CHAPTER 10
INTERNATIONAL TAXATION 

Chapter Outline
I.
Taxes are one of the most significant costs incurred by business enterprises.  Taxes can be an important factor in making decisions related to foreign operations including: in which country should an operation be located, what should its legal form be, and should it be financed with debt or equity.  

II.
The two major types of taxes imposed on profits earned by companies with foreign operations are income taxes and withholding taxes.


A.
Most countries have a national corporate income tax rate that varies between 20% and 40%.  Countries with no or very low corporate taxation are known as tax havens.  MNCs often attempt to use operations in tax haven countries to minimize their worldwide tax burden.

B.
Withholding taxes are imposed on payments made to foreigners in the form of dividends, interest, and royalties. Withholding rates vary across countries and often vary by type of payment within one country.  Differences in withholding rates provide tax planning opportunities for the location or nature of a foreign operation.

III.
Tax jurisdiction over income is an important issue. Two factors determine which country will tax which income: (a) whether a country uses a worldwide or territorial approach to taxation, and (b) whether a country taxes on the basis of source of income, residence of the taxpayer, and/or citizenship of the taxpayer. 


A.
Most countries, including the U.S., tax income on a worldwide basis.  The U.S. also taxes on the basis of source, residence, and citizenship.  


B.
Overlapping tax jurisdictions results in double taxation.  For example, the income earned by a foreign branch of a U.S. company is subject to taxation both in the foreign country and in the U.S. 
IV.
Most countries provide relief from double taxation through foreign tax credits.  Foreign tax credits are the reduction in tax liability on income in one country for the taxes already paid on that income in another country.  

A.
Foreign tax credits allowed by the home country generally are limited to the amount of taxes that would have been paid if the income had been earned in the home country.

B.
The excess of taxes paid to a foreign country over the foreign tax credit allowed by the home country is an excess foreign tax credit.  In the United States, an excess FTC may be carried back one year and carried forward ten years to reduce taxes otherwise payable on foreign source income.

C.
In the U.S., foreign source income must be allocated to different FTC baskets.  The excess FTC from one basket may not be used to reduce the tax liability related to another basket. In 2007, the number of FTC baskets will be reduced from nine to two – a general income basket and a passive income basket.

V.
Income earned by a foreign branch is taxable in the United States currently, whereas income earned by a foreign subsidiary generally is taxable in the United States only when received by the parent as a dividend.  


A.
However, income earned by a controlled foreign corporation (CFC) that can be moved easily from one country to another (Subpart F income) is taxed in the U.S. currently, regardless of whether it has been distributed as a dividend or not.


B.
The rule that Subpart F income is taxed currently does not apply if it is earned in a country with a corporate income tax rate at least equal to 90% of the U.S. rate.

VI.
U.S. tax treatment of foreign source income is determined by several factors: (1) the legal form of the foreign operation (branch or subsidiary), (2) the percentage owned by U.S. taxpayers (CFC or not), (3) the foreign tax rate (tax haven or not), and (4) the nature of the foreign source income (Subpart F or not; appropriate FTC basket). 


VII.
Tax treaties between two countries govern the way in which individuals and companies living in or doing business in the partner country are to be taxed by that country.  

A.
Most tax treaties include a reduction in withholding tax rates.  

B.
The U.S. model treaty reduces withholding taxes to zero on interest and royalties and 15% on dividends.  However, these guidelines often are not followed.

VIII.
Foreign source income must be translated into home country currency for home country taxation purposes.


A.
Under U.S. law, foreign branch net income is translated into US$ using the average exchange rate for the year and then grossed-up by adding taxes paid to the foreign government translated at the exchange rate at the date of payment.

B.
When branch income is repatriated to the home office, any difference in the exchange rate used to originally translate the income and the exchange rate at the date of repatriation creates a taxable foreign exchange gain or loss.

C.
Dividends received from a foreign subsidiary are translated into US$ using the spot  rate at the date of distribution and grossed-up by adding taxes deemed paid translated at the spot rate at the date of payment.

IX.
Many countries provide tax incentives, such as tax holidays, to attract foreign investment.

A.
Tax holidays can provide a significant benefit to MNCs as long as the income earned in the foreign country is not repatriated back to the parent.  Upon repatriation, the foreign income becomes taxable in the home country and there is no offsetting foreign tax credit because no foreign taxes were paid. 



B.
Some home countries grant tax sparing for their companies who invest in developing countries, which provides a foreign tax credit for the amount of taxes that would have been paid to the foreign government if there were no tax holiday. 


X.
The U.S. has provided a variety of tax incentives to export over the years – Domestic International Sales Corporation (DISC), Foreign Sales Corporation (FSC), and Extraterritorial Income Exclusion Act (ETI).

A.
U.S. trading partners, especially in the European Union, have objected to each of these export incentive regimes for violating international trade agreements. 


B.
The American Job Creation Act of 2004 repealed the ETI provisions and instead allows companies to deduct a percentage of domestic manufacturing income from taxable income.  Manufacturing firms receive this deduction whether they export or not.  
Answers to Questions
1.
MNCs can finance their foreign operations by making capital contributions (equity) or through loans (debt).  Cash flows generated by a foreign operation can be repatriated back to the MNC either by making dividend payments (on equity financing) or interest payments (on debt financing).  Countries often impose a withholding tax on dividend and interest payments made to foreigners.  Withholding tax rates within a country can differ by type of payment.  When this is the case, the MNC may wish to use more of one type of financing than the other because of the positive impact on cash flows back to the MNC.

2.
In some countries, local governments impose a separate tax on business income in addition to that levied by the national government.  For example, the national tax rate in Switzerland is 9.8%, but additional local taxes range from approximately 6% to 33%.  A company located in Zurich can expect to pay an effective tax rate of 25.1% to local and federal governments. Corporate income tax rates imposed by individual states in the U.S. vary from 0% (e.g., South Dakota) to 12% (Pennsylvania).

3.
Tax havens are tax jurisdictions with abnormally low corporate income tax rates or no corporate income tax at all. Tax havens include the Bahamas, which has no corporate income tax, and Liechtenstein, which has tax rates ranging from 7.5% - 15%; and the Channel Islands of Jersey and Guernsey, which have a tax rate of 2% for “international business companies.”  


A company involved in international business might establish an operation in a tax haven to avoid paying taxes in one or more countries in which the company operates.  For example, assume a German company manufactures a product for $70 per unit that it exports to a customer in Mexico at a sales price of $100 per unit.  The $30 of profit earned on each unit is subject to the German corporate tax rate of 42.8%.  The German manufacturer could take advantage of the fact that there is no corporate income tax in the Bahamas by establishing a sales subsidiary there that it uses as a conduit for export sales.  The German parent company would then sell product to its Bahamian sales subsidiary at a price of, say, $80 per unit, and the Bahamian sales subsidiary would turn around and sell the product to the customer in Mexico at $100 per unit.  In this way, only $10 of the total profit is earned in Germany and subject to German income tax; $20 of the $30 total profit is recorded in the Bahamas upon which no income tax is paid.

4.
Under the worldwide approach to taxation, all income of a resident of a country or a company incorporated in a country is taxed by that country regardless of where the income is earned.  In other words, foreign source income is taxed by the country of residence.  Under the territorial approach, only the income earned within the borders of the country (domestic source income) is taxed.

5.
The combination of a worldwide approach to taxation and the various bases for taxation can lead to overlapping tax jurisdictions that can lead to double or perhaps triple taxation.  For example, a U.S. citizen residing in Germany with investment income in Austria might be expected to pay taxes on the investment income to the U.S. (on the basis of citizenship), Germany (on the basis of residence), and Austria (on the basis of source).

6.
Three mechanisms that countries can use to provide companies relief from double taxation are:

· exempt foreign source income from taxation, in effect, adopt a territorial approach,

· allow the parent company to deduct the taxes paid to the foreign government from its taxable income, and

· provide the parent company with a credit for taxes paid to the foreign government.

7. 
U.S. companies are allowed either to (1) deduct all foreign taxes paid or (2) take a credit for foreign income taxes paid.  “Income” taxes include both income taxes and withholding taxes, but would exclude sales, excise, and other types of taxes not based on income.  If taxes other than income taxes are substantial, it is more advantageous for a company to take a tax deduction for all foreign taxes paid rather than a tax deduction for income taxes only.

8.
The U.S. treats foreign branches as U.S. residents for tax purposes and taxes foreign branch income currently. Foreign subsidiaries are not considered to be U.S. residents and foreign subsidiary income is taxes in the U.S. only when dividends are paid to the U.S. parent.

9. 
The maximum amount of foreign tax credit a U.S. company will be allowed to take related to income earned by a foreign operation is the lesser of the amount of actual taxes paid to the foreign government or the amount of U.S. income tax that would have been if the income had been earned in the United States.

10.
An excess foreign tax credit is created when the amount of taxes paid to the foreign government on foreign source income is greater than the amount of foreign tax credit allowed to be taken by the U.S. government.  This occurs when the effective tax rate paid to the foreign government (based on the income tax rate and withholding tax rate) exceeds the U.S. corporate income tax rate.  U.S. companies can use an excess foreign tax credit to offset additional taxes paid to the U.S. on foreign source income in years in which foreign tax rates are lower than the U.S. tax rate.  An excess FTC may be carried back two years – in which case the company applies for a refund of additional taxes paid to the U.S. on foreign source income in the previous two years - and carried forward five years – in which case the excess FTC is used to reduce future U.S. tax liability on foreign source income.   Current U.S. tax law restricts the use of excess FTC’s to the “basket” of income from which the excess FTC arises. 

11.
The excess FTC generated from one basket of income may only be carried back and carried forward to reduce the amount of additional U.S. tax liability on that basket of income.  The excess FTC from one basket may not be used to reduce the amount of additional U.S. tax liability related to a different basket.

12.
Tax treaties are bilateral agreements between two countries as to how companies and individuals from one country will be taxed when earning income in the other country.  Tax treaties are designed to facilitate international trade and investment by reducing tax barriers to the international flow of goods and services. One of the most important benefits provided in most tax treaties is a reduction in withholding tax rates for treaty partners.

13.
Treaty shopping is where a resident of Country A uses a corporation in Country B to get the benefit of Country B’s tax treaty with Country C, because there is no tax treaty between Country A and Country C.

14.
A controlled foreign corporation is any foreign corporation in which U.S. shareholders hold more than 50% of the combined voting power or fair market value of the stock. Only those U.S. persons (corporations, citizens or tax residents) directly or indirectly owning 10% or more of the stock are considered U.S. shareholders in determining whether the 50% threshold is met.  All majority-owned foreign subsidiaries of U.S.-based companies are CFCs.


Subpart F income is taxed currently similar to foreign branch income regardless of whether a dividend is received by the investor or not.  Subpart F of the U.S. Internal Revenue Code lists the income that will be treated in this fashion.
Subpart F income is income that is easily movable to a low-tax jurisdiction.  There are four types:


1.
income derived from insurance of U.S. risks,


2.
income from countries engaged in international boycotts,


3.
certain illegal payments, and


4.
foreign base company income.


Foreign base company income is the most important category of Subpart F income and includes:

· passive income such as interest, dividends, royalties, rents, and capital gains from sales of assets. 

· sales income, where the CFC makes sales outside of its country of incorporation. 

· service income, where the CFC performs services out of its country of  incorporation.  

· air and sea transportation income.

· oil and gas products income.

15.
Subpart F income of a controlled foreign corporation (CFC) is taxed currently (like foreign branch income).  The amount of CFC income currently taxable in the U.S. depends upon the percentage of CFC income generated from Subpart F activities.  Assuming that none of a CFC’s income is repatriated as a dividend:

· If Subpart F income is less than 5% of the CFC’s total income, then none of the CFC’s income will be taxed currently.

· If Subpart F income is between 5% and 70% of the CFC’s total income, then that percentage of the CFC’s income which is Subpart F income will be taxed currently.

· If Subpart F income is greater than 70% of the CFC’s total income, then 100% of the CFC’s income will be taxed currently.  

In addition, there is a safe harbor rule.  If the foreign tax rate is greater than 90% of the U.S. corporate income tax rate, then none of the CFC’s income is considered to be Subpart F income (even if that income otherwise falls under Subpart F)..  

16.
Determining the appropriate U.S. tax treatment of foreign source income can be quite complicated.  The four factors that determine the manner in which income earned by a foreign operation of a U.S. taxpayer will be taxed by the U.S. government are:

· legal form of the foreign operation (branch or subsidiary),

· percentage level of ownership (CFC or not),

· foreign tax rate (tax haven or not), and

· nature of the foreign source income (Subpart F or not) (appropriate FTC basket).

17.
Foreign branch net income is translated into US$ using the average exchange rate for the year. Foreign branch net income is then grossed-up by adding taxes paid to the foreign government translated at the exchange rate at the date of payment.  When branch income is repatriated to the home office and foreign currency is actually converted into US$, any difference in the exchange rate used to originally translate the income and the exchange rate at the date of repatriation creates a taxable foreign exchange gain or loss.  The foreign tax credit is determined by translating foreign taxes at the exchange rate at the date of payment. 


Unless Subpart F income is present, the income of a foreign subsidiary is not taxable until dividends are distributed to the U.S. parent.  At that time, the dividend is translated into US$ using the spot rate at the date of distribution. The dividend is grossed-up by adding taxes deemed paid on the dividend translated at the spot rate at the date of tax payment.  The US$ translated amount of taxes deemed paid is also used to determine the foreign tax credit

18.
U.S. trading partners argued that both the Domestic International Sales Corporation and the Foreign Sales Corporation provided tax subsidies for exports in violation of international trade agreements.

19.
The Foreign Earned Income Exclusion allows U.S. taxpayers to exclude a certain amount of foreign source income from U.S. taxable income.  The amount of the exclusion was $80,000 in 2002, and increases by the rate of inflation each year thereafter.

20.
To qualify for the Foreign Earned Income Exclusion U.S. taxpayers must:


1. have their tax home in a foreign country and 


2. meet either (a) a bona fide residence test or (b) a physical presence test.

Solutions to Exercises and Problems
1.
D
2.
C
3.
D
4.
D
5.
A
6.
B
7.
B
8.
B
9.
A
Overall FTC limitation = Foreign Source Taxable Income x U.S. Taxes before FTC






Worldwide Taxable Income





= $200,000/$500,000 x ($500,000 x 35%) =  $70,000

10.
D
11.
B
12.
C
13.

Total foreign source income = $150,000 + $225,000 = $375,000



Foreign taxes paid = $150,000 (.30) + $225,000 (.24) = $99,000



Overall FTC limitation = $375,000 x 35% = $131,250



FTC allowed = $99,000



Net U.S. tax liability = $131,250 - $99,000 = $32,250

14.  
	
	Foreign Branch
	
	
	

	
	Calculation of U.S. taxable income
	
	
	

	
	Pre-tax income
	5,000,000 
	
	

	
	Taxes paid (30%)
	1,500,000 
	
	

	
	Net income x average exchange rate
	3,500,000 
	1.45 
	5,075,000 

	
	Taxes paid x actual exchange rate
	1,500,000 
	1.30 
	1,950,000 

	
	Gain (loss) on repatriation
	2,000,000 
	(0.10)
	(200,000)

	
	U.S. taxable income
	
	
	6,825,000 

	
	
	
	
	

	
	Calculation of FTC allowed in U.S.
	
	
	

	
	(a) Foreign taxes paid in US$
	
	
	1,950,000 

	
	(b) Overall FTC limitation
	6,825,000 
	0.35 
	2,388,750 

	
	FTC allowed -- lesser of (a) and (b)
	
	
	1,950,000 

	
	
	
	
	

	
	Calculation of net U.S. tax liability
	
	
	

	
	U.S. taxable income
	
	
	6,825,000 

	
	U.S. tax before FTC
	
	
	2,388,750 

	
	FTC allowed
	
	
	1,950,000 

	
	Net U.S. tax liability
	
	
	438,750 


15.
 

	
	Foreign Subsidiary
	
	
	

	
	Calculation of Grossed-up Dividend
	
	
	

	
	Dividend received
	2,000,000
	1.35
	2,700,000 

	
	Tax deemed paid*
	857,143 
	1.3
	1,114,286 

	
	Grossed-up dividend (U.S. taxable income)
	2,857,143
	
	3,814,286 

	
	* (Dividend / 1 - British tax rate) - Dividend  
	
	

	
	
	
	
	

	
	Calculation of FTC allowed in U.S.
	
	
	

	
	(a) Taxes deemed paid in US$
	
	
	1,114,286 

	
	(b) Overall FTC limitation
	3,814,286 
	0.35 
	1,335,000 

	
	FTC allowed -- lesser of (a) and (b)
	
	
	1,114,286 

	
	
	
	
	

	
	Calculation of net U.S. tax liability
	
	
	

	
	U.S. taxable income
	
	
	3,814,286 

	
	U.S. tax before FTC
	
	
	1,335,000 

	
	FTC allowed
	
	
	1,114,286 

	
	Net U.S. tax liability
	
	
	220,714 


16.
Mama Corporation


By purchasing finished goods from its parent company and selling those goods outside of the Bahamas, Bahamamama Ltd. generates foreign base company sales income, which is Subpart F income.  

a.
80% of Bahamamama’s income is subpart F income, so 100% of its income will be taxed currently in the United States.


U.S. taxable income is $100,000 [100% x $100,000].

b.
60% of Bahamamama’s income is subpart F income, so 60% of its income will be taxed currently in the United States.



In addition, of the 40% of Bahamamama’s income that is not Subpart F income, 50% is distributed as a dividend, which is also taxable currently in the United States.


U.S. taxable income is $80,000 [(60% x $100,000) + (40% x $100,000 x 50%)].    

17.
Lionais Company

	
	Calculation of Home Country Tax Liability 
	
	

	
	
	Deduction
	Credit
	

	
	Foreign source income
	500,000 
	500,000 
	

	
	Deduction for all foreign taxes paid
	250,000 
	0 
	

	
	Home taxable income
	250,000 
	500,000 
	

	
	Income tax rate
	40%
	40%
	

	
	Income tax before FTC
	100,000 
	200,000 
	

	
	FTC allowed*
	0 
	150,000 
	

	
	Net home country tax liability
	100,000 
	50,000 
	

	
	
	
	
	

	
	* Calculation of FTC allowed
	
	
	

	
	(a) Actual foreign taxes paid
	500,000 
	0.3
	150,000 

	
	(b) Overall FTC limitation
	500,000 
	0.4
	200,000 

	
	FTC allowed -- lesser of (a) and (b)
	
	
	150,000 



Lionais would be better off taking the foreign tax credit.

18.
Avioco Limited

	
	Foreign source income
	200,000 
	
	

	
	Home country income tax rate
	20%
	
	

	
	Income tax before FTC
	40,000 
	
	

	
	FTC allowed*
	39,500 
	
	

	
	Net home country tax liability
	500 
	
	

	
	
	
	
	

	
	* Calculation of FTC allowed
	
	
	

	
	(a) Actual foreign taxes paid
	17,500 
	22,000 
	39,500 

	
	(b) Overall FTC limitation
	200,000 
	0.2
	40,000 

	
	FTC allowed -- lesser of (a) and (b)
	
	
	39,500 


19.
Daisan Company

	
	
	France
	Spain
	Sweden

	
	Income before tax
	1,000,000 
	1,000,000 
	1,000,000 

	
	Income tax rate
	34.33%
	35%
	28%

	
	Income tax 
	343,300 
	350,000 
	280,000 

	
	Net income
	656,700 
	650,000 
	720,000 

	
	Dividend withholding tax rate
	25%
	25%
	30%

	
	Withholding tax
	164,175 
	162,500 
	216,000 

	a.
	Net dividend  
	492,525 
	487,500 
	504,000 



b. Daisan should locate its operation in Sweden.

20. Pendleton Company


a. Singapore generates sales from manufacturing and sales (Basket 9) and Japan generates financial services income (Basket 3).  The excess FTC on Basket 3 income can be carried back and carried forward only to reduce taxes paid to the U.S. on Basket 3 income in the past two years or in the next five years.  It cannot be used to pay the U.S. tax liability on Basket 9 income. 

	
	
	Basket 9
	Basket 3

	
	
	Singapore
	Japan

	
	Income before tax
	200,000
	100,000

	
	Income tax rate
	22%
	42%

	
	Income tax 
	44,000
	42,000

	
	Net income
	156,000
	58,000

	
	Dividend withholding tax rate
	0%
	10%

	
	Withholding tax
	0
	5,800

	
	Net dividend
	156,000
	52,200


	
	Calculation of FTC 
	
	

	
	Net dividend
	156,000 
	52,200 

	
	Taxes deemed paid
	44,000 
	47,800 

	
	Grossed-up dividend
	200,000 
	100,000 

	
	U.S. tax rate
	35%
	35%

	
	U.S. tax before FTC
	70,000 
	35,000 

	
	FTC allowed*
	44,000 
	35,000 

	
	Net U.S. tax liability
	26,000 
	0 

	
	Excess FTC
	0 
	12,800 

	
	
	
	

	
	*Calculation of FTC allowed
	
	

	
	(a) Taxes deemed paid
	44,000 
	47,800 

	
	(b) Overall FTC limitation =
	70,000 
	35,000 

	
	      Grossed-up dividend 
	200,000
	100,000

	
	      x  U.S. tax rate
	35%
	35%

	
	FTC allowed -- lesser of (a) and (b)
	44,000 
	35,000 


b.
Singapore generates income from manufacturing and sales, and Japan generates income from sales and distribution, both of which are allocated to the “all other income” basket (Basket 9).

	
	
	Singapore
	Japan
	

	
	Income before tax
	200,000
	100,000
	

	
	Income tax rate
	22%
	42%
	

	
	Income tax 
	44,000
	42,000
	

	
	Net income
	156,000
	58,000
	

	
	Dividend withholding tax rate
	0%
	10%
	

	
	Withholding tax
	0
	5,800
	

	
	Net dividend
	156,000
	52,200
	


	
	Calculation of FTC 
	
	
	Basket 9

	
	Net dividend
	156,000 
	52,200 
	208,200 

	
	Taxes deemed paid
	44,000 
	47,800 
	91,800 

	
	Grossed-up dividend
	200,000 
	100,000 
	300,000 

	
	U.S. tax rate
	
	
	35%

	
	U.S. tax before FTC
	
	
	105,000 

	
	FTC allowed*
	
	
	91,800 

	
	Net U.S. tax liability
	
	
	13,200 

	
	Excess FTC
	
	
	0 

	
	
	
	
	

	
	*Calculation of FTC allowed
	
	
	

	
	(a) Taxes deemed paid
	
	
	91,800 

	
	(b) Overall FTC limitation =
	
	
	105,000 

	
	      Grossed-up dividend 
	
	
	300,000

	
	      x  U.S. tax rate
	
	
	35%

	
	FTC allowed -- lesser of (a) and (b)
	
	
	91,800 


21.
Eastwood Company

	
	Year 1
	X
	Y
	Z
	

	
	Pre-tax income
	100,000 
	150,000 
	200,000 
	

	
	Income tax rate
	50%
	25%
	36%
	

	
	Income taxes
	50,000 
	37,500 
	72,000 
	

	
	Net income
	50,000 
	112,500 
	128,000 
	

	
	Dividend rate (%)
	100%
	50%
	40%
	

	
	Dividend 
	50,000 
	56,250 
	51,200 
	

	
	Grossed-up dividend
	100,000 
	75,000 
	80,000 
	255,000 

	
	Taxes deemed paid
	50,000 
	18,750 
	28,800 
	97,550 


	
	Calculation of FTC allowed, excess FTC, and net U.S. tax liability
	

	
	Foreign source income
	255,000 
	
	
	

	
	U.S. income tax rate
	35%
	
	
	

	
	Income tax before FTC
	89,250 
	
	
	

	
	FTC allowed*
	89,250 
	
	
	

	
	U.S. tax liability
	0 
	
	
	

	
	Excess FTC
	8,300 
	
	
	

	
	
	
	
	
	

	
	* Calculation of FTC allowed
	
	
	

	
	(a) Foreign taxes deemed paid
	
	97,550 
	

	
	(b) Overall FTC limitation
	255,000 
	35%
	89,250 
	

	
	FTC allowed -- lesser of (a) and (b)
	
	89,250 
	

	
	
	
	
	
	


	
	Year 2
	X
	Y
	Z
	

	
	Pre-tax income
	100,000 
	150,000 
	200,000 
	

	
	Income tax rate
	50%
	25%
	30%
	

	
	Income taxes
	50,000 
	37,500 
	60,000 
	

	
	Net income
	50,000 
	112,500 
	140,000 
	

	
	Dividend rate (%)
	50%
	50%
	40%
	

	
	Dividend 
	25,000 
	56,250 
	56,000 
	

	
	Grossed-up dividend
	50,000 
	75,000 
	80,000 
	205,000 

	
	Taxes deemed paid
	25,000 
	18,750 
	24,000 
	67,750 


	
	Calculation of FTC allowed, excess FTC, and net U.S. tax liability
	

	
	Foreign source income
	205,000 
	
	
	

	
	U.S. income tax rate
	35%
	
	
	

	
	Income tax before FTC
	71,750 
	
	
	

	
	FTC allowed*
	67,750 
	
	
	

	
	U.S. tax liability before carryforward of excess FTC
	4,000 
	
	
	

	
	Excess FTC carryforward
	4,000 
	
	
	

	
	Net U.S. tax liability
	0 
	
	
	

	
	Excess FTC-Year 1
	4,300 
	
	
	

	
	Excess FTC-Year 2
	0 
	
	
	

	
	
	
	
	
	

	
	* Calculation of FTC allowed
	
	
	

	
	(a) Foreign taxes deemed paid
	
	67,750 
	

	
	(b) Overall FTC limitation
	205,000 
	35%
	71,750 
	

	
	FTC allowed -- lesser of (a) and (b)
	
	67,750 
	


	
	Year 3
	X
	Y
	Z
	

	
	Pre-tax income
	100,000 
	150,000 
	200,000 
	

	
	Income tax rate
	40%
	25%
	30%
	

	
	Income taxes
	40,000 
	37,500 
	60,000 
	

	
	Net income
	60,000 
	112,500 
	140,000 
	

	
	Dividend rate (%)
	50%
	50%
	100%
	

	
	Dividend 
	30,000 
	56,250 
	140,000 
	

	
	Grossed-up dividend
	50,000 
	75,000 
	200,000 
	325,000 

	
	Taxes deemed paid
	20,000 
	18,750 
	60,000 
	98,750 


	
	Calculation of FTC allowed, excess FTC, and net U.S. tax liability
	

	
	Foreign source income
	325,000 
	
	
	

	
	U.S. income tax rate
	35%
	
	
	

	
	Income tax before FTC
	113,750 
	
	
	

	
	FTC allowed*
	98,750 
	
	
	

	
	U.S. tax liability before carryforward of excess FTC
	15,000 
	
	
	

	
	Excess FTC carryforward
	4,300 
	
	
	

	
	Net U.S. tax liability
	10,700 
	
	
	

	
	Excess FTC-Year 1
	0 
	
	
	

	
	Excess FTC-Year 2
	0 
	
	
	

	
	Excess FTC-Year 3
	0 
	
	
	

	
	
	
	
	
	

	
	* Calculation of FTC allowed
	
	
	

	
	(a) Foreign taxes deemed paid
	
	98,750 
	

	
	(b) Overall FTC limitation
	325,000 
	35%
	113,750 
	

	
	FTC allowed -- lesser of (a) and (b)
	
	98,750 
	


	
	Summary
	Year 1
	Year 2
	Year 3

	
	(a) Foreign source income
	255,000 
	205,000 
	325,000 

	
	(b) FTC allowed
	89,250 
	67,750 
	98,750 

	
	(c) Excess FTC
	
	
	

	
	     from Year 1
	8,300 
	4,300 
	0 

	
	     from Year 2
	
	0 
	0 

	
	     from Year 3
	
	
	0 

	
	(d) Net U.S. tax liability
	0 
	0 
	10,700 


22.
Heraklion Company

a.
Ignoring tax treaty, investment alternative 3 results in the least amount of taxes paid to the Australian government.
	
	
	Investment Alternative

	
	Calculation of Interest Expense
	1 
	2 
	3 

	
	Total investment
	1,000,000 
	1,000,000 
	1,000,000 

	
	Equity %
	100%
	80%
	50%

	
	Loan %
	0%
	20%
	50%

	
	Equity amount
	1,000,000 
	800,000 
	500,000 

	
	Loan amount
	0 
	200,000 
	500,000 

	
	Interest rate
	5%
	5%
	5%

	
	Interest expense
	0 
	10,000 
	25,000 

	
	
	
	
	

	
	Calculation of Net Income
	
	
	

	
	Income before interest and taxes
	200,000 
	200,000 
	200,000 

	
	less: Interest expense
	0 
	10,000 
	25,000 

	
	Pre-tax income
	200,000 
	190,000 
	175,000 

	
	Income tax rate
	30%
	30%
	30%

	
	Income taxes
	60,000 
	57,000 
	52,500 

	
	Net income
	140,000 
	133,000 
	122,500 


	
	Cash Flows to Parent
	
	
	

	
	Dividends (100% x net income)
	140,000 
	133,000 
	122,500 

	
	Dividend w/h tax rate
	30%
	30%
	30%

	
	W/H tax on dividends
	42,000 
	39,900 
	36,750 

	
	Net dividends received
	98,000 
	93,100 
	85,750 

	
	
	
	
	

	
	Interest paid
	0 
	10,000 
	25,000 

	
	Interest w/h tax rate
	10%
	10%
	10%

	
	W/H tax on interest
	0 
	1,000 
	2,500 

	
	Net interest received
	0 
	9,000 
	22,500 

	
	
	
	
	

	
	Total taxes paid in Australia
	102,000
	97,900
	91,750

	
	Total cash flows received
	98,000 
	102,100 
	108,250 


b.
Even with the tax treaty that reduces the dividend withholding rate from 30% to 10%, investment alternative 3 still results in the least amount of taxes paid to the Australian government.

	
	
	Investment Alternative

	
	Calculation of Interest Expense
	1 
	2 
	3 

	
	Total investment
	1,000,000 
	1,000,000 
	1,000,000 

	
	Equity %
	100%
	80%
	50%

	
	Loan %
	0%
	20%
	50%

	
	Equity amount
	1,000,000 
	800,000 
	500,000 

	
	Loan amount
	0 
	200,000 
	500,000 

	
	Interest rate
	5%
	5%
	5%

	
	Interest expense
	0 
	10,000 
	25,000 

	
	
	
	
	

	
	Calculation of Net Income
	
	
	

	
	Income before interest and taxes
	200,000 
	200,000 
	200,000 

	
	less: Interest expense
	0 
	10,000 
	25,000 

	
	Pre-tax income
	200,000 
	190,000 
	175,000 

	
	Income tax rate
	30%
	30%
	30%

	
	Income taxes
	60,000 
	57,000 
	52,500 

	
	Net income
	140,000 
	133,000 
	122,500 


	
	Cash Flows to Parent
	
	
	

	
	Dividends (100% x net income)
	140,000 
	133,000 
	122,500 

	
	Dividend w/h tax rate
	10%
	10%
	10%

	
	W/H tax on dividends
	14,000 
	13,300 
	12,250 

	
	Net dividends received
	126,000 
	119,700 
	110,250 

	
	
	
	
	

	
	Interest paid
	0 
	10,000 
	25,000 

	
	Interest w/h tax rate
	10%
	10%
	10%

	
	W/H tax on interest
	0 
	1,000 
	2,500 

	
	Net interest received
	0 
	9,000 
	22,500 

	
	
	
	
	

	
	Total taxes paid in Australia
	74,000
	71,300
	67,250

	
	Total cash flows received
	126,000 
	128,700 
	132,750 


23. Albemarle Company and Bostwick Company

	
	
	Part 1
	Part 2

	
	
	Albemarle 
	Bostwick 

	
	Foreign Country
	Country B
	Country A

	
	Pre-tax income
	100,000 
	100,000 

	
	Income tax rate
	40%
	25%

	
	Income tax
	40,000 
	25,000 

	
	Net income
	60,000 
	75,000 

	
	Dividend payout rate
	50%
	50%

	
	Dividend paid to parent
	30,000 
	37,500 

	
	Dividend w/h tax rate
	10%
	10%

	
	Dividend w/h tax 
	3,000 
	3,750 

	
	Net dividend received by parent
	27,000 
	33,750 

	a.
	Total taxes paid in foreign country
	43,000 
	28,750 

	
	
	
	

	
	Home Country
	Country A
	Country B

	
	Foreign source income*
	50,000 
	50,000 

	
	Income tax rate
	25%
	40%

	
	Income tax before FTC
	12,500 
	20,000 

	
	FTC allowed**
	12,500 
	16,250 

	b.
	Net tax liability in home country
	0 
	3,750 

	
	
	
	

	
	Total taxes paid to A and B
	43,000 
	32,500 

	
	
	
	

	
	* Net dividend received by parent/(1-dividend w/h tax rate)/(1-income tax rate)

	
	
	
	

	
	** Calculation of FTC allowed:
	
	

	
	(a) Taxes deemed paid
	
	

	
	     Foreign source income 
	50,000 
	50,000 

	
	     Net dividend received by parent
	27,000 
	33,750 

	
	
	23,000 
	16,250 

	
	(b) Overall FTC limitation
	
	

	
	     Foreign source income
	50,000 
	50,000 

	
	     Home country income tax rate
	25%
	40%

	
	
	12,500 
	20,000 

	
	FTC allowed - lesser of (a) and (b)
	12,500 
	16,250 


24.
Intec Company – foreign subsidiary

	
	
	
	Exchange
	

	
	Calculation of U.S. Taxable Income in US$
	RMB
	Rate
	U.S.$

	
	Dividend received
	200,000
	0.118
	23,600 

	
	Tax deemed paid*
	98,507 
	0.12
	11,821 

	a.
	Grossed-up dividend (U.S. taxable income)
	298,507
	
	35,421 

	
	* (Dividend / 1 - Chinese tax rate) - Dividend  
	
	

	
	
	
	
	

	
	Calculation of FTC allowed in U.S.
	
	Tax Rate
	

	
	(a) Taxes deemed paid in US$
	
	
	11,821 

	
	(b) Overall FTC limitation
	35,421 
	0.35
	12,397 

	b.
	FTC allowed -- lesser of (a) and (b)
	
	
	11,821 

	
	
	
	
	

	
	Calculation of net U.S. tax liability
	
	
	

	
	U.S. taxable income
	
	
	35,421 

	
	U.S. tax before FTC
	
	
	12,397 

	
	FTC allowed
	
	
	11,821 

	c.
	Net U.S. tax liability
	
	
	576 


25. Intec Company – foreign branch
	
	
	
	Exchange
	

	
	Calculation of U.S. Taxable Income in US$
	RMB
	Rate
	U.S.$

	
	Pre-tax income
	500,000 
	
	

	
	Taxes paid (33%)
	165,000 
	
	

	
	Net income x average exchange rate
	335,000 
	0.12
	40,200 

	
	Taxes paid x actual exchange rate
	165,000 
	0.12
	19,800 

	
	Gain (loss) on repatriation
	200,000 
	(0.118-0.12)
	(400)

	a.
	U.S. taxable income
	
	
	59,600 

	
	
	
	
	

	
	Calculation of FTC allowed in U.S.
	
	Tax Rate
	

	
	(a) Foreign taxes paid in US$
	
	
	19,800 

	
	(b) Overall FTC limitation
	59,600 
	0.35
	20,860 

	b.
	FTC allowed -- lesser of (a) and (b)
	
	
	19,800 

	
	
	
	
	

	
	Calculation of net U.S. tax liability
	
	
	

	
	U.S. taxable income
	
	
	59,600 

	
	U.S. tax before FTC
	
	
	20,860 

	
	FTC allowed
	
	
	19,800 

	c.
	Net U.S. tax liability
	
	
	1,060 


26. Brown Corporation

	
	Basic Facts
	
	Euros
	
	

	
	Profit before tax
	
	  10,000,000 
	
	

	
	Taxes paid
	30%
	   3,000,000 
	
	

	
	Profit after tax
	
	   7,000,000 
	
	

	
	
	
	
	
	

	
	Exchange rates
	
	
	
	

	
	January 1
	1.025
	
	
	

	
	July 1
	0.900
	
	
	

	
	Average
	0.925
	
	
	

	
	December 31
	0.980
	
	
	

	
	
	
	
	
	

	a.
	Brun SA is organized as a branch
	
	
	
	

	
	
	Ex Rate
	 Euros 
	 Dollars 
	Dollars

	
	Branch profits included in U.S. taxable income
	
	
	
	

	
	Branch profit after tax x Average exchange rate
	0.925
	   7,000,000 
	  6,475,000 
	

	
	plus:
	
	
	
	

	
	Taxes paid x Actual exchange rate
	0.980
	3,000,000 
	2,940,000 
	

	
	
	
	
	
	  9,415,000 

	
	Loss on July 1 distribution
	
	
	
	

	
	Distribution x Actual exchange rate
	0.900
	   1,000,000 
	    900,000 
	

	
	Distribution x Average exchange rate
	0.925
	1,000,000 
	925,000 
	    (25,000)

	
	
	
	
	
	

	
	Gain on December 31 distribution
	
	
	
	

	
	Distribution x Actual exchange rate
	0.980
	1,000,000 
	    980,000 
	

	
	Distribution x Average exchange rate
	0.925
	   1,000,000 
	925,000 
	55,000 

	
	
	
	
	
	

	
	Total included in U.S. taxable income
	
	
	
	9,445,000 

	
	
	
	
	
	

	
	U.S. tax before foreign tax credit
	
	35%
	9,445,000 
	3,305,750 

	
	
	
	
	
	

	
	Determination of foreign tax credit
	
	
	
	

	
	a. Actual tax paid
	
	
	 2,940,000 
	

	
	b. FTC limitation (35% x $9,4450,000)
	
	
	 3,305,750 
	

	
	FTC allowed -- lesser of a. and b. 
	
	
	
	 2,940,000 

	
	Net U.S. tax liability
	
	
	
	    365,750 


	b.
	Brun SA is organized as a subsidiary
	
	
	
	

	
	
	
	
	
	

	
	Brown Company includes in its U.S. taxable income -- dividends received translated at actual exchange rate at date of distribution plus taxes paid on those dividends (to gross-up to a before tax basis)

	
	

	
	
	
	
	
	

	
	
	Ex Rate
	 Euros 
	 Dollars 
	Dollars

	
	July 1 Dividend
	
	
	
	

	
	Distribution x Actual exchange rate
	0.900
	   1,000,000 
	    900,000 
	

	
	
	
	
	
	

	
	December 31 Dividend
	
	
	
	

	
	Distribution x Actual exchange rate
	0.980
	   1,000,000 
	    980,000 
	

	
	
	
	
	
	

	
	Actual tax deemed paid on dividends
	
	
	
	

	
	Actual tax paid translated to $
	  3,000,000 
	
	
	

	
	
	       0.980 
	2,940,000 
	
	

	
	
	
	
	
	

	
	Proportion of net profit distributed as dividend
	2,000,000 
	
	
	

	
	
	   7,000,000 
	28.57%
	840,000 
	

	
	U.S. taxable income (grossed-up dividends)
	
	
	
	  2,720,000 

	
	
	
	
	
	

	
	U.S. tax before foreign tax credit
	
	35%
	 2,720,000 
	    952,000 

	
	
	
	
	
	

	
	Determination of foreign tax credit
	
	
	
	

	
	a. Actual tax paid
	
	
	    840,000 
	

	
	b. FTC limitation (35% x $2,720,000)
	
	
	    952,000 
	

	
	    FTC allowed -- lesser of a. and b. 
	
	
	
	840,000 

	
	    Net U.S. tax liability
	
	
	
	112,000 


27. C
The U.S. government does not provide U.S. taxpayers with a dividend income exclusion.

28.
Horace Gardner

	
	
	
	

	
	Foreign source income in HK$
	960,000 
	

	
	Exchange rate
	8 
	

	
	Foreign source income in US$
	120,000 
	

	
	less: Foreign Earned Income Exclusion--2002
	80,000 
	

	
	U.S. taxable income 
	40,000 
	a.

	
	Marginal U.S. tax rate
	28%
	

	
	U.S. tax before FTC
	11,200 
	

	
	FTC allowed*
	6,000 
	b.

	
	Net U.S. tax liability
	5,200 
	c.

	
	
	
	

	
	* 40,000 x 15% = 6,000
	
	


29. Elizabeth Welch

	
	
	
	
	

	
	Foreign source income in euros
	100,000 
	
	

	
	Exchange rate
	1 
	
	

	
	Foreign source income in US$
	100,000 
	
	

	
	less: Foreign Earned Income Exclusion--2002
	80,000 
	
	

	
	U.S. taxable income 
	20,000 
	a.
	

	
	Marginal U.S. tax rate
	28%
	
	

	
	U.S. tax before FTC
	5,600 
	
	

	
	FTC allowed*
	5,600 
	b.
	

	
	Net U.S. tax liability
	0 
	c.
	

	
	
	
	
	

	
	* Calculation of FTC allowed
	
	
	

	
	(a) Taxes deemed paid in US$
	20,000 
	0.4
	8,000 

	
	(b) Overall FTC limitation
	20,000 
	0.28
	5,600 

	
	FTC allowed -- lesser of (a) and (b)
	
	
	5,600 


CASE U.S. International Corporation 



Part 1.

Determination of Tax Haven


Income
Withholding


Tax

Entity
Country
Tax Rate
Tax Rate

Effective Tax Rate on Dividends
Haven*
  A
Argentina
35%
10%
35% + (65% x 10%) = 41.5%
No
  B
Brazil
34%
15%
34% + (66% x 15%) = 43.9%
No
  C
Canada
36%
5%
36% + (64% x 5%) = 39.2%
No
  D
Hong Kong
17.5%
0%
17.5% + (82.5% x 0%) = 17.5%
Yes
  E
Liechtenstein
10%
4%
10% + (90% x 4%) = 13.6%
Yes
  F
Japan
42%
10%
42% + (58% x 10%) = 47.8%
No
  G
New Zealand
33%
15%
33% + (67% x 15%) = 43.05%
No

* Effective tax rate on dividends less than 90% of U.S. tax rate, i.e., 31.5%.

Solution

A: Argentina - branch

U.S. taxable income = Income before tax

$1,000,000

Actual tax: Income


                $1,000,000 x 35% = $350,000 



Withholding
$200,000 / .9 = $222,222 – 200,000 =     22,222
Total








  $372,222

Basket 9 (All other income)

B: Brazil - subsidiary; not a tax haven

U.S. taxable income = Grossed-up dividend

$2,500,000/.85/.66 = $4,456,328
Actual tax





$4,456,328 - $2,500,000 = $1,956,328
Basket 9 (All other income)

C: Canada - subsidiary; not a tax haven

U.S. taxable income = Grossed-up dividend

$1,000,000/.95/.64 = $1,644,737
Actual tax





$1,644,737 - $1,000,000 = $644,737
Basket 9 (All other income)

D: Hong Kong - subsidiary; tax haven; subpart F income--passive income

U.S. taxable income = Income before tax

$2,000,000

Actual tax





$350,000

Basket 1 (Passive income)

E: Liechtenstein - subsidiary; tax haven; subpart F income--foreign base company sales income

U.S. taxable income = Income before tax

$3,000,000

Actual tax





$300,000

Basket 9 (All other income)
F: Japan - subsidiary; not a tax haven

U.S. taxable income = Grossed-up dividend

$500,000/.90/.58 = $957,854
Actual tax





$957,854 - $500,000 = $457,854
Basket 9 (All other income)

G: New Zealand - subsidiary; not a tax haven

U.S. taxable income = Grossed-up dividend

$1,000,000/.85/.67 = $1,755,926
Actual tax





$1,755,926 - $1,000,000 = $755,926
Basket 3 (Financial Services)


Passive
Financial


Income
Services
Overall

U.S. Tax Return

Basket  1
Basket 3
Basket 9
Total
Taxable income
$2,000,000
$1,755,926
$11,058,919
$14,814,845 
Tentative U.S. tax (35%)
$700,000
$614,574
$3,870,622
$5,185,196
Foreign tax credit
- actual tax
$350,000
$755,926
$3,731,141
- FTC limitation
$700,000
$614,574
$3,870,622
FTC allowed
$350,000
$614,574
$3,731,141
$4,695,715
Net U.S. tax liability
$350,000
$           0
$   139,481
$   489,481
Excess FTC
$           0
$141,352
$              0
$   141,352
USIC has a net U.S. tax liability in 2006 on foreign source income of $489,481 and an excess FTC of $141,352 on Basket 3 income that can be carried back one year and forward ten years.

Part 2.  
Assuming the income is earned in 2007, the number of FTC baskets is reduced from nine to two: (1) passive income and (2) general income.  The general income basket will include financial services income earned by Entity G in New Zealand along with the income allocated to the overall basket in 2006.  Income earned by Entity D in Hong Kong will continue to be allocated to the passive income basket.

Passive

General


Income

Income

U.S. Tax Return

Basket

Basket
Total
Taxable income

$2,000,000

$12,814,845
$14,814,845 
Tentative U.S. tax (35%)
$700,000
$4,485,196
$5,185,196

Foreign tax credit

- actual tax
$350,000
$4,487,067
- FTC limitation

$700,000

$4,485,196
FTC allowed


$350,000

$4,485,196
$4,835,196
Net U.S. tax liability

$350,000

$              0
$   350,000
Excess FTC


$           0

$       1,871
$       1,871
Compared to Part 1, reducing the number of FTC baskets from nine to two allows USIC to apply the excess FTC from Basket 3 (in 2006) against the net U.S. tax liability in Basket 9 (in 2006).  As a result, the net U.S. tax liability related to the general income basket is $0. USIC has a net U.S. tax liability in 2007 on foreign source income of $350,000 and an excess FTC of $1,871 on general income that can be carried back one year and forward ten years.  
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