with-

holding tax on dividends paid to the

Swiss resident shareholders. Thus,
under a ireaty containing a similar
provision, it is not clear if the BPT
would be imposed on the portion of
the DEA equal to the percentage of
treaty country ownership or on the
entire PEA. Finally, a foreign corpo-
ration not exempt from the BPT
under a treaty, would not be required
to withhold any tax on dividend pay-
ments under Section 884{e)(3).38

A nondiscrimination provision of a
treaty apparently will not prevent the
application to a nonqualified resident
of the branch level tax on excess in-
terest. Nor will any other provision of
a treaty reduce or eliminate the tax
imposed under Section 881{a) with re-
spect to U.S. source interest paid by a
trade or business in the U.S. or with
respect {0 excess interest and received
or deemed to be received by a foreign
corporation unless such foreign corpo-
ration were a qualified resident.3?

Application of the Statute to Spe-
cific Treaty Provisions. Consider the
case of a Netherlands Antilies corpo-
ration which is not a qualified resident
of the Netherlands Antilles, the U.S,
trade or business of which makes an
interest payment to a non-U.S. person.
Such interest payment would be con-
sidered to be U.S. source income.
Article X11 of the current Netherlands
Antilles treaty precludestheimposition
of any U.S. income tax or withholding
on interest or dividend payments to a
foreign person.

* Apparently, Section 884(e)(3)(B)(i)
was infended to prevent the Antilles
corporation in the above illustration

Exhibit 1:
Balance Sheet of F as of 12/31/87 and 12/31/88

Increase/
1987 1988 decrease
U.S. assets
Cash $ 8000 $ 14,600 $6,600
Building net of
depreciation 307,125 209,250 { 7,875)
Total assets $315,125 $313,850 ($1,275)
U.S. liabilities
Income Tax $ 8,000 $ 6,800 $1,200)
BPT ¢ 6,600 6,600
Total liabilities 8,000 13,400 5,400
U.S. net equity $307,125 $300,450 {$6,675)
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from claiming the benefits of its own
treaty. Significantly, the provision in
the treaty which Section 884(e)(3}(B)(i)
was designed to override confers a
benefit on the third country resident
that is the recipient of the interest
payment — a person not covered by
this provision. However, that person
appears io be covered by Section
B84(e)(3UB)(i). The latter provision,
apparently, does not permit a treaty
resident that is not a qualified resident
to claim the benefits of its own treaty
with respect to the receipt of United
States source interest income actually
paid by another foreign corporation

whether or not for other purposes

such income may be considered as
having been paid by a domestic cor-
poration,

Somewhat more obscure is the ap-
plication of Section 884(e)(3)(B) to
dividends. A foreign corporation not
exempt from the BPT as a result of a
treaty is not required to deduct or
withhold a tax on its actual dividend
payments, A nonqualified treaty resi-
dent either is subject to the BPT (be-
cause the treaty does not permit a
secondary withholding tax) or is sub-
ject to the secondary withholding tax.
In either case Section 884(e)(3)B)(i)
would not seem to have any applica-
tion to the payment of dividends. Sec-
tion 884(e)}B)(ii), however, does ap-
pear to apply to the recipient of a
U.S. source dividend paid by another
foreign corporation,

The following examples illustrate
some of the results that follow under
the Netherlands Treaty {rom classifica-
tion of a foreign corporation as a
treaty shopper.

ExampLe 50 N, a treaty shopper
Dutch corporation is engaged in a
U.S. trade or business but does not
maintain a permanent establishment
in the U.S, It realizes $1,000 of “‘ef-
fectively connected” gross income
from U.5. sources in its first taxable
year beginning after 1986. It has re-
lated expenses of $950 attributable to
salaries payable to its principals (as-
sumed to be reasonable in amount)
for services performed by them
outside the U.S8, However, such
salaries are deferred,

1. N is not subject to Federal
income tax because of Article 1I(1)
of the U.S.-Netherlands treaty,

2, However, since exempt business

profits are includable as effectively
connected earnings and profits in
cases of treaty shopping, N is subject
to BPT on §1,000. The $950 salary
expense is deductible only when paid
under Section 404,

ExampLe 6: N, a treaty shopper
Dutch corporation, is engaged in a
U.S. trade or business through a
permanent establishment, A nondis-
crimination provision of the treaty
should ordinarily prevent the appli-
cation of the BPT to a Dutch corpo-
ration. However, sinee Article X11 of
the treaty prevents the application of
a U.S. withholding tax, the BPT will
be imposed pursuant to Section
884{e}(1)(B).

In the case of a qualified resident
of a treaty country that is subject to
the BPT (for example, because the
treaty does not have an appropriate
nondiscrimination article), the 30%
rate generally applicable will be re-
placed by the rate of tax specified in
such treaty on branch profits,3® or if
no such rate is specified, the rate
applicable will be the rate of tax
which may be imposed on dividends
paid by a wholly owned domestic
subsidiary corporation according to
Section 884{(e)(2)}(A). Furthermore,
where a treaty provides for a branch
profits tax, any limitation in such
trealy with respect to the imposition
of such tax applies to the BPT im-
posed on a gqualified resident.

The U.S.-Canada Income Tax
Convention (the “‘Convention’) is
one of the few treaties which has a
specific provision dealing with
branch profits, Articie X(6) of the
Convention specifically overrides Ar-
ticle XXV(6) (the nondiscrimination
provision of the Convention) to the
extent the latter provision would bar
a tax permitted by the former. In
this connection, Article X(6) specifi-
cally authorizes a branch profits tax
imposed on the earnings of a Cana-
dian corporation which are attribut-
able t0 a U.S. permanent establish-
ment, but apparently does not
authorize a branch profits tax im-
posed on income which is not so
atiributable. In the case of earnings
thal are attributable to a U.S. per-
manent establishment, Article X(6)
literally authorizes only a branch
profits tax of 10% of the base set
forth in that provision,®® a limitation
of the type to which the BPT will

defer (except for treaty shopping
cases). Thus, it appears fairly clear
that with respect to earnings and
profits attributable to a U.S, perma-
nent establishment, Article X(6) of
the Convention will permit the BPT
but will Jimit the tax to 10% of the
prescribed base. It also appears rea-
sonably clear that Article X(6) does
not authorize a branch level tax on
excess interest as the latter term does
not appear to come within the defi-
nition of “earnings;” nor would a
branch level tax on excess interest
appear to be permitted by Article
XXV(6} of the Convention where the
taxation of a United States perma-
nent establishment is at issue.

This result should be contrasted
with that of a non-treaty shopper
foreign corporation resident in a
country whose treaty with the U.S,
does not have a branch profits provi-
sion, and has a nondiscriminatory
provision barring such a tax. Thus, a
qualified resident of the Netherlands
with a U8, permanent establishment
would not be subject to the BPT at
all because of the nondiscriminatory
provision of Article XXV(3).

A more difficuit issue arises in the
case where a Canadian corporation
engages in a U.S, trade or business,
but does not maintain a permanent
establishment. To the extent the in-
come in question constitules income
exempt under Article VII(1), it is
intended that such income would not
be subject to the BPT, except in
treaty shopping cases. The issue may
arise, however, with respect to in-
come that is not exempt under Arti-
cle VII(1) such as, for example, in-
terest, or real property income or
gain. Literally, Article XXV(6)
would have no application since the
taxation of the income of a perma-
nent establishment is not in issue,
Article X(6) does not appear to au-
thorize any branch profits tax ap-
plicable to earnings that are not at-
tributable to a permanent
establishment and, except to the ex-
tent authorized by Article X{6), Arti-
cle X(5) appears to specifically
preciude a second level tax, such as
the BPT, imposed on undistributed
earnings which are not attributable
to a permanent establishment in the
U.S.

However, there may well be a
technical difficulty in concluding




that Article X(5) precludes branch
level taxes on excess interest because
such taxes are noi imposed on un-
distributed profits, but rather are im-
posed on notional interest income,
and as such may not be covered by
the Convention® let alone Article
X(5) thereof. Thus, while it may be
difficult to conceive of the policy
reason for permitting a branch level
tax on excess interest where a tax on
undistributed profits could not be
imposed, it is unclear how the Regu-
lations will deal with the issue, if at
all. Indeed, the Regulations may
take the position that a 15% rate
(under Article XI(2}) is to apply to
excess interest in these circum-
stances 81

Further, even if a branch profits
provision of the type referred io
above could be interpreted as
prohibiting a branch level tax on
excess interest, few treaties contain
such a clause. In certain cases
treaties exempt interest from U.S,
taxation where there is no permanent
establishment, e.g,, the Netherlands
and the U.XK. treaties, and it may
well be that taxation of excess inter-
est will similarly be exempt. How-
ever, many treaties do not eliminate
U.S. taxation of interest, e.g., the
treaties with Canada, Japan, Switzesr-
land, and Australia. The treatment
of excess interest with respect to
nontreaty shoppers must be clarified
in these cases.

Qualifled Resldents

and Treaty Shopping

Whether a foreign corporation is a
qualified resident of a treaty country is
of considerable significance. While a
qualified resident is entitled to claim

the benefits of a treaty provision |

which is inconsistent with the BPT, a

treaty resident which is not a qualified |

resident is entitled only to the limited
treaty relief afforded under Section
884(e){ 1)(B).

A “qualified resident” must first be
a resident of the foreign treaty country
within the meaning of the treaty under
which it is claiming treaty benefits,
Qualifying as a resident within the
meaning of the treaty is not enough,
however: for a foreign corporation to
be a qualified resident either it must
meet both a stock ownership and an
income test, or its shares must be
primarily and regularly traded on an

established securities market in the
fareign country.

Tests to Be a Qualified Resident.
According 1o Section 884(e)(4)}A)i), a
foreign corporation meets the stock
ownership test if at least 50% of the
valug of its shares are beneficially
owned directly or indirectly by indi-
viduals who are resident in such for-
eign couniry, or are citizens or resi-
dents of the U.S. In determining
ownership for this purpose, stock
owned directly or indirectly by or for
a corporation, partnership, estate or
trust will be considered as owned pro-
portionately by their shareholders,
partners or beneficiaries. Thus, for ex-
ample, a Canadian corporation the
shares of which are owned 40% by
Canadian individual residents, and
60% by a U.S. corporation which is
owned by Dutch citizens, will not
meet the stock ownership test.

A foreign corporation that is a resi-
dent of a treaty country which meets
the stock ownership test must still pass
an income test. Under that test, if 50%
or more of its income is used (directly
or indirectly) to meet liabilities to per-
sons who are not residents of the
foreign country or the U.S., the for-
eign corporation is presumed to be a
treaty shopper pursuant to Section
884(e)4) A)(ii) unlesssuch foreigncor-
poration can satisfy the Treasury that
it should be entitled to treaty bene-
fits 42

The income test may lead to odd
results, Consider C, a large Canadian
corporation owned 100% by one indi-

vidua! Canadian resident. Cisengaged
in business in ten jurisdictions, includ-
ing the U.S. and Canada, in each case
through a permanent establishment,
C’'s operations in each of the ten juris-
dictions are equal in size, C's profits
are earned equally in the ten jurisdic-
tions and C incurs expenses of equal
amount in each of the jurisdictions.
C’s expenses are equal to 70% of its
gross income. Since 80% of the ex-
penses are incurred outside of the U.S,
and Canada and since expenses equal
70% of income, expenses incurred
outside of the .S, and Canada equal
56% of its total income. In such case,
C literally would be considered to be a
treaty shopper since 50% or more of
its income is used to meet liabilities to
persons who are neither Canadian res-
idents nor U.S. residents.?3 However,
it is unclear that such a result is in-
tended.

To meet the publicly traded ex-
ception, Section 884(e}(4)(B) requires
that stock of the foreign corporation
{or its parent organized in the same
jurisdiction) must be primarily and
regutarly traded on an established se-
curities market in the foreign country.
Thus, returning to the previous exam-
ple, if the shares of the Canadian
corporation were primarily and regu-
larly traded only on the New York
Stock Exchange, the test would not be
met, but if its shares were so traded
on an established securities market in
Canada, the test would be met. More-
over, public trading of the shares of
the U.S. corporate stockholder would

8 Conference Report, supra note 3 at [1-650.

3 See e.g., U.S.-Nethertands Income Tax
Caonvention, Article XII; U.8.-Netherlands Anti-
lles Income Tax Convention, Article XII;
U.S.-Japan Income Tax Convention, Article
&(1); U.S.-Korea Income Tax Convention, Arti-
cle 6(1) U.S.-Italy Income Tax Convention,
Articte 10(5),

A See, e.p., U.S. Model Income Tax Conven-
tion, Article 10(5).

32 See,e.g., U.S.-France Income Tax Conven-
tion, Articles 13(1)(a), 9(4)(b)}(80%).

33 §. Rep't No. 99-313; 99th Cong., 2d Sess.
405 (1986).

34 See, e.g., U.S.-Canada Income Tax
Convention, Article 10(7); U.S. -Australia In-
come Tax Convention, Article 10(5)c).

38 See U.S.-Switzerland Income Tax Conven-
tion, Article XIV{l}. The Swiss treaty does not
contain a nondiscrimination provision that
wouid prevent the application of the BPT.

3 This rule seems to permit prior accumula-
tions of earnings and profits to be paid out
without withholding if in the year of payment

the payor is subject to the BPT. But see 8. Rep't
No. 99-313, supra note 33 at 407,

¥ Sections 884(f)(1) (last sentence) and
884(e)(3)(B)(ii); Conference Report, supranote3
at 11-649.

38 See U.S.-Canada Income Tax Convention,
Article X(6).

3 Article X(6) of the Convention permits a
branch profits tax on business profits attribut-
able to g U.S. permanent establishment which
exceed prior years' losses and $500,000 (Cana-
dign) and are not reinvested.

40 See U.8.-Canada Income Tax Convention,
ArticleH(2)(b); U.S. Treasury Department Tech-
nical Explanation of the Convention, 1| CCH-
Tax Treaties, §13t75 at 1249-126, 1249-127
(1984).

M However, were such a position to be main-
tained, it would appear to be by concession since
excess interest is not interest within the meaning
of that provision (Article XI{4)} nor any oiher
type of income described in the Convention. Cf.
Article XXIH.

%2 Section 884(e)(d)(C).
43 See Section 884(c)(ANA)i).
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not help even if those shares were
regularly traded in Canada,

Conclusion

In light of the new branch level provi-
sions, foreign corporations will have to
reconsider the manner in which they
conduct U8, business activities, For
example, in certain circumstances, it
may be more beneficial to contribute
the assets of a U.S. branch to a U.S,
corporation prior to a sale of the U8,
branch’s principal assets so as to avoid
a significant additional tax under the
BPT provisions,

On the other hand, it may still be
advisable to carry on business opera-
tions through a foreign corporation.
Foreign corporations may also have to

consider repaying or otherwise refi-
nancing debt, the interest on which
would be subject to a withholding tax
under the new rules or the payment
provisions of which would cause the
corporations to be treated as treaty
shoppers. In cases where it is decided
that doing business through a foreign
rather than a domestic corporation is
preferable, consideration must also be
given to avoiding the new excess inter-
est rules.

Moreover, consideration must be
given to the new partnership with-
hoiding rules of Section 1446, and
provisions of the 1986 Act other than
the branch level tax which will affect
the taxation of foreign corporations
doing business in the U.S. *

IRS announcd that

it will grant reile?

with regard to the
product grouping rules.
{Notice)

The IRS has announced that it will

grant relief under Section 7805(b) with
regard to the product grouping rules
of the final Regulations under Section
936(h), which were published in the
Federal Register on 6/13/86. Notice
86-9, IRB 1986-35.

Form 5471 revised to reflect
transactlons between forelgn
corporations with commeon U.S.
owner. (Ann,)

The Service has revised Form 5471,
Information Return With Respect to
a Foreign Corporation, to reflect a
new regulatory requirement under
Section 6038. U.S. taxpayers who
control more than one foreign cor-
poration must now report transac-
tions between the corporations on
Schedule M (Form 5471). Ann.
86-77, IRB 1986-24,

Form 926 revised.

(Ann.)

Form 926, Return by a Transferor of
Property to a Foreign Corporation,
Foreign Estate or Trust, or Foreign
Partnership, has been revised to re-
flect Temp. Reg. 1.6038B-1T. That
Regulation provides that in cases of
Section 367 transfers, information
concerning the transfer must be
made available to the Service. Infor-

10

mation concerning the identity of the
transferor and transferee, a descrip-
tion of the property transferred, the
amount of consideration received,
and use of the property must now be
provided. This information must be
attached to Form 926 and filed with
the income tax return. Aan. 86-79,
IRB 1986-26.

Computation of forelgn tax
cradit determined. (TC)

Taxpayer, a U.S. citizen residing
and working in Germany, received
foreign source income and paid Ger-
man income taxes. He also received
incentive payments for working in
Berlin, although this pay was not
includable in income for purposes of
German income tax. The taxpayer
did not report the incentive pay-
ments on his U.S. income tax re-
turns and claimed the foreign tax
credit by taking into account all
taxes he paid fo Germany., The IRS
determined the incentive payments
were includable in gross income,
and, alternatively, they reduced his
allowable foreign tax credit.

Held: For Commissioner (in part).
Since the incentive payments did not
lead to any reduction or rebate in
German taxes, the taxpayer was cor-
rect to take into account all taxes he
paid to Germany in computing his
foreign credit. However, the incen-
tive payments are includable in the
taxpayer’s gross income and are not
exempt from taxation under the

U.S.-Germany tax treaty since the
treaty is designed to prevent double
taxation and these amounts were not
taxed in Germany. Nor were the
payments compensation for services
exempt from U.S. tax under the
terms of the treaty. Foley, Jr., 87 TC
No. 35.

U.S. citizen subject to self
employmeny tax on Canadian
earnings. (TC)

Taxpayer, a minister and citizen of the
United States who resided in Canada,
did not pay any U.S. self-employment
tax on his U.S. or Canadian earnings.
The Service determined that he was
subject to the tax on the earnings from
both jurisdictions. The taxpayer con-
tended that he was entitled to relief
under Section 7852(d) by which the
Code is inapplicable where it conflicts
with a treaty. The IRS said that the
taxpayer was not exempt under the
treaty.

Held: For the Commissioner. Un-
less a provision in a treaty specifi-
cally exempts a taxpayer from a sav-
ings clause in a treaty, a signatory
reserves its right to tax its citizens as
if the treaty did not exist. Since per-
sonal services are not specifically ex-
cepted under the treaty, the tax-
payer's earnings are taxable in the
U.8., and he is subject to self-
employment tax. Duncan, 86 TC
No. 58.

Pubtlcation concerning

information on U.S.-Canada

Tax Trealy avallable. (Ann.)
Publication 597, Information on the
United States—Canada Income Tax
Treaty, is now available. The docu-
ment provides the text of the treaty
and an explanation. The explanatory
text is directed to U.S. citizens and
residents who receive Canadian
source income. Ann. 86-81, IRB
1986-26.

Form 8404 to determine Inter-
est charge on DISC-reiated
deterred tax liability. (Ann.)

The Service has provided new Form
8404 for use by shareholders of in-
terest charge domestic international
sales corporations (1C-DISCs) to de-
termine the interest charge on
DISC-related deferred tax liability
based on the deferred DISC income.
Ann. 86-44, IRB 1986-14.





