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Preface
There are many books, newsletters and web sites that extol the varied benefits of becoming more international in terms of our financial and business affairs.  For many reasons such as those discussed in the chapter “Why Venture Offshore”, we are encouraged to have some assets outside the U.S., to use a foreign trust or to venture offshore for investment and business opportunities. 
It’s not our purpose to dispute the arguments made by those who advocate international diversification. Instead, we offer this report as an ‘executive summary’ of the tax issues that will confront U.S. persons who have foreign financial accounts, foreign mutual funds, other foreign investments, foreign trusts, ownership of a foreign corporation, an interest in a foreign partnership or a foreign limited liability company.  
It seems very few domestic tax professionals are familiar with the highly ambiguous sections of the U.S. tax law that apply to cross border investments or entities. Most of the few tax professionals who are experts in international tax law generally work for very large corporations or for accounting and law firms that serve those same large corporations. These tax experts are rarely interested in the problems of individual investors or small business entrepreneurs who venture offshore.  This report is intended for those investors and entrepreneurs (and their advisors) who are not of interest to the large accounting or law firms.  This report is not intended as a technical reference for tax professionals. 

It is written to help the investor, the small business entrepreneur and their local financial and legal advisors to understand the basic requirements of the U.S. tax laws with respect to establishing a foreign trust, opening a foreign bank account, investing in a foreign mutual fund, forming a foreign corporation or international business company, participating in a foreign partnership or merely taking a job outside the U.S.  

As much as possible, this report is written in plain English, with a minimum of tax jargon. Where tax jargon and acronyms are unavoidable, we have included an extensive glossary in the Appendix. 

This report is not a guide on how to evade U.S. taxes. In fact, it is the opposite in the sense that we explain the tax rules for those who are not interested in playing hide and seek with the IRS. While we do not personally favor many of the rules that we explain, it is not our purpose as international tax advisors to persuade our clients to engage in practices that the U.S. government considers to be illegal. 

Vernon K. Jacobs & J. Richard Duke
Tax Haven U.S.A.

The USA is a tax haven for the rest of the world -- but not for its own citizens or permanent residents. 

Citizens and permanent residents of the USA are subject to tax on their world-wide income. Non-resident aliens (NRA) with income from U.S. sources are only subject to U.S. tax on their U.S. source income. (Depending on their country of permanent residence, they may also be subject to tax on their world-wide income.) However, certain kinds of U.S. source investment income may be tax exempt for a NRA. 

The citizens of other countries who do not reside in the U.S. for more than 183 days in a single year or more than an average of 120 days per year, and who do not have a green card (to permit them to live and work in the U.S. indefinitely), can invest in an assortment of U.S. securities on a tax-favored basis. 

Basically, a non-resident alien (NRA) can invest in the bonds of the U.S. government or the debt obligations of U.S. banks or most other kinds of financial institutions on a tax-free basis. They may be subject to tax in their own country, but not in the U.S. The interest on U.S. corporate bonds may also be exempt from U.S. tax for the NRA if the bonds are only available for purchase by non-residents and non-citizens of the U.S. 

In addition, a NRA who realizes a gain on the sale of stocks or bonds in U.S. securities is not subject to any capital gains tax. 

For these reasons, many U.S. citizens or permanent residents would like to be able to become a NRA and to then enjoy the investment tax advantages mentioned above. However, the U.S. tax law is diabolically designed to prevent easy tax avoidance through the use of intermediate foreign entities. To enjoy the tax advantage of a NRA investor, the U.S. person must become an expatriate and relinquish his or her U.S. citizenship or resident status. Even then, there are complex tax rules that are designed to ensure that any unrealized gains from tax deferred investments are eventually subject to U.S. taxation. 

Dividends on U.S. stocks are subject to tax by a NRA and are subject to withholding at a rate of 30%. If the U.S. has a treaty with the country in which the NRA is a resident, the rate of withholding may be less than 30%. 

However, if a NRA purchases U.S. real estate, there is a 10% withholding tax that must be withheld by the seller when the property is sold. If the actual tax is less than the withholding tax, the NRA can file a U.S. income tax return to secure a refund of any excess withholding. 

If a NRA is employed in the U.S. on a temporary basis, the NRA is subject to payroll tax withholding the same as a U.S. person. In most cases, the NRA is also subject to U.S. Social Security taxes on income earned in the U.S. However, when the NRA files a tax return on Form 1040-NR, the allowable exemptions and deductions are different from a U.S. taxpayer. 
If a NRA is engaged in a trade or business in the U.S., the NRA is subject to U.S. tax on that income, but with different rules for the allowable exemptions and deductions that may be claimed. 

A corporation or partnership that is not domiciled in the U.S. but which has a U.S. employee, agent or other ‘substantial presence’ is generally subject to U.S. tax on the U.S. source income but not on their foreign source income. 

A NRA may be subject to U.S. estate or gift taxes on certain U.S. based (source) assets. The NRA is not permitted the same exemption amount as a U.S. citizen or resident. 

The preceding comments are a very brief and non-technical summary of the key U.S. tax rules that apply to a person who is a citizen of another country and is not a permanent resident of the U.S. 

Readers who are U.S. citizens or who are permanent residents of the U.S. should be aware of the great difficulty in attempting to become a non-resident alien or to establish a foreign entity (trust, corporation, etc.) to take advantage of the investment tax benefits available to the NRA. There are many hustlers, promoters and crooks who are blatantly promoting illegal tax arrangements in the form of foreign trusts or corporations.

Citizens and residents of high tax countries other than the U.S. are generally subject to income taxes on investments anywhere in the world as long as those investments are owned directly. However, in many countries (other than the U.S.) the income earned by assets held by a foreign trust or foreign corporation are not subject to tax in the resident country. If the trust or corporation is located in a tax haven jurisdiction, the income from those assets and investments may legally avoid taxes entirely.
Further information about the tax treatment of non resident aliens is available in our subscribers’ web site.  
Why Venture Offshore?
For those who are concerned or fearful about ‘going offshore’ for asset protection, investments or even for business, it may be helpful to remember that risk is relative. Jumping out of a two-story window is certainly high on the risk scale, but if the building is on fire and you can't get out any other way, the two-story jump is a lot less risky than staying where you are. 

Before discussing some of the ways in which you can reduce the risk of losing your assets by moving them offshore, let's look at some of the alternatives and the reasons why an increasing number of people in the U.S. are moving some of their assets offshore. 

There is a rancorous debate going on between those who believe there is ‘no place like home’ (the USA) and those who believe the USA is rapidly becoming a police state in which our traditional liberties are being circumvented by a host of devious laws. The USA does continue to offer many economic and personal benefits not readily available in other countries. We still have the largest economy in the world with substantial freedom to choose what kind of work we want to do. There is great freedom of movement within our borders and we are not burdened by a multiplicity of languages. While the mass media seems to have an enormous bias toward socialist policies, it is still possible to write and publish information critical of the government and its policies. Despite the many complaints about our medical system, it still offers more choice and access to care than many other medical care systems in the major countries of the world. 

But there are cancers growing in the body politic and some fear they are irreversible. One is the so-called ‘war on drugs’ that led to the creation of a curious felony known as money laundering. While this law was created on the pretext that it would hurt the drug dealers, it's become a trap for people who have no ties to any form of criminal activity. Another casualty of the war on drugs is the right to be secure in the possession of our property, which is ostensibly protected by the Fourth Amendment to the Constitution. With no legal proof, nearly any government agent or police officer can accuse you of some crime and then proceed to confiscate any property you have that is remotely connected with the alleged crime. Abuses of the asset forfeiture laws are becoming legendary
. The recent reform law that was intended to curtail these abuses is not expected to have much impact. In many federal agencies, states, counties and cities, revenues from forfeitures are assumed to be available as a substitute for budgeting the funds to pay for the law enforcement efforts. Thus, the law enforcement personnel are forced to create opportunities for forfeitures in order to meet their budgets.  

We have recently passed a unique milestone according to the Financial Freedom Report. It seems we now have more people in prison per 1,000 citizens than any other country in the world . A high percentage of our prison inmates are there for crimes that do not involve harm to others or any kind of theft or fraud. They are there because their behavior is not consistent with politically accepted norms. We have reached a point where it is virtually impossible for any resident of the USA to be totally innocent of every kind of crime because there are many thousands of crimes at every level of government and no one can be sure they have never violated any of them. For example, we have heard it is a crime to carry any prescription drugs in any container other than the one provided by the pharmacy. As a practical matter, if you do not have information to show that the prescription was issued to you, you could be accused of transporting drugs. The U.S. State Department advises travelers 

If you carry prescription drugs, keep them in their original container, clearly labeled with the doctor’s name, pharmacy, and contents.
  

Those in the USA who are financially successful are not safe or secure in their possessions for many reasons -- including a burdensome level of taxation on the well to do. The top 10% of the income earners in the U.S. pay more than 50% of the total individual income tax. The bottom 50% of the populace pays virtually no income tax. The USA has become a country where those who work and save are not allowed to keep most of what they have earned. In spite of these facts about the distribution of the tax burden, the mass media and many politicians continue to rail against tax policies that favor the rich -- which really means that the successful members of society can't keep what they have produced and saved. 

Those who are thinking of leaving the USA for more hospitable countries will want to have some assets offshore before they are ready to take that step. 

Perhaps the best reason to have some assets offshore is the possibility that the USA will establish currency controls and will prohibit citizens from taking any assets out of the country. If that were to happen, few other countries will want you because they won't want to pay for your care. Affluent refuges are always more welcome than indigent ones. Even if there never is a good enough reason to want to leave the USA, there is peace of mind in knowing that you can if it ever becomes necessary. 

And -- there are other benefits in having some assets offshore. 

Access to Foreign Investments
While there are an abundance of investment opportunities in the USA, they are not necessarily the best investments for every investor. There are many investment choices only available outside the USA. Some of the top mutual fund managers in the world have formed investment funds outside the USA that are not available to the U.S. investor. Many of these foreign funds are even managed by U.S. fund managers. 

Financial Investment Diversification
For maximum profits there is an adage that you should ‘Put all your eggs in one basket, and then watch that basket closely.’ This is fine for those who are able to spend all of their time staying on top of their investments, but it poses great risk for those who are still working and unable to devote all of their time to ‘watching their investment basket.’ 

The alternative is a risk avoidance method of investing. It's simply an organized system of diversification to mitigate different kinds of risks. The main kind of investment risk is the risk of not being able to cash in your investments at full value at any time. This risk is minimized or avoided by investing in low yield and liquid forms of savings like money market funds, savings accounts, short-term certificates of deposit and short-term government securities. However, those investments are subject to a loss of purchasing power due to inflation and the income they produce is heavily taxed. Common stocks, real estate and natural resource investments tend to provide the best protection against inflation and they offer some tax deferral, but they are exposed to the risk of a deflationary economy. 

There are in fact many different kinds of risk besides the most often discussed risk of not being able to get full value at any time. A diversified investment portfolio would include investments in different industries, in different countries and even in different currencies. While you can obtain investments in different currencies and countries through U.S. sources, having some investments outside a single political jurisdiction would be another form of diversification from a different kind of risk.  
Global Trade Opportunities
It's become a cliché' to say ‘The world is getting smaller’, but cliché's become cliché's because they are abundantly true. If you want to do business outside the U.S., there will be occasions when you need to have some financial assets outside the U.S.. That may be all the reason you need to ‘go offshore’.  

Safer Banks & Insurance Companies
The ‘free’ government ‘insurance’ for our savings and checking accounts isn't free and isn't insurance. Real insurance involves a fund of assets that are based on the statistical likelihood that some event may occur. The premiums paid by all of the policyholder are based on the averages of the payments to some of the policyholders. Thus, if one out of 1,000 policyholders is likely to incur a loss of $100,000, then each of the policyholders would have to pay $100 to cover their statistical share of that loss. And, insurance companies don't insure people who are likely to have a claim. That's why you have to have a physical exam for life or health insurance. You can't get flood insurance if you insist in living on a flood plane - unless it's government ‘insurance’. 

With government ‘insurance’ there is no study of the average losses. Instead, when a loss event occurs, it's paid for from the general funds of government -- which come from tax revenues. Thus, there is no visible cost to each of those who are ‘insured’ because it's buried in the total tax bill. Nor is there any way for the taxpayers to know how much this ‘insurance’ is costing them. Government ‘insurance’ is never based on any rational analysis of costs and benefits. A good argument can be made that government insurance for savings and checking deposits force bankers to be more aggressive than they would be without the ‘insurance’. S&Ls and banks compete with each other to offer investors the highest possible returns on their savings. To the extent that the depositors are protected by government insurance, the individual banks and S&Ls are freed from the discipline to be conservative in investing the money entrusted to them. This encourages more risky kinds of investing -- such as buying long term bonds with funds that were derived from short-term deposits. A few years ago, some of the S&L managers were using their deposits to invest in high risk ‘junk bonds’ or in speculative derivative and option investments. 

Many of the leading international (non U.S.) banks and insurance companies are far more conservative and less susceptible to failure than their U.S. counterparts -- because they don't have the illusion of government-backed insurance to protect their depositors. The U.S. banking system is far more leveraged than many foreign banking systems because of the federal insurance programs. While depositors will be protected in the event of a few isolated failures, there is a much greater risk that the efforts of U.S. banks to attract deposits with high interest rates based on speculative investing could cause the entire system to collapse. 

It would be prudent for a conservative investor to have some funds outside the U.S. banking system. 

The U.S. Litigation Epidemic
One of the major reasons for the flight of huge amounts of assets outside the U.S. is the run-a-way litigation and the huge awards that are being granted by U.S. juries and judges. One often stated statistic claims that the U.S. has more than 90% of the lawyers in the world and less than 10% of the world population. Whatever the numbers may be, we are the only country in the world that permits lawyers to work on a contingent fee basis and to collect huge fees from punitive damage awards. 

Every law that confers a ‘right’ on one segment of the population also imposes a duty on everyone else to subsidize that right. Family medical leave is an excellent example. The government passes a law requiring employers to grant extended leave for new mothers and to make their job available to them many months later. The laws that provide accessibility and accommodations to the disabled are another example. The cost is then included in the price of products or services provided to the public. The civil rights laws attempt to remedy discrimination in our country, but the bill is paid by businesses and employers who are alleged to be in violation of the law. The employer initially pays for the costs of compliance with all these and other laws. In addition, whenever an employer is accused of violating any one of the hundreds (thousands?) of laws, a lawyer is usually close at hand to sue the employer for damages to the employee. 

Anyone who owns real property is subject to an incomprehensible assortment of laws that protect various species of animals, birds, and even insects. 
For a detailed discussion of the growth of laws in the U.S., we encourage you to read, The Death of Common Sense, by Philip K. Howard. All of these laws give someone the right to sue you for failing to comply with the laws. 

To add insult to injury, the U.S. courts and juries have become the most generous in the world in awarding damages to plaintiffs who sue for recovery under these varied laws. The judges and the juries are sympathetic to the claims of the plaintiff and look for someone to pay for the damages. Where there are multiple defendants, the one with the most money usually gets to pay the bill even if that person or company had very little involvement in causing the injury. Because of the great risk of large judgments in U.S. courts, the insurance companies badger their customers to settle to avoid a trial. This in turn encourages opportunistic lawyers and plaintiffs to look for some way to sue anyone with insurance. How do they know that you have insurance? If you have visible assets it's likely that you have some insurance to protect those assets. However, in some professions or businesses, the cost of malpractice or product liability insurance is so prohibitive that the professional or manufacturer must ‘go bare’ or go out of business. 

Growing Loss of Financial Privacy
We have become a financially transparent society. Anyone who is curious about your financial status can quickly find out what's in your credit records, your real estate holdings, your business interests and your investments -- often for less than $100. With the Internet, anyone who wants to invest some time can get most of this information for a lot less than $100. Government agencies regularly monitor most of the mobile phone transmissions, email, wire transfers and other electronic communications looking for a pattern of messages that might suggest there is some drug or other criminal activity being discussed. The serious criminals are aware of this and take steps to protect their communications from prying ears. So it's often the unsuspecting individual who gets investigated because of some innocent comments made electronically. The police or DEA come rushing in and promptly seize everything in sight.   

The Magnet of Power
Lord Acton said in a letter to Bishop Mandell Creighton in 1887, Power tends to corrupt, and absolute power corrupts absolutely’
. 

The founders of the USA attempted to create a system of checks and balances so that government would not become an enemy of the people. But those with political power frequently don't like the limitations the Constitution imposes on their powers. Over the last two centuries, they have whittled away at the restrictions. In 1913, a large group of activist voters convinced the rest of the voters that we should adopt an income tax system in order to make those rich capitalists in the Northeast pay their ‘fair share’ of the taxes. The income tax was sold on the promise that it would only apply to the very rich and that poor or average income citizens would never be subject to the income tax. That amendment to our Constitution was the modern version of ‘Pandora's Box’ and opened the door to a flagrant disregard of our system of checks and balances in the Constitution. The income tax system imposes ‘civil laws’ in blatant defiance of many provisions of the Constitution that were enacted to protect the public from excessive taxation. 

Why does anyone seek to spend hundreds of thousands or even millions of dollars to become an elected Representative or Senator (or President) when those ‘jobs’ pay a salary that is a fraction of the cost of getting elected? Oh yes, the supporters of the candidates pay for the cost of getting elected, right? But why? Don't they want something? The big contributors expect to get big benefits -- at the expense of someone else. The little contributors and campaign workers often want someone in power to pursue a single issue like environmental laws, laws for the disabled, laws that favor the elderly and other laws that grant benefits to the supporters -- at the expense of the supporters of the candidates who lost the election. 

We are becoming a financially cannibalistic society where we compete in the political arena for the power to impose our policies on others. Those who mind their own business, work hard and are thrifty eventually find themselves as the meal ticket for those who find politics to be more fun and less work. Some of the folks who have accumulated some assets are beginning to set aside a ‘stash’ or a nest-egg offshore where it will be safe from the politically connected parasites in the USA. 

For a very detailed discussion of this process in the form of a novel, We encourage you to read, Atlas Shrugged by Ayn Rand. Although it was written in the fifties, it has become a prophecy.
Another Reason to Have Some Cash Offshore
Here's a copy of an email advertisement explaining how the advertiser can locate bank accounts of debtors in spite of the alleged new banking privacy rules in Senate Bill S 900. Forget about saving taxes offshore. If you don't want potential plaintiffs to quickly and easily find out how much money you have in your bank accounts, then you don't want to have all your bank accounts in the U.S. where these folks can find them.

Bank Asset Searches Are Back -- using new search techniques that are in full compliance with new federal legislation (Senate S.900) -- Recent federal legislation restricted the manner in which certain asset searches could be conducted, especially those relating to ‘liquid assets’, such as bank accounts, investment accounts, etc. With more than ten years of experience in the asset search field, our investigators have developed new search techniques and procedures that are in full compliance with current federal and state financial privacy laws. We can once again provide our well-known Enhanced Bank search and Investment Account search using these new techniques. Our seasoned asset searchers have been instrumental in identifying more than $2 billion of debtor assets. Our well-known ‘no-hit/no charge’ Bank Account Locator search has been instrumental in locating millions (and millions!) of dollars of debtor assets, and it's still priced at just $125. Our basic asset search packages, such as our Level 2A (conducted on an individual) and our Level 2C (conducted on a business entity) are priced at just $325. To obtain our catalog of asset searches, please contact us. 

The Gramm-Leach-Bliley Act
 seeks to facilitate affiliation among banks, securities firms, and insurance companies. It's a very large bill and it does include some privacy provisions in the index but it does not appear to do much to prevent asset searches by investigators like the one quoted above. 
Offshore Taxes and U.S. Politics
The international sections of the U.S. tax law are the most ambiguous and convoluted part of the U.S. tax system. It's far more complicated than the taxation of life insurance companies or of the tax shelters that were being promoted in the early 1980s
.

The reason is because of politics.

Our Federal tax system is not driven by economics or even the need to raise revenues to pay for various government expenses. It is driven by the desire of politicians to get elected and to stay in office. To do that, they make promises to campaign contributors. Some of the biggest contributors are the large corporations that do business in multiple countries. 

Another reason for the enormous complexity of the U.S. international tax system is that we attempt to tax our citizens, permanent residents and domestic corporations on their world-wide income. Section 61 of the Internal Revenue Code states,

"...gross income means all income from whatever source derived ..."

The IRS and the courts have interpreted this to mean all income from where-ever derived. They have also concluded that the U.S. income tax applies to citizens and permanent residents even when they are not living in the U.S.  

The U.S. is the only major industrial country that has such an all encompassing income tax system. 

Other major countries also tax the world-wide income of their permanent residents, but if their citizens or long term residents change their residence to another country (including a tax haven), they are no longer subject to tax in their former country. It's as if one of the fifty states in the U.S. asserted the right to continue to tax a former resident who had moved to a different state. 

If the U.S. only imposed a tax on the income derived within the U.S. our international tax system would be much less complicated. Because we assert the right to tax the income of our citizens who live in or do business in other countries, we have to deal with the problem of double taxation, when that income is also subject to tax in the other country. The primary mechanism for avoiding double taxation is called the foreign tax credit. U.S. taxpayers are allowed to take a credit against their U.S. taxes for income taxes paid to foreign countries on the same income. However, due to politics, there are substantial restrictions on the foreign taxes that can be claimed as a credit and in many cases, substantial foreign taxes are paid in addition to U.S. taxes on the same income. 

Once upon a time (before 1962) it was legal for U.S. companies and individuals to own foreign based corporations without being subject to tax on any of the income of the foreign corporation. However, the politicians saw this as a growing loophole that was costing a substantial loss in tax revenues so they invented the concept of the controlled foreign corporation or CFC. The U.S. does not have any legal jurisdiction to tax the income of a foreign entity, but their lawyers advised the politicians that the U.S. does have the right to tax the U.S. shareholders of foreign corporations.  As large corporations attempted to find ways to circumvent the CFC rules, the Congress responded with more detailed restrictions.  

Prior to 1976, it was legal for U.S. persons to put assets into a foreign trust and to defer taxes on income earned by those assets for an extended period of time. The Congress began to worry that a lot of tax revenues were being lost, so they changed the law to require the grantors (settlors) of a foreign trust with a U.S. beneficiary to pay current income taxes on the income earned by the foreign trust.  However, for almost 20 years after that change, a lot of U.S. taxpayers simply ignored the rules and didn't report the income earned by their foreign trust. They felt safe in doing that because the U.S. government did not have the legal authority to force the foreign trust to submit information to the IRS with which to determine if taxes were due by the U.S. grantor. 

Then in 1996, the Congress enacted some very severe penalties on U.S. grantors and beneficiaries of foreign trusts for a failure to submit foreign trust information returns to the IRS. The law also made it clear that even if disclosure was a crime in the jurisdiction of the foreign trust, the U.S. grantor would still be subject to harsh penalties if the required information was not forthcoming. 

Meanwhile, with a continuing cut in the availability of legal tax sheltered investments, more and more Americans were putting money into foreign bank accounts and various foreign investments. With the development of international credit cards, the offshore banks made it possible for their account holders to gain access to the funds in their offshore accounts through a credit card.  In January, 2003, the IRS announced an initiative to audit the returns of U.S. persons with credit cards drawn on or secured by foreign financial accounts. They offered a partial amnesty program to those taxpayers who would come forward and volunteer to submit information regarding unreported income from their foreign accounts. 


In the midst of this continuing crackdown on U.S. persons who were not paying taxes on income from foreign sources, the U.S. continued to be a favored tax haven for foreign investors. Foreign persons with no ties to the U.S. can receive interest income from U.S. government debt obligations, U.S. banks, savings and loans and insurance companies free of any U.S. tax. Nor do foreign persons have to pay any tax on capital gains from the sale of U.S. securities. 

Why do we permit foreign persons to enjoy tax benefits from U.S. investments that are not available to U.S. persons?

It's politics.

Our politicians want to attract foreign money to buy U.S. debt obligations and to provide funding for our large corporations. Conversely, our politicians want to discourage U.S. taxpayers from moving money outside the U.S. and also paying less tax. 

Double Taxation and the Foreign Tax Credit
If you work in a state in the U.S. other than the one where you live, and if both states impose income taxes on earned income, then you should be familiar with the concept of a foreign state tax credit. The state where you live will give you a credit for the taxes paid to the state where you work. And, in most states that impose an income tax, any investment income or similar income is only subject to tax in the state where you live. If you live in a state with higher tax rates than the one where you work, you will end up paying the higher tax on your earnings even though you get a credit for the taxes paid to the other state. And, if you live in a state where the taxes are lower than the state where you work, you will only get a credit for the taxes you would owe on that same income in the state where you live. In other words, the tax credit won’t equal the amount paid to the other state. Either way, the credit will be less than the taxes imposed by the state with the highest tax rates. 

The major industrial countries of the world have adopted similar rules for citizens (and businesses) that work in multiple countries. The U.S. tax code provides for a tax credit for taxes paid to other countries - but only up to the amount of taxes that would have been paid to the U.S. on the same income. In countries that impose high rates of tax on earned income, the foreign tax credit may be a better option than the exclusion of foreign earned income.
For example, country X may impose an average tax rate of 40% on your earnings, but the U.S. might impose an average tax rate of 30%. The foreign country might therefore impose taxes of $40,000 on $100,000 of earnings. If the U.S. taxes those same earnings at an average rate of 30%, the tax would be $30,000. You can therefore offset your U.S. tax 100% by $30,000 of tax paid to country X, but your total taxes are still $40,000. 
Your other choice is to elect the $82,400
 foreign earned income exclusion, and to pay U.S. taxes on the other $17,600. The foreign tax that would be imposed on the income that is excluded from tax in the U.S. is not allowed as a tax credit. But you would still get a credit for the foreign taxes paid on the $17,600 of other income. 

Basically, you could still end up paying $40,000 to country X and zero taxes to the U.S., but other combinations of tax rates between the two countries could produce different results. Generally, if the U.S. tax rates are higher, the foreign earned income exclusion is better than the foreign tax credit. 

The U.S. foreign tax credit is not limited to taxes on earned income. As an investor, you may be subject to taxes in various foreign countries on your investment income, real estate gains or other capital gains. You can claim a credit to offset your U.S. taxes for the taxes paid to foreign countries - but not in excess of the taxes you would pay on the same income in the U.S.  

The 1997 tax law
 introduced a simplification provision for those with a small amount of foreign taxes. Sometimes, a U.S. mutual fund with foreign investments will pay taxes to foreign countries and those taxes are passed through to you as a shareholder so that you can claim a foreign tax credit on your tax return. The problem is that a small amount of foreign tax credit can increase your tax preparation fees by more than the total tax credit because of the long and complex formula used to compute the limitation on the credit. The 1997 tax law allows individual taxpayers to bypass the limitation formula if their foreign tax credit is not more than $300 - or $600 on a joint return -- and if the affected income is entirely from passive investments.   
The American Jobs Creation Act of 2004 included an assortment of technical revisions to the rules for the foreign tax credit, which are described in our report on that tax law – which is available on our subscribers’ web site. 
To the extent that you are doing business in a foreign country and find yourself having to pay a value added tax (VAT), the U.S. does not consider the VAT to be the equivalent of an income tax. The tax is deductible as an expense but a VAT can't be used to claim a foreign tax credit. 

U.S. individuals who form a foreign corporation to invest in foreign securities will not be able to claim a foreign tax credit paid by their foreign corporation, even though they may be required to pay U.S. income taxes on the income of their foreign corporation.  This is just one of many nasty traps that lie in wait in the tax law for those who venture offshore -- without competent help to anticipate the tax problems and to find better ways to structure their foreign investments.

Offshore Investing

One of the most common reasons for venturing outside the U.S. is to have access to foreign investments. In addition, those who seek asset protection through foreign entities will need to consider investing some of their assets offshore. 

However, there are numerous special tax rules in the U.S. tax law that are intended to deter U.S. investors from venturing outside the U.S. in order to reduce or defer their taxes. 

The most onerous of these rules is the tax treatment of foreign mutual funds owned by U.S. taxpayers. If a foreign corporation is a passive foreign investment company or PFIC, then U.S. shareholders are subject to a very punitive tax on accumulated distributions from the fund or from gains on the disposition of shares of the fund. This punitive tax can be avoided by making an election to pay taxes on the shareholder's portion of the current income of the fund -- but that election is not available unless the foreign fund is willing to divulge substantial details to the IRS and the investor. The second way to avoid the punitive test is to elect to pay taxes on the gain in the market value of the fund each year -- which is called the ‘mark to market’ election.  However, this election is only available to U.S. shareholders of foreign funds that can be bought and sold through a major national auction market similar to the New York Stock Exchange. 

U.S. persons who want to invest in foreign hedge funds are therefore limited to those that are organized as partnerships or are controlled by U.S. investors. Another option is to invest in a foreign variable annuity or foreign variable life insurance policy that includes a hedge fund as part of its portfolio. 

The problems that U.S. investors have with foreign mutual funds lead many investors to make direct investments in various companies outside the U.S. The U.S. tax law does not discourage such direct investments but the U.S. Securities and Exchange Commission (SEC) makes it very difficult and costly for foreign companies or brokers (banks) to sell their stocks or bonds to U.S. persons. Most foreign companies don't want to incur the cost and hassle involved in registering their securities with the SEC and the comparable securities regulatory agencies in each of the 50 states. 

To avoid problems with the SEC, foreign brokers (usually banks) simply refuse to sell foreign securities to U.S. persons or to even respond to an inquiry from a U.S. address. But they will sell to a foreign trustee, a foreign corporation or a foreign limited liability company. This has led many U.S. investors to form a foreign corporation or foreign trust in a tax haven country in order to invest in foreign securities. 

But that leads to more problems. 

The U.S. grantor and any U.S. beneficiaries of the foreign trust are required to file a Form 3520 each year they have any transactions with the trust. (The trust grantor must file the form every year.)  In addition, the trustee of the foreign trust must file a Form 3520-A each year or the U.S. grantor will be subject to penalties. 

If the U.S. investor decides to use a foreign corporation as a way to secure access to foreign securities, the taxpayer must file an annual Form 5471 for shareholders of ‘certain’ foreign corporations. This form results in passing certain (subpart F) income of the corporation to some of the U.S. shareholders and it eliminates the tax benefit of any capital gains or dividend income. Even if the foreign corporation is owned by a foreign trust, the trust grantor is treated as the owner of the assets in the trust (for tax purposes) and the trust is therefore transparent and the trust grantor must still file the Form 5471. 

One way to avoid some of these problems is to form a foreign limited liability company or eligible
 foreign corporation and to elect to be treated as a disregarded entity for tax purposes. If the foreign LLC or IBC has more than one owner it will be treated as a foreign partnership and must file Form 8865. If the foreign LLC or IBC only has only one owner, it will be totally disregarded for tax purposes and the owner of the LLC or IBC will report any income (and expenses) from the LLC or IBC on his or her tax return as if the LLC or IBC did not exist. However, every disregarded entity is required to file a Form 8858 each year which is then attached to the tax return of the owner of the entity.

U.S. persons who have $10,000 or more in any combination of foreign financial accounts at any time during the tax year must also file a Form TD F 90-22.1 with the Treasury Department on or before June 30th of the following year. 

This is just a very brief summary of some of the key tax issues that confront U.S. investors who venture offshore.   Extensive additional details about this subject are available in the report on Tax Angles for Offshore Investors.
Foreign Banking
It’s perfectly legal for U.S. persons to have foreign bank accounts. However, the U.S. government wants to know about those accounts. First, they want to be sure they are getting taxes on any income generated from foreign accounts. Second, they apparently believe that secret foreign accounts are used to launder drug money and that they can deter such money laundering by requiring U.S. persons to disclose the location and the account number of their foreign accounts. 
As far as the U.S. tax law is concerned, U.S. citizens and permanent residents are required to report any income from foreign bank accounts. The fact that the income is not reported to the IRS on an information return does not alter the legal duty of the U.S. citizen/resident. The existence of a foreign bank account is also required to be disclosed on Form 1040, Schedule B, Part III (or on Schedule K of the Form 1120) and a Form TD F 90-22.1
 must be filed by June 30th of each year to disclose the location and other information about any foreign financial accounts with an aggregate value of more than $10,000 at any time during the prior calendar year. There are severe penalties for a willful failure file the Form TD F 90-22.1 if it is otherwise required to be filed. 
The IRS has been trying to convince the U.S. Congress that a lot of people are evading taxes with offshore financial accounts, trusts and corporations. It's their bureaucratic assumption that they can and should somehow uncover every dime of unreported income - regardless of what it costs. 
We're not about to try to tell you that offshore tax evasion isn't widespread. We doubt if there are a lot of people from the U.S. with foreign bank accounts who are reporting it all to the IRS. After all, if the Swiss banker or the Austrian banker won't send an information return to the IRS, why should the taxpayer volunteer? ‘Who wants to be a sucker anyway?’ At least that's the attitude of many people who do not report income from their foreign accounts. 
Let's not get derailed at this point into a discussion of the moral issues or patriotic issues of whether it's right or wrong to evade taxes. Our present focus is on the practical issues of what's legal and what isn't. 
First, you need to know that when you fail to report income that is subject to tax, there is no U.S. statute of limitations on auditing your tax return for that income. If the IRS finds out about some foreign bank account twenty years from now, it's all subject to penalties and interest plus the taxes that should have been paid. It only takes one audit out of a lifetime to get caught. 
Second, you should also know that there is no dollar threshold for tax evasion. As a practical matter, the IRS rarely tries to pursue a criminal conviction for small amounts, but that's not because there is any legal reason to ignore the small fry. They just don't have the staff or the budget (at this time) to pursue more than a few tax evaders. 
Now then, how can they catch you if you fail to report a few dollars of interest in a foreign bank account? For one thing, it's nearly impossible to move more than a few dollars offshore without leaving a paper trail. For now, you can legally move as much as $10,000 in currency offshore without leaving tracks. But that only works if the withdrawal of $10,000 is from such a large domestic account that it won't be noticed if you are audited. If you don't have a habit of carrying around that much cash, some bank employee is likely to file a suspicious activity report on you
. Basically, you would have to engage in a lot of very small transfers of money, spread out over many years, in order to avoid leaving a trail. The travel costs would far exceed the tax savings. 
Transfers of large amounts (in relation to what you have) leave a trail. They even leave a trail when there is something missing. For example, you had $1 million of net assets last year, you made $150,000, you spent $100,000 (including the taxes you paid) and this year you have $900,000 of assets instead of $1,050,000. What happened to the other $150,000? Most auditors spend four or five years in college learning their craft. Then they often spend another four years (or more) with one of the big CPA firms as an auditor. Or they go to work for the IRS and get a crash course on how to find hidden money. An auditor's job is to find things that don't fit a pattern. Ratios are out of whack. Financial trends change for no apparent reason. Most IRS agents are auditors. Only a few are lawyers. 
Like the detectives in the movies, the books and television, the IRS auditors acquire a sixth sense of when something isn't in sync with everything else. They soon learn to sense when someone is lying or is nervous. They even learn to observe body language to get a feel for whether the taxpayer might be trying to hide something. The more of these clues they get, the more they want to get to the bottom of it. They ask leading questions of the taxpayer in different ways. If they are auditing a business, they ask seemingly innocent questions of the employees. They look for large deposits or withdrawals of cash from bank accounts or other financial accounts. 
Frequent foreign travel without an obvious business reason tends to make the auditors suspicious. They will want to know the reason for the trips. Are you going to the same place each time? Who did you visit? What did you discuss with them? Where did you stay? When did you see them? Where did you meet? Was it a profitable trip? Did you establish new business relationships? What are you buying or selling to this new foreign contact? 
If they have sufficient reason to doubt the information they are getting from a taxpayer, they can begin a lifestyle type of audit. Instead of just looking at your tax returns and supporting records, they look into every nook and cranny of your personal life for clues to unreported income. They then try to reconstruct how much income you would need to support a particular lifestyle. If you haven't reported that much income, they dig deeper. 
But maybe you will win the audit lottery and not get selected for one of the audits that occur just because yours was one of the random numbers they pulled for that year. There's a serious problem with being reported to the IRS by someone you know. You have to resist the huge temptation to tell someone about your exciting and ingenious scheme to hide some income from the IRS. A lot of people can't resist telling someone. But then he gets divorced, he has to fire the employee who knows what he did, the business goes broke, a former partner is angry over the breakup, a lover gets mad at him and someone blows the whistle with the IRS. Did you know that most IRS informants don't want the money the IRS is willing to pay for information leading to collecting more taxes? 
What about all the communications you have with your foreign banker? Will you be making monthly phone calls to Zurich? Or will you have to travel frequently in order to take care of such matters in person? How much tax would you have to save in order to pay for the plane fare and other travel costs? Of course, you could use the internet with encrypted email messages. But first, the foreign banker has to get well enough acquainted with you to do business by email, phone or other impersonal means. With the pressure of the U.S. and other major countries to require bankers to ‘know their customers’, it will be much more difficult to establish a new banking relationship outside the U.S. 
Various foreign banks have advised us that they don’t want to bother with U.S. account holders unless the account has a minimum balance of $100,000 or unless the account holder lives outside the U.S.  Some foreign banks require more – although we have some clients in the U.S. who have smaller accounts. 
And - if you decide to do business through someone who is willing to lie for you, to commit a felony with their own government or to sign documents that are false, how can you be sure this person will be honest with you? So-called secret bank accounts may sound easy in the movies and the novels, but they actually require a lot of effort and expense. 
U.S. Taxation of Foreign Bond Income
The tax rules applicable to investments in corporate bonds are generally very simple, but can sometimes be much more complicated than the rules that apply to corporate stocks. When the bonds are foreign bonds and are not registered with the U.S. S.E.C. and the income is not reported to the I.R.S., the complexities increase substantially. With a U.S. corporation that issues a bond, the tax treatment is determined by the company and then reported on an information return to the IRS and to each bond investor. With a foreign bond, the investor may need to hire a tax professional to try to determine the proper tax treatment of different kinds of payments. Are the amounts received interest income or a redemption of part of the bond or a combination? Is the interest being paid in full each year or is the bond sold at a discount from the maturity value? Is the payment in U.S. dollars or in a foreign currency? And is the bond issued directly to the investor or is the investor actually participating in a pooled income fund or other form of mutual fund?
As a general rule, if a U.S. investor is able to invest directly in debt instruments (bonds) issued by non U.S. corporations, the tax treatment would be the same as investing in a debt instrument or bond issued by a U.S. corporation. In a simple case where the investor buys a bond at face value
, the interest paid is taxable as interest income. The same would be true of a foreign bond, although there could be some currency gain or loss unless the bond was purchased in dollars. 
However, bonds are often purchased at a discount (or a premium) from the maturity (face) value. Depending on whether the discount was an original issue discount or is due to fluctuations in the market interest rate, the tax treatment will vary. Where a discount arose at the time the bond was issued (original issue discount or OID), it should be treated as an adjustment to the annual interest over the life (term) of the bond. In the case of a bond premium, the taxpayer usually has an option to amortize the premium over the term of the bond or to treat it as an ordinary loss when the bond is sold or matures. 

If the bond is issued by a corporation in a country that imposes an income tax on investment income, the investor will usually be subject to a withholding tax from the foreign country. Generally, that tax can be claimed as a credit against any U.S. taxes due on that same income, as a foreign tax credit on Form 1118 for individuals or Form 1116 for corporations. 

When bonds are purchased or sold, it's usually between the dates when interest is payable. Thus, there is some amount paid or received for the bond that represents accrued interest that is earned but not yet payable. These amounts should be treated as adjustments of the amount of the interest income received from the bonds. 

All of this assumes that the U.S. investor will be able to make a direct purchase of a foreign bond without going through a foreign trust, foreign controlled corporation or foreign partnership. When those entities are used to gain access to foreign investment markets, they add greatly to the cost and the complexity of buying foreign bonds. However, if the investor buys the foreign bonds through a foreign mutual fund, investment company or unit investment trust, the taxpayer is generally going to be faced with having to determine how to compute his or her share of the income of that entity and then trying to figure out the U.S. tax treatment of that income. 

As a general rule, the least expensive and complicated way for small investors to invest in foreign bonds is to buy them through a U.S. mutual fund or to buy bonds that are registered in the U.S. and are listed on one of the U.S. securities exchanges. 
Taxation of Offshore Stock Gains and Losses
A non-U.S. investor who buys shares of a U.S. domestic corporation enjoys tax free gains on the sale of the stock. Such gains are not subject to U.S. income taxes. However, dividends paid by U.S. companies and interest on debt obligations
 are subject to a withholding tax when paid to a foreign person. The tax is usually 30% of the dividends unless modified by a treaty between the U.S. and the investor's own country. 

If U.S. taxpayers make a direct purchase of the stock of a foreign corporation, the investor is subject to tax on any gains and on any dividends -- the same as with a domestic stock purchase. The problem is that it's very difficult for a U.S. taxpayer to do that because the U.S. Securities and Exchange commission regulates the sale of securities to U.S. persons. Thus, the U.S. taxpayer has to leave the U.S. and go to another country in order to make these purchases. Even then, most non-U.S. institutions won't sell a foreign security directly to a U.S. person. In some cases, a non-U.S. bank will agree to function as an agent to make such transactions, but usually only for investors with substantial accounts. 

Therefore, the U.S. investor who wishes to have access to foreign stocks or bonds often has to form an intermediate foreign entity such as a trust or corporation domiciled outside the U.S. The problem is that a foreign trust is subject to some information reporting that adds substantially to the expense; both in terms of setting up the entity and in the annual fees to maintain it. 

If the U.S. investor resorts to the use of a foreign corporation (or IBC), the investor will incur some formation costs, annual registration fees and fees for accounting and tax preparation services. The U.S. investor in a foreign corporation that is used to purchase investments is likely to be subject to the onerous controlled foreign corporation rules and the passive foreign investment company rules. Both entail substantial expense and adverse tax consequences. 

Another option is to form a foreign partnership or a limited liability company that elects to be taxed like a partnership. However, to do this, the investor usually needs to be willing to have a partner - although a spouse or adult child could be the partner. While the foreign partnership is subject to less onerous tax requirements than a foreign corporation or foreign trust, it does add a layer of extra cost and complexity on the simple process of buying foreign stocks. 

In some cases, it might be possible to structure a foreign (non U.S.) LLC as a single owner LLC that elects to be taxed as a proprietorship (referred to as a ‘disregarded entity’). This would provide the least amount of cost and added complexity to the process of developing an international portfolio. 

Qualified Dividends from Foreign Corporations
The Jobs and Growth Tax Relief Reconciliation Act of 2003 altered the tax rules for dividend income for tax years beginning after 2002. Essentially, the maximum rate on ‘qualified’ dividend income is the same as for long term capital gains. For most taxpayers, this means their dividend income is taxed at a maximum of 15% and for lower income taxpayers, their dividend income is taxed at a rate of 5%. 
These reduced rates also apply to ‘qualified dividends’
 received from ‘qualified foreign corporations’.  The requirements for a qualified foreign corporation are that it …..
· Is incorporated in a U.S. possession, or

· Is domiciled in a country that has a comprehensive income tax treaty with the U.S. and is not a foreign personal holding company, a foreign investment company or a passive foreign investment company.

Cash dividends received from a foreign corporation that do not meet the tests above may also qualify for the reduced tax rate but the corporation stock (or an ADR
) must be traded on an established securities market in the U.S. and the foreign corporation is not a foreign personal holding company, a foreign investment company or a passive foreign investment company.

The reduced tax rate on qualified dividend income is scheduled to expire for tax years beginning after Dec. 31, 2008. 
  
Taxation of U.S. Shareholders of
Foreign Mutual Funds
One of the most confusing aspects of foreign investing is the difference in the treatment of foreign mutual funds as compared to U.S. based mutual funds. To understand the problem, it helps to begin with a basic explanation of the tax treatment of U.S. shareholders of a mutual fund in the U.S. 

Generally, a U.S. mutual fund is treated in a manner similar to a partnership with respect to the income and the gains of the fund. The income is passed through to the shareholders in proportion to their holdings and reported to the IRS on a Form 1099 by the mutual fund. A copy of the report is also sent to the shareholder to use to prepare his tax return. 

Foreign investment companies or mutual funds are not subject to this kind of reporting and disclosure. Nor do they want to be. So the U.S. puts the burden on the U.S. shareholders to determine their share of the income of the investment company. The tax code refers to any kind of corporate mutual fund outside the U.S. as a passive foreign investment company or a PFIC. 

The U.S. tax laws are clearly designed to deter U.S. persons from investing in mutual funds outside the U.S. where the income or gains of the foreign funds are not subject to current taxation, as are the gains and other income of most domestic mutual funds. In addition, the tax law clearly seeks to deter U.S. persons from using a foreign corporation as an investment fund. For example, if 11 (or more) U.S. persons own equal shares in a foreign corporation, it will not meet the definition of a controlled foreign corporation and, without the PFIC rules, none of the shareholders would be subject to current tax on the income of the foreign corporation. 

But - if that foreign corporation is a PFIC, the U.S. shareholders will be subject to severe tax treatment on any distributions
 from the PFIC unless …
· the PFIC elects to be subject to the SEC and the IRS reporting requirements or unless 

· the U.S. shareholder elects to pay tax on the undistributed current income of the PFIC (which requires the co-operation of the PFIC) or unless 

· the PFIC is listed on a national securities exchange and the shareholder elects to pay tax on any increase in the market value of the shares from one year to the next. 

As a general rule, a U.S. person would be in a far better position to invest directly in the stock of foreign corporations that are not PFICs or to invest in a U.S. mutual fund that invests in foreign stocks or foreign mutual funds. In some cases, a U.S. person may be able to utilize a foreign variable annuity or variable life insurance contract to invest in foreign mutual funds, but the tax treatment will be based on the rules for investments in annuities or life insurance rather than for investments in the underlying stocks or mutual funds. 

Tax code sections 1291 through 1297 provide the rules for U.S. persons who invest in Passive Foreign Investment Companies (PFIC). A PFIC is defined as 
 ... any foreign corporation if 75 percent or more of its gross income is passive income or if 50 percent or more of its assets are assets that produce or are held to produce passive income. 

There are exceptions for bona fide banks, insurance companies and foreign corporations engaged in the securities business - meaning the active marketing of securities. 
Unless a U.S. shareholder of a PFIC elects to pay current taxes on the shareholder’s portion of the income of the PFIC, there is no U.S. tax until there is a distribution of income from the PFIC or until there is a disposition of some of the shares of the PFIC by sale, exchange, gift or bequest. Income distributions are taxed as ordinary income in the first year and then distributions equal to 125% of the previous three years (or shorter) average distributions are taxed as ordinary income. Distributions in excess of this computed amount are taxed in a punitive manner. Briefly, excess distributions and all gains from dispositions of PFIC shares are first allocated back to each year the shares have been owned. The income or gains for each tax year are then taxed at the highest tax bracket for that tax year, without regard to the tax bracket of the shareholder. After the tax is computed, compound interest is added to the tax. 
In this computation, capital losses cannot be offset against capital gains. Thus, in computing the tax on distributions only gains are included in the computation. The result can be obscenely unfair. For example, a taxpayer has funds in a foreign money market account that is part of a pooled income fund of a foreign bank. The fund buys and sells a variety of foreign currencies and foreign denominated stocks or bonds during each year. The share value of the money market fund changes on a daily basis. Each time the U.S. shareholder moves funds out of the account there is a disposition of shares of the fund. The PFIC tax would apply to each separate disposition but only to those dispositions that are gains. Dispositions where there is a loss are not offset against the gains. For example, a shareholder might dispose of some shares at a combined gain of $10,000 and might dispose of other shares at a combined loss of $15,000. The gain is subject to the PFIC tax and the losses are ignored. 
To avoid this punitive result, the U.S. shareholder may elect to have the PFIC treated as a ‘pass through entity’ - known as a ‘qualified electing fund’ or QEF. If the U.S. shareholder makes this election, the shareholder must report as income his or her pro rata share of the earnings and capital gains of the QEF for the taxable year. The investor making this election may also elect to delay payment of the tax on the shareholder’s portion of the undistributed earnings of the QEF, but that deferral will be subject to an interest charge. This election is only allowed if the PFIC complies with the IRS information disclosure requirements that will enable the IRS to determine the PFIC’s ordinary earnings and capital gains. 

If the U.S. beneficiaries of a trust investing in a PFIC expect and agree to be taxed on the trust's income (even though they do not expect to receive any current distributions from the trust), there should be no disadvantage to electing QEF status for every PFIC in which the trust has invested, and indeed there are enormous disadvantages from failing to do so.  If the PFIC is not a QEF for every year in which it is a PFIC, then the conversion from capital gain to ordinary income and the interest charge rules continue to apply to the extent of the company's earnings while it was a non-QEF.  In other words, only a so-called ‘pedigreed’ QEF that has been a QEF in every year in which it was a PFIC is excused from the interest charge and character conversion rules.  For this reason, a foreign trust agreement should provide that the trustee may not acquire any equity interest in a foreign company that qualifies as a corporation for U.S. tax purposes (unless that company is engaged in the active conduct of a trade or business) without providing notice to any U.S. beneficiaries and their accountants so that the appropriate election to be a QEF can be made in a timely manner.  Furthermore, the trust agreement should provide that this notification requirement must be made applicable to any investment adviser engaged by the trustee to manage any trust assets. 

The Taxpayer’s Relief Act of 1997 introduced some confusing changes that are intended to eliminate some conflicting and overlapping provisions of the rules applicable to a controlled foreign corporation (CFC) that is also a PFIC. Basically, the 10% or greater U.S. shareholders of a controlled foreign corporation that is also a PFIC will be subject to the pass-through rules for a CFC and will not be subject to the tax on PFIC distributions or dispositions. However, where a CFC/PFIC is not a QEF (qualified electing fund), any stock held by a U.S. person who owns 10% or more of the stock is either (1) subject to a current tax and an interest charge on the deferred distributions, or (2) is subject to the rules for a PFIC. In addition, if a CFC shareholder ceases to be a 10% shareholder but remains as a shareholder, the shareholder will immediately be subject to the PFIC rules. Shareholders of a CFC/PFIC who own less than 10% of the stock of the CFC/PFIC will continue to be subject to the PFIC rules. These changes are applicable for tax years after 1997.
Another ‘simplification rule’ in the 1997 law permits U.S. owners of stock in a PFIC that is traded on a national securities exchange to make a ‘mark-to-market’ election (IRC section 1256) based on the market value of the PFIC shares at the end of each year. However, any gains recognized by the shareholder will be treated as ordinary income and any losses are limited to gains previously recognized. In addition, the IRS has introduced proposed regulations that will make it very difficult for many foreign mutual funds to qualify for the ‘mark-to-market’ election.  Common sense would suggest that shares of a foreign mutual fund that can be bought or sold on a national, regulated auction market in a major country should qualify. In cases involving small amounts, the IRS may not choose to dispute whether the foreign exchange meets their detailed rules. Where a lot of money is at stake, they may then choose to focus on some of the more obscure details in their regulations as a way to disqualify the use of the mark-to-market method of computing the tax. 
U.S. Taxation of Foreign Annuities
Until the IRS issued some regulations in January, 1998, it was widely understood that U.S. investors who purchased annuity contracts issued by non U.S. insurance companies would be taxed on such annuities the same as on annuity contracts issued by a U.S. insurance company. Generally, income accumulated within a deferred annuity would be tax deferred until the policyholder began to receive distributions. At that time, part of the distribution is taxable and a part is treated as a non-taxable return of the payment for the annuity contract. 

However, in January, 1998, the IRS issued regulations to address a perceived problem with respect to certain deferred payment debt obligations that were being treated as annuity contracts (called Retirement C.D.s). The impact of the regulations was to eliminate the tax benefits of fixed return, deferred annuities issued by foreign insurance companies. Among those who have studied the matter in detail, there is some disagreement as to whether the regulations eliminated the tax deferral for all annuities issued by a foreign insurer or just for fixed return deferred annuities issued by a foreign insurer. Thus far, the IRS has not issued any ruling on this specific matter. 
The IRS regulation did not alter the tax treatment (deferral) of variable annuities, whether immediate or deferred
. Nor did their regulation alter the tax treatment of fixed return annuities that provided immediate payments (beginning within one year) to the annuitant. Except for the fixed return deferred annuity, the tax treatment for a U.S. person who buys an annuity from a foreign insurance company is basically the same as for a U.S. person who buys an annuity from a U.S. insurance company. 

Annuities can be classified as (1) immediate or (2) deferred, with respect to when payments begin to the annuitant. Annuities can also be classified as (1) fixed return or (2) variable return. A fixed return contract provides a set rate of return to the annuitant that is guaranteed by the insurance company. A variable annuity policy is one where the assets are invested in various investment pools such as stock funds and the rate of return to the annuitant depends on the returns realized from the underlying investments. 
To qualify for tax deferral, the investments in a variable annuity contract must be the property of the insurance company and must not be available to the general public. Thus, an insurance company can establish a variety of investment funds into which the investor can allocate his annuity cash value. However, those funds must be limited to the use of the insurance company (or a group of insurance companies) and must not be available in the same form to the investing public. 

There has been wide spread discussion of the concept of ‘wrap around annuities’ in which an investor gives a foreign insurance company a portfolio of securities (usually highly appreciated) in exchange for an annuity contract.  That may be permitted for foreign persons doing business with foreign insurance companies, but the U.S. tax law does not permit the use of tax deferred wrap-around-annuities for U.S. persons.  For U.S. tax purposes, the exchange of appreciated securities for an annuity is a taxable event. 
One significant exception to the general rule is that a U.S. person who buys a foreign annuity must pay an excise tax of 1% of the premium paid for the contract
. The excise tax is paid quarterly on Form 720. There is a tax treaty with Switzerland whereby the 1% excise tax does not apply to the purchase of Swiss annuity contracts. (If the treaty is used to avoid paying the excise tax, the taxpayer must file Form 8833
 in each year when premium payments are made.)

Another area of some dispute relative to annuity contracts involves the treatment of ‘private annuity’ contracts issued by persons other than an insurance company or by any other company that is not engaged in the business of issuing annuity contracts. It's our opinion that the effect of the IRS regulation was to deter the use of deferred payment private annuities and private annuities that included special provisions to limit the amount of the payments by the annuity payor or to require a minimum amount of payments to the annuity recipient. 
Private annuities can be used to defer taxes on some appreciated assets in exchange for future annuity benefits for a term of years or the life of the annuitant. However, a private annuity is by definition an unsecured obligation of some person or entity that is not in the business of issuing annuity or insurance contracts. Most people who actually use private annuities use them to transfer property to their children or other heirs and to receive some income from the property. Entering into a private annuity contract with a stranger is highly risky, because if the stranger defaults, there is no recourse for the annuitant. And if the stranger is a foreign person or a foreign corporation, the risk is even greater. 
In any event, there aren't many informed observers who would argue that the subject of foreign annuity contracts and private annuities issued by foreign persons has become far more complicated and unsettled than before the IRS issued their regulations. We have prepared an extensive report on the tax treatment of foreign annuities. Copies of the report are available in printed form -- or in digital form for our paid subscribers (at no extra cost).
U.S. Taxation of Foreign Life Insurance

The general rule for investing in foreign life insurance contracts is that the tax treatment for a U.S. investor is substantially the same as a life insurance contract issued by a U.S. insurance company -- but only if the foreign policy contains provisions that comply with the U.S. law definition of life insurance. Basically, amounts earned by the cash value of a life insurance policy accumulate tax deferred until the policy is surrendered. At that time, the amount in excess of the total premiums paid would be taxable as ordinary income. However, if the policy remains in force until your death and the face amount is paid to your beneficiary, the benefit is generally not taxable as income to the beneficiary. 

If the policy is not a ‘modified endowment contract’ (MEC), the policy-owner can borrow against the cash value without paying a tax on the amount of the loan. Generally, a life insurance contract that requires a minimum of seven or more equal annual premium payments will not be a MEC. A single premium life insurance policy is a MEC and the tax treatment will be similar to an annuity contract. Loans against a MEC policy will be taxed like annuity distributions. 

The face value of a life insurance policy that is paid to a named beneficiary will normally be included in the gross estate of the policyowner and insured and will be subject to estate taxes if the estate is larger than the lifetime estate tax exemption. This result occurs when the insured is also the owner of the policy and has the power to surrender the policy, to exchange the policy or to change the beneficiary. If the policy is owned by the beneficiary - or by a trust in which the heirs are  beneficiaries - then the policy face amount (the death benefit) will usually not be included in your estate. 

One key difference between a foreign life insurance policy and a domestic policy is that there is an excise tax on the premiums paid to a foreign life insurance company. The tax is 1% of the amounts paid to the foreign company and it must be paid with a quarterly return (Form 720) that is intended for an assortment of excise taxes
. A treaty with Switzerland exempts Swiss life insurance policies from this excise tax
. However, use of the treaty to avoid payment of the excise tax requires that the policy-owner include Form 8833 with his or her tax return in each year when premium payments are made. 

Until the 1997 Taxpayer's Relief Act, it was legal to make a tax deferred exchange of a U.S. life insurance contract for a foreign life insurance contract. The 1997 law included a provision that some commentators believe prohibits tax free exchanges of life insurance or annuity contracts from a U.S. to a foreign insurer. Section 1131(b)(1)(c)(1) of the 1997 act amended IRC Section 1035(c) by changing it to read 

EXCHANGES INVOLVING FOREIGN PERSONS: To the extent provided in regulations, subsection (a) shall not apply to any exchange having the effect of transferring property to any person other than a United States person. 

Subsection (a) is the section that permits a tax free exchange of life insurance and annuity policies. 

One commentator has pointed out that this rule does not apply until the IRS issues regulations, which they haven't done at this time
. Another commentator believes that the term ‘property’ does not include policy cash values, but we find it difficult to agree with that in light of the reference to the code section that explicitly permits tax deferred exchanges of policy cash values. Until the IRS gets around to issuing regulations or rulings on this provision, there will be some dispute and uncertainty about it. Meanwhile, the greater difficulty will be to find a U.S. insurance company that will agree to make a direct transfer to a foreign insurance company and to treat it as a section 1035 exchange rather than as a taxable liquidation of the contract. 
U.S. Taxation of Currency Gains or Losses
The general rule with regard to the U.S. tax treatment of gains or losses from exchanging U.S. currency for non U.S. currency (and back) is that the gain or loss on the currency exchange will now be taxed the same as the underlying transaction. The Taxpayer's Relief Act of 1997 included a provision [Act Section 1104(a)] that included some changes, which are included in the following explanation. 

Where there are currency gains or losses in connection with a trade or business or with the management or administration of investment assets, the gain is treated as an ordinary gain (rather than as a capital gain) and any loss is generally treated as an expense. 

Where currency gains or losses are incurred in connection with the purchase of an investment, the gain or loss on the currency change on realization (usually from selling) is a capital gain or loss and is included as part of the total capital gain or loss on the investment.  

Currency gains of $200 or less that arise from personal transactions (not for investment or business) are not taxable, but any personal currency losses are not deductible. A personal transaction includes any gain or loss arising from travel even if the travel is business related. Any currency gains in excess of $200 per transaction (per trip or per purchase) are treated as a capital gain. Losses on currency exchanges for business travel also appear to be non-deductible. 

The primary source of information on the tax treatment of currency gains or losses is IRC Section 988. 
Foreign Trust Tax Rules

It used to be legal for U.S. citizens and residents to defer taxes with a foreign trust, if it was an irrevocable trust and if the trust settlor/grantor retained no powers over the disposition of the trust assets. In 1976, the rules were changed. Now, because of U.S. Internal Revenue Code Section 679, U.S. persons who form (settle) a foreign trust that has a U.S. beneficiary is treated as the owner of the assets in the trust for income tax purposes. These trusts are now described as 'tax neutral' and are used for asset protection from future litigation rather than for tax avoidance. Many of the promoters of phony foreign trust arrangements are showing their prospective customers outdated laws, regulations or court cases, or showing them nothing to support their claims.   

For non-U.S. persons in many countries, it is still legal to avoid domestic income taxes and estate taxes (or forced heirship) with the use of a foreign trust. If that foreign trust is located in a low tax jurisdiction (tax haven), the income earned by the trust assets are treated as the income of the trust rather than of the trust settlor and/or beneficiaries. 

There is still one tax advantage to a U.S. person in creating a foreign trust through their will. After the death of a U.S. grantor, a foreign trust ceases to be subject to U.S. income taxes until the funds are distributed to a U.S. person. And, if the trust is established in a country without a statute of limitations, it can be used as a ‘perpetual’ (dynasty) trust that accumulates and distributes assets to multiple generations. Such a trust can be funded by testamentary disposition or if it is created while the grantor is living, it will cease to be a grantor trust following the grantor's death. 

Until some very recent regulations issued by the IRS, most tax professionals believed that it was possible to create a foreign trust so that it would have no U.S. beneficiaries during the lifetime of the grantor and hence it would not be subject to the income tax treatment of IRC section 679. By creating an irrevocable foreign trust with no U.S. beneficiary during the lifetime of the grantor (or the grantor's spouse), any income accumulated in the trust during the lifetime of the grantor or spouse would not be subject to tax by the U.S. grantor. Nor would the trust assets be included in the estate of the trust grantor or spouse. However, regulations issued by the IRS in September, 2000 indicate that this kind of trust can't ever have any U.S. beneficiary -- even after the death of the U.S. grantor and spouse. 

Prior to the U.S. Small Business Job Protection Act of 1996, it was possible for foreign persons who were migrating to the U.S. to establish a trust in a country outside the U.S. and to avoid the U.S. grantor trust rules. Now, for trusts settled after February 6, 1995, the grantor of a foreign trust will be deemed to have formed the trust on the date he or she becomes a U.S. resident - unless the trust was formed at least five years before the residency starting date. 

Prior to the 1996 law, a trust was deemed to be a domestic trust or a foreign trust based on the preponderance of facts relating to the administration of the trust, the jurisdiction to which the trust would seek judicial recourse, the residence of the trustee and other related facts. Now, a straight-forward two part test is used to determine if a trust is a U.S. domestic trust or a foreign trust. A trust is deemed to be a domestic trust if 

1. a U.S. court can exercise primary jurisdiction over  the administration of the trust, and if

2. one or more U.S. persons have the authority to control all substantial decisions of the trust.

If a trust does not meet both of these tests, it is deemed to be a foreign trust for U.S. tax purposes. 

Form 3520 must be filed with the income tax return of the grantor of a foreign trust for each year and Form 3520-A must be filed with the grantor's tax return each year thereafter. 

Any U.S. beneficiary of a foreign trust must file a Form 3520 with his or her tax return in any year in which the beneficiary receives a distribution of any kind. 

Any distribution from a foreign trust to a U.S. beneficiary may be treated as taxable income unless the required reports are filed and substantiate that the distributions are not income to the beneficiary. 

The penalties for failing to file the reports or for filing late are severe. 

Beneficiaries and grantors of a foreign trust are deemed to be the shareholders of any corporations in which the trust is a shareholder or to be the partners of any partnership in which the trust is a partner. 

If the foreign trust is a 10% or greater shareholder of a controlled foreign corporation, the U.S. grantor is deemed to be the beneficial owner of the foreign corporation and must file the Form 5471 for shareholders of a controlled foreign corporation. 

If the foreign trust is an investor in a foreign investment company, unit trust or mutual fund, the grantor of the trust is deemed to be a shareholder of a passive foreign investment company and must file Form 8621
 with his or her tax return.
Taxation of U.S. Owners of 
Controlled Foreign Corporations
Many years ago, it was legal for U.S. persons to invest in foreign corporations which in turn invested in various U.S. securities and debt obligations on a tax free basis. When the stock of the foreign corporation was sold, the gain was treated as a capital gain - usually eligible for preferred tax treatment. 

That's no longer true - even though many promoters of offshore tax schemes will tell you it is. Here's a very brief summary of what is true - today. 

A U.S. person who invests in the stock of a foreign corporation that is engaged in a trade or business outside the U.S. is subject to the same basic tax rules as investors in domestic corporation stocks. If that foreign corporation does business in the U.S. it will be subject to tax on its U.S. source income. The U.S. investor is not required to file any special tax reports regarding the foreign corporation unless the corporation is 

· a controlled foreign corporation that is controlled by ‘U.S. shareholders’ or

· a passive foreign investment company 

If the foreign corporation is a passive foreign investment company or mutual fund, special rules apply. The U.S. shareholders are required to report their share of the income of the foreign investment company on their tax return each year, or to pay a penalty on any deferred income from the foreign investment company. 

If more than 50% of the foreign corporation stock is owned (directly or indirectly) by ‘U.S. shareholders’, then the corporation will be a controlled foreign corporation. U.S. Shareholders are defined as those who own 10% or more of the stock and they are required to file Form 5471 each year with their tax return
. If the foreign corporation has any ‘sub-part F income’, the U.S. shareholders who own 10% or more of the stock will be required to include that income in their personal tax return even though it is not distributed by the corporation. The simplest explanation of ‘sub-part F income’ is that it includes passive investment income and certain types of income derived from buying or selling goods or services to or from a related person or entity. 

Those promoters who advocate the creation of a foreign corporation as a way to avoid taxes on investment income are either ignorant of the U.S. tax rules relating to controlled foreign corporations or they are scoundrels who are not concerned about the problems they may be creating for U.S. persons. 

If a foreign grantor trust or partnership is a 10% or greater shareholder of a controlled foreign corporation, then the grantor of the trust or the partners will be treated as shareholders of the foreign corporation. 

An international business company (IBC), previously referred to as a foreign corporation, is a corporation formed in a non U.S. country that is usually exempt from tax in the country where it is formed -- but it may not conduct any business in that country. For U.S. tax purposes, an IBC is treated the same as a foreign corporation. U.S. persons who form and own a foreign corporation or an IBC may elect to be treated as a partnership by filing Form 8832 within the prescribed period of time. A single owner IBC may elect to be taxed as a disregarded entity. Absent an election, the foreign entity will be treated as a foreign corporation and the owner will be required to file the Form 5471. 
If a foreign corporation receives more than 75% of its gross income from passive investment sources (interest, dividends, capital gains), it will be deemed to be a passive foreign investment company and the U.S.  fund holders are required to pay current taxes on their share of the investment company income or to pay a penalty for the deferral of tax. A Form 8621
 must be filed by any U.S. shareholder of a passive foreign investment company (PFIC) whenever there is a distribution of income or a disposition of any shares of the PFIC. There is no minimum percentage of ownership with respect to Passive Foreign Investment Companies as there is with controlled foreign corporations. 

This is a very brief and non-technical summary of the key tax rules applicable to the ownership of stock of a foreign corporation by U.S. persons. A 70+ page report on this subject is available on our paid subscriber's web site at no extra cost to subscribers.
Non-Controlled Foreign Corporations

A great many people seem to believe it’s possible to accumulate profits tax free by owning income producing assets with a foreign corporation located in a tax haven country. What these people don’t know is that the U.S. tax laws have changed to prevent that form of tax deferral. It used to be possible (many years ago) to shelter investment profits by putting investments into a foreign corporation. But the laws have been changed over the years (starting in 1962) so that some U.S. shareholders of a controlled foreign corporation (CFC) are taxed currently on any investment income and certain types of business income as if the corporation were a partnership or S corporation. The ‘tainted income’ (called Sub-part F income) is subject to current tax by these shareholders as if the income had been distributed to them. 

However, there are some exceptions to the rules if you are willing to have unrelated foreign partners or a lot of smaller U.S. stockholders.  

First, a ‘U.S. shareholder’ is defined for this purpose as one who owns at least ten percent of the stock of the CFC. Second, the foreign corporation is a controlled foreign corporation if U.S. shareholders (as defined) own more than 50% of the stock. These mechanical tests leave some room for those who are willing to have effective control rather than absolute control. Here are some examples of the exceptions.    

·  an unrelated foreign person owns 50% of the foreign corporation

·  eleven unrelated U.S. persons each own 9.09% of the corporation

·  one U.S. person owns  40% of the corporation and ten others (who are not related) each own 6%

Various other combinations of ownership can be used but the primary owner can’t own an absolute controlling interest by owning more than 50% of the corporation. In addition, the ownership of related parties is treated as if it were combined. Thus, if a husband and wife each own 26% of the corporation, it would be a CFC. If a parent and five children each own 9% of the corporation, it would be a CFC, because the parent would be treated as if he or she owned 54% of the corporation. Generally, related parties include controlled U.S. corporations, partnerships, trusts, estates and relatives such as parents, children, siblings or a spouse. Ownership by a nominee is also a related party.  

These rules only apply to certain types of income, which is primarily investment income and an assortment of income items derived from favorable pricing arrangements with related persons or organizations in the U.S.  Income earned from a genuine foreign trade or business is not generally subject to current taxation by U.S. shareholders, even if they control the CFC. 

Even if the foreign corporation is not a CFC because of the U.S. ownership of the corporation, any income from investments may still be subject to U.S. tax because of the passive foreign investment company rules. Thus, the benefits of having a non-controlled foreign corporation are essentially limited to income from a bone fide foreign trade or business, in a low tax country. That makes it more difficult to benefit from using a foreign corporation.
As a practical matter, the foreign corporation must be a resident company in a foreign jurisdiction where it has an office, employees and the other elements necessary to carry on a trade or business. The work of the corporation must be done outside the U.S. – such as the production, marketing and administration functions. 

Some U.S. business owners have attempted to establish a business in a non-taxable foreign jurisdiction and to then route paper transactions through the foreign company and to move funds from the U.S. to a foreign bank account owned by the foreign entity. If the IRS discovers this type of arrangement, it is highly likely to be subjected to a detailed examination and then the agents are likely to impose substantial fines and penalties. 
For a legitimate business that is actually doing business offshore, the costs are often higher than in the U.S., if only because many functions are being duplicated offshore. The economic benefits of tax deferral with a non-controlled foreign corporation are based on the amount of profits earned by the foreign corporation, after deducting the expenses of operating offshore. 

The offshore profits should be multiplied by the marginal tax rate of the business in the U.S. to determine the value of the deferred taxes. For example, a U.S. corporation with over $100,000 of profits is subject to a marginal corporate federal tax rate of 39% on any additional profits
. In some states, the state income tax rate might be 10%, but there is usually a deduction for federal taxes so that the effective state tax rate might be 6.1%. The combined U.S. tax on an additional $100,000 of profit would be about 45%. Thus, the tax deferral benefit of the foreign corporation would be $45,000. 

But that’s not a permanent tax savings unless the tax savings remain offshore for many decades. A more refined calculation of the benefits of a non-controlled foreign corporation would include an estimate of the time value of the tax deferral and estimates of the rate of return on the deferred taxes from reinvesting the deferred taxes in expanded business operations. 
The Disregarded Entity Election
For many decades, a great many court disputes between the IRS and taxpayers involved the issue of whether a particular entity was a corporation or a partnership for tax purposes. Effective the first of January, 1997, the IRS issued regulations (TD 8697, IRC 301.7701) giving certain taxpayers the option to elect the tax treatment of a business entity. The default treatment for U.S. corporations is that they will be taxed as corporations. The default treatment for a U.S. partnership or limited liability company is to be treated as a partnership. For a single owner domestic LLC, the entity is disregarded for tax purposes and the income and expenses of the entity is reported on Schedule C of a Form 1040. 
For foreign entities, the default treatment is dependent on whether the entity provides liability protection for the owners. If it does, it will be treated as a foreign corporation unless an election is made to have the entity treated as either a partnership (more than one owner) or as a disregarded entity (one owner). The election is made with Form 8832 and must be made within 75 days of the formation of the entity. An election can be made at a later time, but that will require the entity owners to file a Form 5471 for a controlled foreign corporation and to treat the change to a disregarded entity or partnership as a taxable liquidation of the corporation. 
If a foreign corporation with multiple owners elects to be taxed as a disregarded entity, it will be required to file Form 8865 as a foreign partnership. If a single owner foreign corporation elects to be treated as a disregarded entity, then any business income of the entity should be reported on Schedule C of the owner's Form 1040. Investment income of the foreign corporation would flow through to the applicable forms such as Schedule A or Schedule E.  

A foreign corporation may only elect to be taxed as a foreign partnership (multiple members) or as a disregarded entity (single member) if it is not in a jurisdiction listed in IRS Regulations 301.7701-2(b)(8). Where a foreign corporation is to be used as an investment entity to hold foreign investments for U.S. investors, it is likely to be advantageous to make an election to be taxed as a foreign partnership or as a disregarded entity. However, a complete discussion of the advantages and disadvantages of this election can only be made with the advice of a qualified tax advisor or a study of the applicable tax regulations. 
Beginning in tax years after 2003, a disregarded entity is required to file a Form 8858 to report a summary of the income and an abbreviated balance sheet, plus some information about the entity and its owners. 

Taxation of U.S. Partners of 
Controlled Foreign Partnerships
U.S. persons who are partners of a controlled foreign partnership are subject to extensive tax filing requirements, comparable to those for shareholders in a controlled foreign corporation. In addition, if the partnership owns stock of a foreign corporation or passive foreign investment company or has transferred assets to a foreign trust, further filings may be required. 

A foreign limited liability company (LLC) will be treated as a foreign corporation unless the owners elect to be treated as a foreign partnership. A single owner foreign LLC can elect to be treated as a 'disregarded' entity.  
Any references herein to a foreign partnership apply equally to a foreign limited liability company (LLC) with more than one member if the LLC has elected to be treated as a foreign partnership. 

Form 8865 is used by U.S. partners in a controlled foreign partnership. The form combines most of the reporting requirements of the U.S. partnership Form 1065 and the Form 5471 for shareholders of a controlled foreign corporation. The form is nine pages long - excluding attachments. The instructions are 10 pages long - in fine print. The return (or portions of it) are required to be filed by the U.S. partners with their personal tax return. 

The form is required to be filed by any U.S. person who owns 10% or more of a controlled foreign partnership (CFP). A CFP is a partnership formed outside the U.S. where five or fewer U.S. partners own 50% or more of the partnership interest. However, only those partners with a 10% or greater interest are included in the more than 50% control test. 

A foreign (non U.S.) entity with any U.S. owners will be classified by the IRS as a partnership only if there are two or more partners and the partners do not have limited liability from the entity. If a foreign entity has limited liability, it will be treated as a corporation and subject to the foreign corporation filing requirements -- unless it elects a different status. 

If a foreign partnership becomes a shareholder of a controlled foreign corporation, then the U.S. partners may be treated as U.S. shareholders of a controlled foreign corporation if their direct and indirect ownership of the corporation is 10% or more of the total outstanding stock of the corporation or when the partnership acquires or disposes of 5% or more of the outstanding stock of a foreign corporation. The partners will then be required to file Form 5471 for certain shareholders of controlled foreign corporations.  

If a U.S. partner of a foreign partnership is a shareholder of any foreign investment company, the partners will also be required to file Form 8621 (which is required for shareholders of a passive foreign investment company) if the U.S. shareholders want to avoid a punitive tax on future distributions.

If a foreign partnership with any U.S. partners transfers property, directly or indirectly, to a foreign trust, the U.S. partners may each be required to Form 3520 and Form 3520-A . 

If the foreign partnership receives $10,000 or more in cash payments from one transaction or any series of related transactions, the U.S. partners may be required to file Form 8300
. 

If the foreign partnership has any gross income that is effectively connected with a trade or business in the U.S. and the partnership makes payments to any foreign partners, then the partnership may be required to withhold taxes on the amounts paid to the foreign partners as required by IRC section 1446 and to file Forms 8804, 8805 and 8813. The partnership may then file a Form 1065 to report its U.S. source income and to report the withholding as tax payments, which the partners can claim as tax credits on their personal tax returns. 
If the foreign partnership has an interest in any foreign accounts with an aggregate value of more than $10,000 at any time during the taxable year, the partners may be required to file Form TD F 90-22.1. 

If the foreign partnership is required to pay income taxes to any foreign countries, the U.S. partners may be eligible for a foreign tax credit for their share of the foreign taxes paid by the partnership. The tax credit is claimed with Form 1116 for U.S. individuals or Form 1118 for U.S. corporations. 

An Offshore I.R.A.
Some taxpayers with Individual Retirement Accounts are interested in being able to move their IRA offshore for asset protection or to invest their IRA assets in various offshore investments that are not available inside the U.S. 
The asset protection issue may be of less concern since the passage of the Bankruptcy Reform Act of 2005 because that act included a provision that protects the assets in an IRA from creditors in the event of bankruptcy. In addition, on April 4, 2005, the United States Supreme Court held that individual retirement accounts (IRAs) are among a debtor’s exempt assets shielded from creditors under the U.S. Bankruptcy Code (Title 11).
  

However, the 2005 Bankruptcy law greatly restricted the appeal of bankruptcy for those with above average incomes. For those who choose not to utilize the bankruptcy law, they would be dependent on state law with respect to the protection of IRA assets from creditors. Thus, there is still some interest in moving IRA assets offshore for protection from predatory litigators.  The device that is most often used is a foreign limited liability company that is owned by the IRA. The IRA owner then selects an offshore investment advisor to manage the funds in the foreign LLC. 

Despite the strong protection generally afforded foreign LLCs, some lawyers argue that if the owner of an IRA lives in the U.S., a U.S. court can simply order the IRA owner to bring the funds back to the U.S. and to request a distribution from the IRA custodian.   
Whatever the motive for wanting to move an IRA offshore, only the assets can be placed in some kind of offshore entity or investment. To do that, four things are needed. First, the IRA must be a self directed IRA. Second, it is necessary to find an IRA custodian who is willing to accept the complications of various offshore investments. The next step is to have the IRA pay for the formation of a limited liability company in a foreign country. Then, it is necessary to find a person to manage the investments in the offshore IRA. 
Investors need to be aware of the various prohibited investments for an IRA, even when it is a self-directed account. Information about this subject can be found on the Internet with a search engine like Google and with a search phrase such as [IRA prohibited transactions]. 

Taxation of International E-Commerce

Anyone involved with using the Internet or the World Wide Web is surely aware of the highly charged controversy surrounding the taxation of e-commerce. The controversy relates mainly to sales or VAT taxes, but there is also a lot of controversy about which jurisdiction gets to impose income taxes on any profits from sales made over the Internet. 

In the U.S., there are reputed to be over 7,000 different taxing jurisdictions that would like to impose sales taxes on Internet transactions. The sales tax is paid by the buyer and is collected by the seller by adding the sales tax on to the price of the goods or services. The key issue is where the order takes place. At a retail store, both the buyer and seller are in the same state, city or county and the location (nexus) of the transaction is obvious. Where the buyer and seller are in different states, there are some disputes over which location has the right to impose the sales tax. 

In the U.S., there is a long history of disputes regarding the taxation of mail order or telephone order transactions. Generally, such sales are subject to tax in the jurisdiction in which both the buyer and seller are located. Thus, if the seller has a business ‘nexus’ in that jurisdiction, it is required to pay sales taxes on any sales in that jurisdiction. If a large retailer has a retail outlet somewhere in California and their New York based mail order (or Internet) division makes a sale anywhere in California, they are required to collect sales taxes and to remit the taxes to California. 
In the U.S., a number of states are working to develop an integrated system of sales tax in order to collect taxes from multi-state vendors. The Streamlined Sales Tax Project (SSTP) is an effort by state governments, with input from local governments and the private sector, to completely overhaul the existing sales and use tax system. The project seeks to get member states to develop uniform definitions, rate simplification, uniform sourcing rules, state level administration and computer systems that all meet uniform requirements. Thirteen states are in compliance with the SSTP and six others are in the process of revising their sales tax laws to be in compliance. 
Outside the U.S., many countries impose a Goods and Services Tax (GST) that is collected by the retailer as with a sales tax. Other countries use a value added tax (VAT) that is similar to a sales tax, but it is collected in stages from each business as the product or service moves from the producer to the consumer. At each stage of ‘production’, the sale of the goods or services are subject to a VAT, but the business can claim a credit for the amount of VAT paid by previous businesses in the supply chain. Thus, each business pays a VAT on the incremental sales value that they add to the price of the product or service. Because a VAT is paid by the producer or seller -- without regard to the location of the buyer -- products or services that move from a country with a VAT to a country with a VAT may be subject to double taxation. 

‘Nexus’ is generally used to mean a permanent location or establishment such as a store, a shipping facility, an office, or even a resident sales agent. Some states or localities (and countries) argue that the customer who downloads information from a web server creates a nexus in that state -- but such arguments don't seem likely to survive if disputed. When a web server is located in a country (or state) other than the headquarters location of the business, some countries claim that  creates a ‘nexus’ or ‘permanent establishment’ in that country. Clearly, if a web server is located in country A and the customer is located in country B, the business is subject to overlapping taxes if both countries impose different definitions of what constitutes a ‘nexus’. 

Similar complications apply to the imposition of income taxes on any profits arising from business transactions. Generally, the location of the business determines which jurisdiction imposes an income tax. If a U.S. based business makes sales outside the U.S. but has no physical ‘nexus’ or ‘permanent establishment’ outside the U.S., all of its profits will be subject to income taxes in the U.S. -- even if all of its sales are to other countries. If a U.S. based business has any employees or an office in a foreign country, any profits derived from the sale of goods or services in that country will be subject to income taxes in that country and also to income taxes in the U.S.  
Where two or more countries impose an income tax on the same income of an international company or an individual, most countries provide for a tax credit that can be used to eliminate (or at least to reduce) the potential for double taxation. If a U.S. company pays an income tax to Canada on a part of its business, that Canadian income tax can be deducted from the income tax owed to the U.S. on the amount of income taxed in Canada. However, the actual mechanics of computing these tax credits can get very complicated. 

Subject to many complicated exceptions, if a U.S. person or business establishes and operates a business entirely outside of the U.S. -- and if the business can sidestep a variety of technical obstacles -- any profits from the foreign business are not subject to U.S. taxes until the profits come back to the U.S. as dividends, as a salary to an owner/employee or as a gain on the sale of the stock of the company. Similar rules apply in most countries that impose an income tax, but the details differ from country to country. 

With respect to businesses that sell over the Internet into other countries, there is a huge potential for new disputes as to where the business is located. For example, if a business in the U.S. puts information on a web server in Bermuda, does that constitute a ‘nexus’ or ‘permanent establishment’ in Bermuda? If it does, then any business generated from the Bermuda web server could be regarded as being based in Bermuda -- which does not impose an income tax. 
However, the IRS has indicated in speeches to international tax professional groups that they will treat Internet sales made through a server located in a foreign country as being subject to tax in the U.S. if the actual work is being done in the U.S.  This would prevent a U.S. entrepreneur from operating a web based business over the Internet working out of an office in the U.S..  
The Internet Tax Freedom Act was passed in 1998 with an expiration date of 2001. It was then extended through 2003 and renewed again through October 31, 2007. 
The Internet Tax Freedom Act does the following: 

· Ban on Internet access taxes. Prohibits taxes on Internet access charges (for example, the $19.95 or so that many Americans pay monthly to AT&T, America Online, and similar services). 

· No multiple or discriminatory taxes on electronic commerce. 

· Global tariff-free zone. Directs the President to work in international bodies for the establishment of the Internet as a global free trade zone.

The act does not prohibit states from imposing sales taxes on goods shipped to locations where the merchant has nexus – usually consisting of a store or warehouse. 
A Tax Break for Offshore Employees

Section 911 of the U.S. tax law permits U.S. taxpayers to earn up to $82,400 per year of tax free income for 2006.  This amount is to be indexed for inflation.

But there is a ‘small’ catch.

The taxpayer must earn that income by living and working outside the U.S. for at least 330 days in twelve consecutive months or must become a permanent resident of the foreign country. This rule exists to encourage U.S. employees to accept assignments by their multi-national employers in various countries that may have poor living conditions and to encourage the employee to accept extended separation from his or her family in the U.S. 

There are two ways to qualify for this income exclusion.

The first and the simplest is to live and work outside the U.S. and its territories for at least 330 days in any consecutive 12 month period. 

The second method is to establish bone fide permanent residence in the foreign country.  This test is subject to an assortment of criteria such as whether the taxpayer becomes a resident of the foreign country for local tax purposes and thereby becomes subject to their tax rules. Another factor is whether the employee takes his or her family to the foreign country. In a simplified way, it would be much like moving from Fresno, California to Houston, Texas without any plans to return.  If the residence test is met for at least a year, the taxpayer is not required to meet the 330 day test. 

If either of these two tests is met, the taxpayer can exclude up to $82,400 of earned income from U.S. taxes. If there are any foreign taxes imposed on that income, they are not available as a foreign tax credit or a tax deduction. Earned income in excess of the $82,400 limit will continue to be subject to U.S. income taxes along with any other income such as investment earnings. 

The taxpayer can be self employed, but if the business requires a substantial amount of capital (for inventory, receivables and equipment) then only 30% of the profits of the business are treated as earned income. One way to bypass that restriction would be to have the business become a taxable corporation and to pay a salary to the owner.

If a husband and wife are both employed outside the U.S. and meet either of the two residency tests, they may both exclude up to $82,400 of earnings from U.S. taxes. 


The specific details of this tax break are extensive and this article is a very brief summary of the basic rules.  The exclusion requires the taxpayer to file Form 2555 and the instructions to that form provide further details about the limitations on this tax break.
As of mid-2006, some members of Congress want to repeal this tax break, but there are many supporters of this tax break – including most of the large multi-national corporations, their lawyers and their accountants. And, in the context of international competition, there are hardly any other countries that attempt to impose an income tax on any the income of their citizens earned outside their borders. 
Cross Border Estate and Gift Taxes

When individuals who own property located in multiple countries pass away, whoever has agreed to serve as the executor of their estates will be subject to a host of very complex rules. 
For this reason, most U.S. persons who own investments or businesses outside the U.S. will own those assets through a corporation.  Although the owner of a corporation may die, the corporation does not and thus, there is no imposition of an estate tax in the country where the property is located. 

For a U.S. taxpayer, the value of the corporation stock would be included in his or her estate, but not the specific assets owned by the corporation.  But any assets located anywhere in the world that are owned by the deceased taxpayer will be included in his or her estate. 

For 2006 through 2008, there is an exemption of $2 million before the federal estate tax is imposed. For 2009, this amount is scheduled to increase to $3.5 million and in 2010 the estate tax is repealed. But, if the current law is not extended or revised, the estate tax exemption in 2011 and future years will revert to $1 million. There are a variety of proposed bills in both the House and Senate to (1) make the repeal of the estate tax permanent or (2) to establish a permanent exemption – such as $5 million. 
An unlimited tax-free transfer of property between spouses is permitted if the recipient is a U.S. citizen. Assets that pass to a U.S. citizen spouse at death can generally qualify for an unlimited marital deduction, which defers any estate tax until the surviving spouse’s death. However, the marital deduction is not allowed if the recipient spouse is not a U.S. citizen, even if he or she is a permanent resident of the U.S. If the spouse is not a citizen, gifts in excess of $117,000 per year (indexed for inflation) are subject to the federal gift tax. The current exemption for the gift tax is $1 million. 
If U.S. assets are left to a non-resident and non-citizen spouse by a deceased U.S. citizen or resident, some of those assets may be subject to U.S. estate taxes when the spouse passes away. Generally, only assets that are real estate, tangible property or intangible property located in the U.S. are subject to the U.S. estate tax. 
Offshore Tax Evasion
A stockbroker once explained to a group that the difference between tax avoidance and tax evasion is five years in jail.  A more precise description is provided in U.S. tax code section 7201, which states, 

Any person who willfully attempts in any manner to evade or defeat any tax imposed by this title or the payment thereof shall, in addition to other penalties provided by law, be guilty of a felony and, upon conviction thereof, shall be fined not more than $100,000 ($500,000 in the case of a corporation), or imprisoned not more than 5 years, or both, together with the costs of prosecution.
The key word in this definition is ‘willfully’. The courts have generally found that if the taxpayer is aware of the requirements of the law -- or if the taxpayer reasonably should have been aware of the requirements -- and then fails to comply, the evasion is willful. 

Foreign persons often find it difficult to understand the concern of U.S. taxpayers and tax professionals regarding tax evasion because the U.S. is reputed to be one of the few major countries in the world where tax evasion is a criminal felony. In many, or most, other countries it is a misdemeanor and tax evasion is commonplace.  However, many countries have a value added tax in addition to their sales tax and the VAT is harder to evade than the income tax.

One of the ways affluent taxpayers protect themselves from charges of tax evasion is by securing written opinions from qualified tax professionals before embarking on a transaction that may be unclear or borderline. If they actually do rely on the advice of the tax professional, they can almost always avoid felony charges of criminal tax evasion. However, they are still subject to an assortment of fines, interest and the tax that is claimed to be due unless they are willing to dispute the IRS claims in a court of law. 
However, in 2005 the IRS issued revised regulations that severely limited the ability of tax professionals to provide penalty protection to clients by giving them favorable written opinions on contemplated transactions. The new regulations were in response to the wide spread practice of giving written comfort without a complete analysis of the various (and often multiple) parts of the tax law that might affect the conclusion. Essentially, the IRS now requires tax professionals to provide opinions of such extreme detail and depth that few taxpayers will be willing to pay for the time required to produce those opinions. Further details about these regulations are available on the Offshore Press web site in an article called Tax Advisors vs. Tax Payers. (http://www.offshorepress.com/vkjcpa/disclosurerules.htm ) 

The IRS claims there is widespread tax evasion by U.S. persons with offshore financial accounts, foreign corporations, offshore trusts and offshore credit cards. Early in 2003, they embarked on a major project to track down and audit those taxpayers. They offered taxpayers a limited amnesty from prosecution if they would come forward voluntarily by April 15, 2003 and would disclose the identity of any promoters who sold them some kind of offshore financial arrangement.  They also subpoenaed the records of major credit card companies that issued credit cards drawn on foreign banks. As of early March, 2004 they claim the program has generated $170 million in taxes, interest and penalties from about 250 taxpayers but they claim that there are over 750 additional cases that have not yet been settled. 

Further details are available through the links that follow.

See the IRS article explaining the Dirty Dozen
 most egregious tax evasion schemes.
 
See Offshore Tax Evasion is Widespread
 by David Kay Johnston

Taxpayers who have failed to report income from foreign sources should contact a tax defense lawyer
 before they discuss their problem with an accountant or other financial advisors.
Penalties for Filing Delinquent 
International Tax Returns

In recent years, it appears the Internal Revenue Service (IRS) has devoted more attention to the imposition and collection of penalties for late filing of various tax or information returns and less attention to auditing returns to uncover understatements of tax. 

In many cases, penalties require far less time and effort by the IRS because they are usually based on simple fact situations. Was the taxpayer required by the Internal Revenue Code or IRS regulations to file an income tax or information return? If so, was the return filed on time? Was any tax due with the filing of the return? If so was the full amount paid and was it paid in the time prescribed? 


A $95,000 Penalty Assessment for Filing Six Days Late
In 2005, a timely filed return (Form 3520-A) was submitted for a foreign trust that was due by March 15th.  It later turned out that the IRS did not get the form until March 21st.  An IRS agent imposed a penalty (of 5% of the assets in the trust), amounting to $95,000 for a late filing of the return. As it turned out, the tax preparer mailed this return for the client because the client was out of the country and the return was mailed via the U.S. postal service with a certified mail receipt that identified the receipt as being for that client and that particular form. The IRS is supposed to retain a copy of the mailing envelope with the mailing date, but in this case, they either did not keep it, had lost it or were simply trying to see if they could trick the client into giving up $95,000.  After multiple letters back and forth, they rescinded the penalty.

Many Penalties Are for Non Filing or Late Filing
As a general rule, the individual income tax return (Form 1040) does not have to be filed if no tax is due based on the amount of income and statutory deductions or exemptions. (Itemized deductions can’t be taken into account for this purpose.) Otherwise, there is a penalty of 5% of the tax due (up to a maximum of 25%) for each month the return is filed late. The corporate income tax return Form 1120 is required to be filed regardless of whether a tax is due, but the penalty for a late filing of the return is 5% of the tax due, up to 25%. If no tax is due there is no penalty for not filing. 
For virtually all other tax information returns, there is a specific penalty for a failure to file the form or for late filing of the form – regardless of whether any additional tax is due because of the information that should be reported on the return. An assortment of other penalties apply for a failure to report income paid to others, to withhold and pay any taxes from other persons (such as employees), for a substantial understatement of the tax that is due, for civil fraud and for criminal fraud.

The Law of Unintended Consequences
Many laws have an impact that is exactly the opposite of what is intended. The U.S. government wants U.S. taxpayers to file various tax and information returns - even if they are filed late. However, the potential penalties may represent a very large percentage of the assets in an offshore trust or a foreign corporation.  After finding out how severe the penalties could be, some taxpayers may prefer to take their chances by not filing the delinquent returns.  But, if the IRS should discover that the returns have not been filed and if they should somehow discover that the taxpayer consulted with a tax professional, they could then argue that the failure to file was intentional and was therefore a felony, subject to criminal prosecution and sanctions.

Between a Rock and a Hard Place
Filing late can result in punitive financial penalties but will rarely result in criminal charges. Not filing and getting caught can result in criminal prosecution.  And tax professionals can't advise you not to file. It would be a crime for an accountant or an attorney to advise a taxpayer not to file delinquent returns. However, consultation with an accountant is not protected as a privileged communication to the same extent as a consultation with an attorney. Although an attorney cannot advise a client that it would be best not to file, the attorney cannot be compelled to testify as to the nature of the consultation. An accountant or other tax preparer can be compelled to testify.  So if a taxpayer discusses the matter with an accountant and then decides not to file, the accountant could be compelled to disclose the details of the discussion.

How would the IRS find out? There are many ways the IRS could discover that a taxpayer had consulted with a tax preparer other than an attorney, but the most likely is that the IRS might uncover information from other sources regarding the existence of unreported foreign bank or other financial accounts, foreign credit cards, foreign trusts or foreign corporations. That is likely to lead to an audit. The audit could easily result in producing information that the taxpayer had discussed the matter with an accountant. The IRS would then ask for the name of the accountant and would secure a court order to compel the accountant to divulge the nature of the discussion.

The Congress and the IRS have become particularly frustrated by the failure of many U.S. taxpayers to file the information returns required for foreign trusts, foreign corporations, foreign partnerships, foreign disregarded entities, foreign mutual funds and other foreign financial accounts. The rest of this article is a very brief summary of the penalties that may be imposed for the failure to file these information returns or to merely fail to file them on time.

Form 3520-A:  Annual Information Return of Foreign Trust with a U.S. Owner (Grantor)
The U.S. owner (grantor) of any foreign trust is subject to a penalty of 5% of the gross value of the portion of the trust assets that are treated as owned by the U.S. grantor if the foreign trust fails to file a timely Form 3520-A or does not provide the information required. A waiver of penalties may be made by the IRS upon a showing of a reasonable cause for a failure to file this form, but, according to the IRS, The fact that a foreign country would impose penalties for disclosing the required information is not reasonable cause.  The form is required to be filed three and ½ months after the end of the tax year of the trust. For a trust using a calendar year, it must be filed by March 15th or the penalty will be imposed.  However, an extension of time to file can be requested with Form 2758. 

Form 3520:  Annual Return to Report Transactions with Foreign Trusts and Foreign Gifts
The penalties for a failure to file this form include (1) 35% of the gross value of the distributions received from a foreign trust or transferred to a foreign trust, and (2) 5% per month for the amount of certain foreign gifts -- to a maximum of 25%. Penalties may be waived by the IRS on a showing of reasonable cause for a failure to file.  The U.S. does not consider that a reasonable cause includes the fact that the disclosure of this information might be a crime in another country. This form is due with the income tax return of the U.S. grantor of the foreign trust, including any extensions of time to file. 

Form 5471:  Information Return of U.S. Persons with Respect to Certain Foreign Corporations
Form 5471 is due with the income tax return of the affected U.S. shareholder, officer or director of a foreign corporation. For most domestic corporation shareholders, that would March 15th or the extended due date. For most individual shareholders, that would be April 15th or the extended due date.  The penalties for failing to file this form are severe, even though no tax may be due. There is a penalty of $10,000 for each year for failing to file the form. The penalties may be waived by the IRS on a showing of reasonable cause for failing to file the form. If the taxpayer is notified by the IRS of a duty to file, the penalty is $10,000 per month up to a maximum of $50,000.  For a late filing of the form, …any person who fails to file or report all of the information required within the time prescribed will be subject to a reduction of 10% of the foreign tax credit available for credit.  This would be in addition to the penalties described above. 

There are additional penalties that are described in the instructions to the form.  An abbreviated method of reporting is provided for a dormant controlled foreign corporation, but it is not clear if an unfunded foreign corporation is considered to be dormant. An argument could be made by the IRS that the filing fees paid to form the corporation represents an intangible asset of the corporation and it is therefore funded to the extent of those filing fees and other expenses of keeping the entity in existence. 

Form 926:  Return by a U.S. Transferor of Property to a Foreign Corporation
Generally, this form is required for transfers of property in exchange for stock in the foreign corporation, but there is an assortment of tax code sections that may require the filing of this form.  The penalty for a failure to file the form is 10% of the fair market value of the property at the time of the transfer. 

Form 8621:  Return by a U.S. shareholder of a Passive Foreign Investment Company
It is not mandatory to file this form unless there is (1) a distribution of income from a passive foreign investment company (PFICs) in which a U.S. person is a shareholder or (2) a disposition of the shares of a PFIC by sale, gift, death and most types of otherwise tax free exchanges or redemptions. However, taxpayers or preparers will not find a statement to this effect anywhere in the instructions to the form or in the applicable IRS regulations.  U.S. shareholders of a PFIC may choose to file this form on an annual basis to report income from the fund as a ‘Qualified Electing Fund’ or to use the ‘mark-to-market’ method of accounting. If the income of the fund is not reported on an annual basis, there is a very punitive method of taxation of distributions of fund income or dispositions of fund shares. 

Form 8865:  Return of U.S. Persons with Respect to Certain Controlled Foreign Partnerships
This form is required to be filed with the income tax return of each U.S. partner of a foreign partnership. The due date includes any extensions of time to file. In most respects it is a combination of the U.S. Form 1065 partnership return and the Form 5471 return for controlled foreign corporations. The penalties for failing to file the form or for failing to file it on a timely basis are the same as for foreign corporations. The penalty is $10,000 per year for a failure to file and the loss of 10% of available foreign tax credits for filing late. 

Form 8832:  Election to be Taxed as a Disregarded Entity
There is no penalty for not filing this form, but filing it on a timely basis can alleviate many of the tax problems that are caused because of being a shareholder, officer or director of a foreign corporation. 

A foreign limited liability company and foreign corporation will be treated as a foreign corporation for U.S. tax purposes unless the owners make an election to be treated as a partnership (where there are multiple owners) or as a disregarded entity (for one owner). Making the election by filing this form is optional, but if the form is not filed within 75 days after the formation of the entity, the default treatment will be to treat it as a foreign corporation.  A later conversion from a foreign corporation will require dissolution of the corporation (with possible taxes on any unrealized gains).  

Form 8858:  Information Return of U.S. Persons with Respect to Foreign Disregarded Entities
This form was introduced for the 2004 tax year so that the IRS could have assurance that U.S. persons with foreign disregarded entities were reporting the income from those entities. It is to be filed with the income tax return of the U.S. person (or corporation) that is a shareholder or partner of a foreign entity that is treated as a disregarded entity. A $10,000 penalty is imposed for each year of each controlled foreign corporation or controlled foreign partnership for a failure to file this form within the time prescribed. 

Form TD F 90-22.1:  Report of Foreign Bank and Financial Accounts
U.S. persons who have direct or indirect authority over, or a financial interest in, a foreign financial account may be required to report certain information about each account on or before June 30th of the year following the preceding calendar year. The report is not required if the aggregate value of all foreign financial accounts is less than $10,000 at all times during the preceding calendar year. A willful failure to file the form is subject to severe civil and criminal penalties. According to the instructions to the form,

Civil and criminal penalties, including in certain circumstances a fine of not more than $500,000 and imprisonment of not more than five years, are provided for failure to file a report, supply information, and for filing a false or fraudulent report. 
However, because the penalties were imposed for a willful failure to file and because willfulness is difficult to prove and because the penalties were so extreme, they were never imposed.  The Congress then introduced a smaller penalty of up to $10,000 for a non-willful failure to file the form, effective for filing dates after October 22, 2004.  There is no specific penalty for a failure to file the form on a timely basis and it is not clear if the non-willful penalty will be imposed for a late filing of the form for years after 2003. 

Waiver of Penalties for ‘Reasonable Cause’
These varied penalties can sometimes be waived or reduced at the discretion of the IRS if the taxpayer can show a ‘reasonable cause’ for a failure to file or for a failure to file by the due date of the form or return. 

According to an article at BankRate.com
Built into its agent handbook are guidelines for determining reasonable cause that might warrant abating a penalty. They include such things as:
·           A mistake made despite ordinary business care and prudence
·          Forgetfulness
·          Ignorance of the law
·          Death, serious illness or unavoidable absence
·          Inability to obtain records
·          Inability to obtain tax forms
·          Return was filed at the wrong IRS office
·          Followed advice from a tax adviser
·          Followed oral advice from the IRS
·          IRS error
These are reasonable cause areas as defined by the IRS, not automatic loopholes out of a tax penalty. If your reason falls into one of these categories, you may be able to convince the IRS to let you off; if it doesn't, you are out of luck.
Note that the mention of ‘ignorance of the law’ in the article from BankRate.com is a potential defense with respect to potential criminal penalties, but is not necessarily a defense with respect to civil penalties. 

For more information about avoiding penalties see Reasonable Cause Can Waive Penalties, a PDF report by Nancy Faucett, CPA

And Avoiding IRS Penalties by Gail Perry 
 

And Reducing IRS Penalties by Robert McKenzie, Esq.
 

In the case of a failure to file various returns for foreign trusts, corporations, partnerships, etc., reasonable cause may be justified where the taxpayer can show that an effort was made to determine the tax filing obligations for such entities and where persons who reasonably appeared to be knowledgeable about such matters had informed the taxpayer that no U.S. taxes were due unless or until income was repatriated back to the U.S.   

However, reliance on the advice of others is not an assurance that penalties can be avoided if that advice is wrong. Under new regulations by the IRS and new tax code sections introduced in the American Jobs Creation Act of 2004, taxpayers may not be able to avoid the imposition of various penalties unless they receive a ‘covered opinion’ from a qualified tax professional. A covered opinion is essentially a written opinion that includes a comprehensive analysis of all the potentially pertinent tax issues and arrives at a conclusion that the opinion expressed is more likely than not to prevail in the event of a dispute with the IRS. However, this is a very simplistic description of that subject and a much more detailed discussion is available at http://www.offshorepress.com/vkjcpa/disclosurerules.htm 

Expatriation: Giving Up Your 
Citizenship or Green Card
The U.S. is virtually the only major country in the world that imposes income taxes and estate taxes on its citizens or long term residents (U.S. ‘persons’) no matter where they live, where their assets are located or where their income is realized. A U.S. person could spend thirty years in a foreign country and still be subject to the U.S. tax laws.  

By contrast, most other countries only impose income taxes on the income of their residents. Some countries (like Canada) impose tax on the worldwide income of their residents but if a Canadian citizen moves to a low tax country (a tax haven), they have no legal duty to pay taxes to Canada after moving. Similar rules apply in most European countries. Thus, tax havens are valid and legal for nearly everyone in the world except U.S. persons. The only way a U.S. person can escape from the yoke of U.S. taxes is to give up his or her citizenship or residency.   

In spite of the high taxes imposed by the U.S., the tax rates in many foreign countries are even higher. The primary advantages of expatriation are for the U.S. citizen (or permanent resident) who has substantial investment assets that can be moved to a low tax country, like a tax haven. By changing citizenship to a foreign country, the U.S. person will be subject to local taxes on any salaries or business profits in that country, but can avoid U.S. taxes on that income. In addition, the expatriate can avoid taxes entirely on the income derived from any assets kept in a tax haven. And, expatriation can be an effective way to avoid huge estate taxes on large estates.  

For many years, the U.S. has imposed income taxes on unrealized gains derived by U.S. citizens or long term residents for up to ten year after they give up their citizenship. In addition, U.S. estate taxes would be imposed on any U.S. based assets for up to ten years after expatriation. However, any future earned income and any investment income realized from new savings outside the U.S. could be arranged to be free of U.S. taxes.  And, any ‘tax paid’ assets that could be moved outside the U.S. could be free of U.S. estate taxes. ‘Tax paid’ assets are those assets with no deferred income or unrealized gains. The current expatriation tax scheme basically seeks to collect the income taxes on all untaxed income or gains at the time of expatriation. However, that’s an extremely simplified explanation of some very elaborate and complicated tax rules. 


A 1996 immigration law included a provision that basically made it either impossible or extremely difficult for anyone who expatriates in order to save taxes to return to the U.S. to visit. That forces a family to leave some relatives behind or to take an entire family at the same time. It has probably deterred a lot of expatriation even though it has apparently not been enforced. 

For many years, the U.S. tax law has included a provision (IRC 877) that imposes a U.S. tax for ten years after expatriating on all U.S. source income of former citizens and residents who gave up their residence or citizenship for tax reasons. This prevented citizens from giving up their citizenship or resident status in order to enjoy the tax advantages of a non-resident alien person with respect to certain types of U.S. source income that is tax free to foreign persons. This provision required the IRS to show that the expatriation would result in a substantial reduction of U.S. taxes. But the section 877 tax could still be avoided if the taxpayer could demonstrate that the principal purpose of expatriation was for some reason other than tax avoidance. 

The Health Insurance Portability Act of 1996 revised the rules so that any citizen or permanent resident with a net worth of $500,000 or more, or with an average tax bill for the previous three years of more than $100,000, would be presumed to have a tax motivated reason for expatriation. These numbers were indexed for inflation for years after 2005. 

The 1997 tax law introduced a number of other technical changes to prevent U.S. taxpayers from using tax free exchanges or controlled foreign corporations to avoid some of the tax rules on expatriates.  

In late 2002, some members of Congress proposed an ‘exit tax’ on anyone who expatriates, but this proposal was defeated. It has been re-introduced (and defeated) each year since 2002 and is likely to be included in future tax bills. 
Very substantial changes were introduced by the American Jobs Creation Act of 2004 – mostly for the benefit of U.S. citizens or residents who want to expatriate. For individuals who expatriate after June 3, 2005, the net worth test has been increased to $2 million and the test for the average tax bill (previous three years) was increased to $124,000 for the year of 2004. Both amounts are to be indexed for inflation after 2004. 
However, even taxpayers whose net worth or average tax bill is below these amounts must comply with some new reporting rules after they expatriate. 

The Offshore Tax Gantlet
We don't like to be the bearer of ‘bad tidings’, but it appears that a great many promoters of offshore tax benefits for U.S. persons are either ignorant of the many obstacles that the U.S. tax law imposes or they are intentionally ignoring them. Here's a very brief summary of the more difficult tax traps and pitfalls that exist in the U.S. tax code for citizens or residents who wish to use foreign trusts, corporations or other offshore arrangements to avoid U.S. taxes. 

1. The U.S. imposes tax on the world-wide income of citizens and permanent residents. Internal Revenue Code (IRC) section 61 provides that Except as otherwise provided …, gross income means all income from whatever source derived …. The IRS and the Courts have held that this means the worldwide income of U.S. citizens and permanent residents, wherever derived.
2. IRC section 318 is one of an assortment of tax code sections that treat stock owned by certain relatives as if it were owned by the taxpayer - thereby prohibiting the avoidance of certain stock or partnership ownership rules by spreading ownership among family members. Trusts or estates and their beneficiaries are deemed to be related parties as are corporations and their shareholders or partnerships and their partners.
3. Normally, shareholders of a corporation can exchange appreciated property to a corporation on a tax free basis if certain ownership tests are met. These rules are not permitted for transfers to a foreign corporation because of IRC section 367.
4. IRC section 482 grants the IRS the power to reallocate income and deductions among certain organizations if they are controlled by the same taxpayers. And, the reference to ‘control’ is very broad - including many kinds of indirect control through nominees and agents. This section of the tax code is the primary means by which the IRS prevents taxpayers from diverting profits from the U.S. to a related party or entity in a tax haven or other low tax jurisdiction.
5. IRC section 679 makes it virtually impossible for a U.S. person to avoid taxation on the income of a foreign trust with any U.S. beneficiaries. IRC section 679 provides: 
…a U.S. person who directly or indirectly transfers property to a foreign trust…shall be treated as the owner…of such trust attributable to such property if…there is a U.S. beneficiary of any portion of such trust. 
In order to avoid taxation under IRC section 679, the foreign trust must be a foreign non-grantor trust; that is, one which has no grantor (no creator) under IRC sections 671-679. A foreign non-grantor trust is an irrevocable trust where no power or right is retained by the grantor under the complex provisions of IRC sections 671-678. Such an irrevocable trust results in no income taxation to the U.S. settlor. However, if the foreign non-grantor trust has U.S. beneficiaries, those beneficiaries will be taxed on current year distributions of income from the trust. 
Or, if income is accumulated for any year, future distributions to any U.S. beneficiary will be taxed under the extremely complex provisions of IRC 668, entitled Interest Charge On Accumulation Distributions From Foreign Trusts, and IRC section 666, entitled Accumulation Distribution Allocated To Preceding Years. Essentially, accumulated income, when distributed, is subject to the nightmarish ‘throw back rules’ and subject to an interest charge equal to the under-payment of tax under IRC section 6621(a)(2)
, plus 3 percentage points. [IRC Section 6621(a)(1)(A) and (B)]. 
Thus, in order to avoid or defer U.S. income taxation to both the U.S. settlor and any U.S. beneficiaries, the foreign trust must be a foreign non-grantor trust with no U.S. beneficiaries. Such a trust must specifically state that under IRC section 679(c), no part of the income or corpus of the trust may be paid or accumulated during a taxable year for the benefit of a U.S. person, and if the trust were terminated at any time during the taxable year, no part of the income or principal will pass to a U.S. person. Furthermore, if any income or principal can be paid to a U.S. beneficiary within one taxable year of the death of the U.S. person who created the foreign non-grantor trust, then the U.S. beneficiary will be subject to the tax under the scheme of IRC sections 668, 666 and 6621, as required by IRC section 679(b).
6. IRC section 684 generally treats transfers of appreciated assets to a foreign estate or trust as a taxable exchange - subject to some exceptions. Where the foreign trust is treated as a grantor trust under IRC section 679, the taxable event is deferred until the trust is no longer a grantor trust.
7. IRC section 877 establishes that where a U.S. person relinquishes citizenship or residency for the principal purpose of avoiding taxes, such person shall be subject to U.S. taxes on certain U.S. source income for a period of ten years after relinquishing their citizenship or residence. In 2004, the law was amended to provide that where the U.S. person has a net worth of $2,000,000 or more or an average tax obligation of more than $124,000 for the past five years, then it shall be presumed that tax avoidance is a ‘principal purpose’ of expatriation.
8. IRC sections 951-964 impose a current income tax on certain current earnings of a foreign corporation that is ‘controlled’ by U.S. persons. Control means ownership of more than 50% of the voting power or value of the stock of the corporation. The reference to ‘certain’ earnings of the CFC refers to what is called ‘sub-part F income’ as defined in IRC section 952.
9. IRC section 1246 denies capital gain treatment on gains from stock in foreign investment companies if the company is (a) registered with the SEC and does not elect to make taxable distributions of at least 90% of its current income, or (b) more than 50% of the company is owned by U.S. persons.
10. IRC section 1248 denies capital gain treatment on gains from the stock of a controlled foreign corporation by any shareholder who owns (directly or indirectly) 10% or more of the voting stock.
11. IRC section 1249 denies capital gain treatment on the sale of certain patent rights to foreign corporations that are owned 50% or more by the taxpayer.
12. IRC sections 1441 and 1442 impose a 30% withholding tax on certain 'fixed or determinable' income paid to non-resident aliens or foreign corporations unless a lower treaty rate is applicable. However, there are significant exceptions to this general rule. Foreign corporations are also subject to U.S. tax on U.S. source income and such income is not subject to the withholding rule.
13. IRC section 1443 imposes a 4% withholding tax on the U.S. source income of a foreign private foundation.
14. IRC section 1445 imposes a 10% withholding tax on the gross proceeds from the sale of U.S. real property by a foreign person.  If there was little gain on the real estate, the foreign owner can file a U.S. tax return to claim a refund. 
15. Non resident aliens are subject to estate taxes on real, tangible and intangible property that is deemed to be situated in the U.S.. They are only allowed a credit of $13,000 for any taxes due. 
Legal Ways to Save Taxes Offshore

There seems to be a continuing interest by U.S. taxpayers in using offshore trusts, offshore investments and foreign corporations (or international business companies) to save taxes. There are also many promoters and just plain crooks who are eager to take your money by selling you a product in the form of a packaged service that is alleged to help you save taxes. With few exceptions, these offshore structures won't stand up to a serious inquiry by the IRS.  

The U.S. citizen (or permanent resident) has four choices. 
(1) He can engage in tax evasion with some kind of offshore arrangement and spend the rest of his life looking over his shoulder for the long arm of the IRS. 
(2) He can just pay the taxes that the U.S. requires and complain about it. 
(3) The third choice is to take advantage of every opportunity that is permitted by the tax law - but without engaging in a felony that could result in spending some time in jail.  
(4) He can relinquish his citizenship and residence on a permanent basis. Future income earned outside the U.S. will not be subject to U.S. taxes but certain types of U.S. source income will be taxable.
The U.S. seeks to tax the world-wide income of its citizens (and permanent residents) – subject to a very few exceptions, which are discussed below. However, this same principle means that any legal method of tax deferral or avoidance within the U.S. is available any where in the world unless there is an exception in the law regarding the use of various tax benefits outside the U.S. To a very large extent, the international section of the U.S. tax law is a set of extensive exceptions to the various tax rules that apply within the U.S.  Another report available from Offshore Press describes a great many of the legal ways that are available to save or defer taxes either in the U.S. or outside the U.S. The following information is a brief review of the various tax avoidance methods that are legal (if implemented correctly) and are only available to taxpayers outside the U.S.  Because they are sanctioned by the tax code, they are far safer from attack by the IRS than the methods that are not sanctioned by some part of the tax law. 
The Foreign Earned Income Exclusion:

Up to $82,400 per year of income earned outside the U.S. while living and working outside the U.S. is exempt from U.S. income tax. If the employer is a foreign person, there is no FICA tax or Medicaid tax, although there may be a similar tax in the foreign country. If a married couple works and lives outside the U.S., they can each earn as much as $82,400 per year that is free of U.S. income, FICA and Medicaid taxes.  This exempt amount will be indexed for inflation in future years. As explained earlier in this report, the U.S. citizen or resident must live outside the U.S. for at least 330 days in any 12 consecutive months. 
Controlled Foreign Corporation with Only Business Income

A U.S. person or company may own 100% of the stock of a foreign corporation and not be required to pay any U.S. income taxes on any profits of that foreign corporation. The short explanation is that the foreign corporation must be engaged in a trade or business in the country where it is based and must not have any passive investment income or any income from dealing on favorable terms with any U.S. shareholders or related persons.  Extensive additional details on this subject are included in our report, The Controlled Foreign Corporation Tax Guide. 
Non-Controlled Foreign Business Corporations:

The onerous rules that apply to U.S. shareholders of controlled foreign corporations can be avoided if no combination of five or fewer unrelated U.S. persons own more than 50% of the.  However, non-resident alien family members or unrelated foreign entities are not counted as U.S. shareholders.  The discussion earlier about the CFC tax rules deals with the traps that lie in wait for the taxpayer who does not get qualified help in organizing a foreign corporation and those same rules make it nearly impossible to avoid the CFC rules with the use of a foreign trust, bearer shares, nominee owners and similar schemes. But so long as the corporation ownership is either dispersed or so long as half the stock of the corporation is owned by foreign individuals, then a foreign corporation that is engaged in a trade or business could result in significant tax deferral. 
An important qualification here is that the income must be from a trade or business that is not being managed from within the U.S. by means of an Internet connection to a web site on a foreign web server. 

Non-Grantor Foreign Trust for Beneficiaries:

Foreign trusts are no longer useful as a way to defer taxes for U.S. beneficiaries of a foreign trust funded by U.S. citizens or residents during the life time of the persons who provide the funding. However, a foreign trust can become a non-grantor trust after the death of the founder/grantor.  Income earned after the death of the U.S. grantors will not be subject to U.S. income tax until the income is distributed to the beneficiaries. Income that is not distributed can be accumulated and re-invested free of U.S. income and estate taxes for multiple generations. 
U.S. Virgin Islands Residency:

The U.S. Virgin Islands offer very enticing tax benefits for immigrants who come with money. They seek retirees with Social Security or pension benefits, business entrepreneurs who will create a business to create jobs in the USVI and investors who will invest in USVI businesses.  But there is a small catch. 
This tax break only applies to bone fide residents of the USVI. Some U.S. taxpayers have attempted to circumvent the rules by establishing a USVI residence on paper but who continued to live and work in the U.S. 
Expatriation and Inversions:

Over the centuries, taxpayers who felt they were overburdened by taxes often voted with their feet. They left their home country to pursue opportunity in countries with less government and therefore with fewer taxes. 
Although the individual income tax in the U.S. is not more than most industrial countries, the combination of the income tax, the Social Security tax, the Medicaid tax, state income taxes, property taxes, sales taxes, the inflation tax and ultimately the estate tax may be among the highest in the world for the more affluent members of the U.S.  Few lower income taxpayers pay any significant income taxes and would not be subject to any federal estate tax. 

In 2001, the top 50% of wage earners in terms of income paid 96% of the total income tax.  The top 10% of the wage earners paid 65% of the total income taxes. 
  Lower income citizens are far more likely to expatriate for employment opportunities or for family reasons, whereas high-income citizens may be motivated to leave because of taxes. 
Inversions are corporate expatriations. A U.S. based company with operations in multiple countries may discover that it is paying a very high tax on the income the corporation is earning in subsidiary corporations based in low tax countries. Moving the base of a multi-national corporation to a tax haven does not reduce any U.S. tax on the business within the U.S., but it does help to reduce or eliminate U.S. taxes on operations in low tax countries. 
The U.S. government has made a number of efforts to curtail this practice for the very base reason of not wanting to lose the tax revenue. The politicians wrap themselves in the flag and denounce the companies that expatriate, but they won’t reform the complex international tax laws that make it difficult for U.S. corporations to compete in the international market place. 

About the Authors
Vernon K. Jacobs

Vernon is a CPA, a Chartered Life Underwriter and a Fellow of the Life Management Institute. He is an international tax practitioner and tax author with a focus on international investing and insurance. He is the co-author of the Controlled Foreign Corporation Tax Guide and Risk Management for Amateur Investors.  He is the author of A Guide to Reporting Offshore Financial Accounts, and numerous research monographs and articles on international and tax topics. He is the author of the Jacobs Report on International Financial Planning newsletter and the International Wealth Protection Monitor newsletter. 

He has been a college instructor in accounting, personal finance and corporate taxation, and has been a speaker at dozens of professional conferences and seminars.  He is currently an instructor for the Chartered Wealth Management and Chartered Trust and Estate Planner certification programs. 

Vernon is a member of the American Institute of CPAs International Tax Technical Resource Panel, Chair of the AICPA Task Force on Reporting Requirements for Controlled Foreign Corporations, a member of the International Trade Club, the Overseas Oversight Group in the Isle of Man, The International Tax Compliance Group and an associate member of the American Bar Association. 

He serves on the board of directors and as the Treasurer of Positive Lights, Inc., a public charity devoted to discovering and communicating best practices in the care of the elderly and disabled. He is the Editor of the Elder Care Digest, an email newsletter available from Positive Lights, Inc. 
Vernon K. Jacobs

PO Box 8137

Prairie Village, KS 66208 USA

Phone (913) 362-9667

Fax (913) 432-7174

Email vernjacobs@yahoo.com
Internet www.vernjacobs.com 

J. Richard Duke, JD, LLM
J. Richard Duke, principal, Duke Law Firm, P. C., Birmingham, Alabama. Named to list of "Top 100 Attorneys" in the U.S., Worth magazine, December 2005. He received his Master of Laws in Taxation from the University of Miami School of Law and received his Doctor of Jurisprudence from the Cumberland School of Law of Samford University. He is a Member of the Committee of Academic Advisors and Visiting Professor of Law (LL.M., International Taxation), Walter H & Dorothy B. Diamond Graduate International Tax Program, St. Thomas University School of Law (Miami, Florida). Member of the Advisory Board of the American International Depository & Trust, Denver, Colorado; Member and Distinguished Fellow of The Royal Society of Fellows (RSOF); Member: International Tax Planning Association; Society of Trust and Estate Practitioners (STEP); International Bar Association (Section on Business Law; Committee on Taxes); Inter-American Bar Association; Tax Section of the American Bar Association; Real Property, Probate & Trust Law Section of the American Bar Association (Committee on Asset Protection Planning); International Law and Practice Section of the American Bar Association (Committees on International Taxation and International Property, Estate & Trust Law, International Private Client Group); The Florida Bar (Real Property, Probate & Trust Law Section, Tax Section, and International Law Section); Alabama State Bar (Tax Section). 
Author: U.S. Tax Treatment of Low-Tax Jurisdictions, International Taxation of Low-Tax Transactions, Bureau of National Affairs International (now published by Center for International Legal Studies); Chapters, Tax Compliance and Reporting For Offshore Trusts and Uses of Foreign Life Insurance in International Estate Planning, Asset Protection Strategies: Planning with Domestic and Offshore Entities (The American Bar Association); Use of Trusts by U. S. Citizens in International Tax Planning, Trusts in Prime Jurisdictions, Kluwer Law International; and co-author of The Offshore Tax Boot Camp Seminar Manual, Second Edition, Research Press, Inc. (Prairie Village, Kansas).
J. Richard Duke

Duke Law Firm, P.C.

400 Vestavia Parkway, Suite 100

Birmingham, Alabama 35216-3750

Telephone: 205-823-3900

Facsimile: 205-823-2630

E-mail: richard@assetlaw.com
Web site: http://www.assetlaw.com
 
Glossary

A Plain English Guide to the Tax Jargon in this Report

The following explanations represent a plain English translation of the applicable tax and financial terms. The emphasis in the Glossary is on tax and financial terms that are common in connection with international transactions. 

2003 Tax Law – The Jobs and Growth Tax Relief Reconciliation Act of 2003. 

2004 Tax Law – The American Jobs Creation Act of 2004 

10/50 Corporations - a non-controlled foreign corporation with at least a 10% but not more than a 50% ownership by U.S. taxpayers.  This category of ownership was repealed by the American Jobs Creation Act of 2004. 

Above-the-line Deduction – a deduction that reduces adjusted gross income such as IRA contributions, alimony and others that are listed at the bottom of page one of the individual Form 1040.

Accrual Method of Accounting – An accounting method is which revenue is recognized as income when it is earned, even though not received and expenses are recognized when incurred even though not yet paid. (See Cash Method)
Adjusted Basis - The cost of property after adjustment for certain deductions or additions as permitted or prescribed by the U.S. tax laws. In some instances, the basis of property is derived from the basis of other parties - such as a donor or an estate. 

Adjusted Gross Income – Total individual income before itemized or standard deductions and personal exemptions.
Affiliated Group of Corporations – Corporations with the same parent or subsidiary corporations or corporations owned by the same non-corporate individuals or entities, that elect to file a consolidated return. 

Alien – A person who is not a citizen of the USA. Also see non-resident alien.
Alternative Minimum Tax (AMT) – A method of determining taxable income and the amount of tax due (for high income taxpayers and corporations) using rules significantly different from the rules used in the ‘normal’ method of taxation.  The initial purpose of this alternative tax scheme was to reduce the opportunities for total tax avoidance with various tax deductions and credits. (IRC Sections 55-59)

Annuity - Generally, any series of payments. Most commonly, it is a series of payments from an insurance company to one or more individuals for a term of years or the lifetime of those individuals. 

Annuitant - The person who receives an annuity, usually as payment for cash or other property, also known as the settlor or transferor

Appreciated Property - Property with a fair market value greater than its initial cost without regard to its tax basis

At-Risk – These rules impose restrictions on deductions or credits to the value of indebted property that is subject to loss by the taxpayer. These rules primarily deny deductions or credits arising from debts for which the taxpayer is not personally liable. 

Attribution of Ownership – The assignment of ownership of corporate stock owned by certain related parties such as a partnership in which the taxpayer is a partner, a corporation in which the taxpayer is a shareholder, a trust or estate in which the taxpayer is a beneficiary and various family members of the taxpayer. Thus a taxpayer is deemed to own the shares of stock owned by these related parties for the purpose of determining the extent of the control of the taxpayer over the corporation. See constructive ownership (IRC 318)

Avoidance of Tax – Legal methods of tax minimization or reduction

Basis – The cost of property for the purpose of computing gain or loss on the disposition of the property. In most cases, basis equals the purchase price. See IRC 1012 and adjusted basis. 

Basis Limitations – various parts of the tax law limit deductions and credits for property to the amount of adjusted basis for the taxpayer.

Bearer Shares – Shares of the stock of a corporation that are not registered. Whoever has possession of the bearer shares owns that portion of the net assets and net profits of the corporation. Bearer shares are often used to hide or disguise the ownership of the corporation. 

Buyer - See obligor and transferee
CCH – Commerce Clearing House, a major publisher of tax and legal information
Capital Assets - Any assets that are not (1) inventory in a trade or business, (2) depreciable personal or real property, (3) certain works created through the personal effort of the taxpayer, (4) business accounts and notes receivable, and (5) certain U.S. publications. Depreciable personal property and real property are subject to special rules for measuring the amount of any gain or loss but they are similar to those of other kinds of capital assets. 

Capital Gains - For tax purposes, this is a gain on a capital asset 

Capital Loss – For tax purposes, this is a loss arising from the disposition of a capital asset wherein the property is sold for less than its adjusted basis. 

Cash Method of Accounting – A method of accounting in which income is not recognized until it is received and expenses are not recognized until they are paid. (See accrual method of accounting.)

Certificate of Deposit (C.D.) -- An obligation of a financial institution to hold a deposit and to return it and to pay interest at a future maturity date. 

CFC – see controlled foreign corporation

Check-the-box – A method of selecting the form of taxation of an entity whereby a partnership, limited liability company or foreign corporation can elect to be taxed as a partnership (where there are multiple owners) or as a disregarded entity where there is only one owner. 

Commercial Annuity - Generally an annuity issued by an insurance company. An annuity that is not a private annuity.

Controlled Foreign Corporation (CFC) - a foreign corporation in which over 50% of the stock is held by five or fewer U.S. persons who each own 10% or more of the stock.  (IRC 957)

Constructive Ownership – taxpayers are deemed to have a common interest in the control of an entity by virtue of their relationship. Generally, this relationship includes a spouse, lineal descendants, parents and grandparents, siblings and co-owners of corporations or partnerships. In some cases, constructive ownership applies to the beneficiary of an estate or trust. However, the specifics vary from one situation to another and rely on different definitions in the tax law. See attribution of ownership (IRC 318)

Cost - The amount paid for an investment for tax purposes. See Adjusted Basis.  

DASTM  -  see Dollar Approximate Separate Transactions Method of Accounting, which applies to hyper-inflationary currencies. (Reg. section 1.985-1)

Deemed Royalties – income that is imputed to a U.S. owner of an intangible asset that is transferred to a foreign corporation where the imputed income is based on an assumed royalty that is derived from the income generated by the intangible asset. Further details are included in our Controlled Foreign Corporation Tax Guide and IRC 367(d). 

Deferred Payment Annuity - an annuity in which the first payment to the annuitant by the obligor does not begin until more than a year after the annuity payment was made by the annuitant. 

Depreciable – Property that declines in value over time and for which the tax law permits annual deductions to approximate the annual loss of value of the property. 

Depreciation – The amount of a deduction from the initial value (cost basis) of property to reflect the decline in value over time.  
Direct Investments - An investment held in the name of the individual taxpayer. 

Disregarded Entity - A legal entity that elects to be taxed as if it were a partnership (more than one owner) or as a proprietorship (one owner.) The election is made on Form 8832. 

Dollar Approximate Separate Transactions Method of Accounting (DASTM) – a method of accounting in a currency that is subject to hyper-inflation. )See Reg. section 1-985-1.) 

Domestic Entity - For federal tax purposes, an entity organized under the laws of one of the fifty states of the U.S. For the purpose of state law, this would apply to any entity organized in and subject to the laws of that state.  Entities include corporations, limited liability companies, partnerships, estates and trusts. 

Earnings and Profits - This is a difficult concept to describe briefly, but it basically represents the accounting income of a business as contrasted with the taxable income of the business. E & P is computed without use of certain accelerated deductions for depreciation and with some other adjustments. See IRC 952(c). 

Entity -  An ‘entity’ is an organization other than a natural person. It includes but is not limited to corporations, partnerships, trusts or estates. 

Estate Tax – A tax based on the value of property transferred at death. The tax is based on a graduated set of rates ranging from 18% to 45% and is not applicable until the taxable estate exceeds the unified credit amount.

Evasion of Tax – Illegal methods of tax minimization or reduction, which usually involves some element of secrecy or deception. 

Expatriation – The act or process of relinquishing citizenship or of changing the country of permanent residence. The term expatriate is also used to describe someone who is living and working outside of the U.S. even though that person has no intention of losing their citizenship or permanent residence status. But for tax purposes, expatriate refers to those who relinquish their citizenship. See IRC 877

ETI/Extraterritorial Income Exclusion – A tax deduction created to provide an incentive for export sales by U.S. taxpayers. It was repealed by the Jobs Act of 2004.
Fair Market Value - An amount that would be paid by a willing seller and accepted by a willing buyer, both of whom are under no compulsion to buy or sell and both of whom have full knowledge of the significant facts about the property

Family Limited Partnership – A limited partnership that is owned entirely by members of the same family. 

Fee Simple - The unrestricted ownership of property by an individual.

Fiscal Year – An accounting year that begins on a date other than January 1st and ends on a date other than December 31. The choice of a fiscal year is generally available only to corporations. 

FIRPTA – Foreign Investment in Real Property Act of 1980
Flat Tax – This is a term used by advocates of an income tax system with a single tax rate. Some tax reform proponents advocate a flat or single rate tax based on the sales price of goods or services – which is the same as a sales tax.

Foreign Corporation - A corporation domiciled (located) in a different country or state. See IRC sections 881-896 and 951-964
Foreign Investment Company – a regulated investment company (mutual fund) that elects to distribute at least 90% of its income each year as provided in tax codes sections 1246 and 1247.  These provisions were repealed by the Jobs Act of 2004 for tax years after 2004.

Foreign Grantor Trust - A trust (formed by a U.S. person) that is located and administered outside the U.S. The U.S. person who funds the trust is generally treated as the owner of the assets of the trust for tax purposes, in accordance with tax code sections 671 through 679. For U.S. tax purposes, a foreign trust is one in which any significant decisions of the trustee are not subject to the jurisdiction of a U.S. court. 

Foreign Mutual Fund – See Passive Foreign Investment Company

Foreign Partnership – A partnership that is based in a foreign country or state. 

Foreign Persons - Foreign means a non-resident of the U.S. who is a citizen of another country or an entity organized under the laws of another country. In the context of state law, the term refers to any entity not organized under the laws of that state. Also, see non resident alien.

Foreign Personal Holding Company – a personal holding company that is a foreign corporation.  The definition of a FPHC is included in tax code section 954(c) but it generally includes passive investment income of a foreign corporation such as interest, dividends, capital gains and investment type rents or royalties. It also includes income for personal services performed by owners of the corporation.  The FPHC rules were repealed by the Jobs Act of 2004 for tax years beginning after 2004 but the definition was retained. 

Foreign Sales Corporation – A special category of a foreign corporation owned by U.S. persons that was given U.S. tax incentives for export sales. This tax provision was repealed by the FSC Repeal and Extraterritorial Income Exclusion Act of 2000.

Foreign Source Income – income derived from sources outside the U.S., such as employment in a foreign country, income from a business or real estate located within a foreign country, dividends from some foreign corporations and other investment income from foreign sources. 
Foreign Tax Credit – A credit from U.S. income taxes for the amount of income taxes paid to a foreign country on the same income.  See IRC 901-908

Form 926 - Statement of transfers to or from a Controlled Foreign Corporation 

Form 1116 – Foreign tax credit for individuals

Form 1118 – Foreign tax credit for corporations
Form 3520 and 3520-A - See Foreign grantor trust. 

Form 5471 - See Controlled Foreign Corporation and Foreign Corporation 

Form 5472 – Statement of 25% or Greater ownership of a domestic corporation by foreign persons.

Form 8621 – See passive foreign investment company
Form 8832 - See disregarded entity 

Form 8865 – See foreign partnership.
Form 8858 – Information return of U.S. Persons with Respect to Foreign Disregarded Entities
Form TD F 90-22.1 - A return to disclose the existence and authority over a foreign bank account or other foreign financial account. 

FPHC - A foreign personal holding company (see personal holding company and foreign corporation)

FSC/ETI – see Foreign Sales Corporation and Extraterritorial Income Exclusion
Functional Currency – a non-U.S. $ currency in which a business unit maintains its books and accounts. 

G.A.A.P. (Generally Accepted Accounting Principles) – A set of rules for the measurement or determination of income and net worth in the financial records of an enterprise. There are different methods of GAAP in different countries.  

Gift - A gratuitous transfer of property or money for less than the fair market value of the property with the intent to make a gift. 

Gift Tax – A tax based on the value of property transferred to others without consideration. The tax is based on the graduated set of rates used for the federal estate tax and is not applicable until the accumulated gifts by a taxpayer exceed the lifetime exclusion amount..

Grantor - The person who creates and funds a trust, usually for the benefit of another, where the person who funds the trust is treated as the owner of the trust assets under tax code sections 671 through 679.

Hedging – this is an investment term that refers to the use of offsetting positions in various investments so that losses from one investment are offset by gains in another. Some businesses use hedging by purchasing an investment position that is expected to offset a gain or loss in a commodity due to price changes. 

High Yield Investment Programs - Alleged investments, usually from countries that do not have strict securities disclosure laws, that promise returns substantially higher than are available from traditional sources. The great majority (if not all) of these ‘investments’ are Ponzi schemes in which the investments of new participants are paid to the earlier participants as a way to encourage them to spread the word about the investment. 

HYIP - High Yield Investment Programs 

IBC - International business company or foreign corporation.   
Imminent Risk of Dying - This means there is at least a 50% medical probability that an annuitant will not survive for at least a year. 

Income Tax – A system of taxation based on earnings from employment, profits from self employment, income received from investments and capital gains from the sale of property. The U.S. income tax system permits numerous exemptions, exclusions and deductions and utilizes a graduated tax rate structure ranging from a bottom rate of 10% to a top rate of 35%. 

Indirect Investments - An investment held by an intermediate legal entity such as a corporation or trust, rather than in the name of the individual taxpayer. Ownership is imputed to the taxpayer by the constructive ownership rules of section 318.

Installment sale – The sale of property in exchange for a promise to pay for the property over a specified period of time, at a prescribed rate of interest. For tax purposes, the income is generally reported as it is received rather than when the transaction was made. See IRC 453

Internal Revenue Code - The Laws enacted by the U.S. Congress to define the tax obligations of U.S. persons. 

Investment in the Contract - For tax purposes, this is the amount that is paid by the buyer of an annuity for the annuity, plus or minus various adjustments. This is generally equal to the basis of the property being sold, plus any gain that may be recognized on the transaction. 

Imputed Interest Rates - Interest rates that are assumed when there is no explicit rate in a specific transaction. For this purpose, the amount of an annuity payment includes an imputed interest factor similar to the interest rate on an installment sale. The applicable federal (interest) rate is prescribed by tax code section 7520 and changes each month.

International Business Company - a corporation that is usually located in a low tax country that is not allowed to conduct business in that country.

IRC – See Internal Revenue Code or tax code.

IRS - Internal Revenue Service

Inversion – the reincorporation of a company in a new country. This is sometimes referred to as corporate expatriation.  The following definition is provided by the government. An inversion is a transaction through which the corporate structure of a U.S.-based multinational group is altered so that a new foreign corporation, typically located in a low- or no-tax country, replaces the existing U.S. parent corporation as the parent of the corporate group.
Investment in U.S. property – subpart F income of a controlled foreign corporation includes income that is invested in U.S. property – which includes a U.S. trade or business, U.S. real estate and stock or debt securities of a U.S. person. A complete definition is provided in tax code section 956(c). 

Joint Annuitant - A person who is one of two or more people who will receive annuity benefits in a joint and survivor annuity contract.

Joint and Survivor Annuity - An annuity in which the payments continue after the death of the first of two or more annuitants until after the death of all the annuitants who are parties to the contract.

Joint Ownership With Right of Survivorship – Property that is owned by two or more persons with an undivided interest in the property. Also referred to as ‘tenancy in common’ or ‘joint tenancy’. 

Life Expectancy Tables - The Internal Revenue Service has published tables of the average life expectancy of single annuitants and joint annuitants at various ages as set forth in the IRS regulations 20.2031-7A.

Life Income Annuity - An annuity that ceases at the death of the annuitant, with no further obligation to the estate or heirs of the annuitant.

Limited Liability Company (LLC) - A legal entity that protects the members from personal liability arising from damages caused by the LLC or its employees. The LLC also helps to protect the assets owned by the LLC from the creditors of members (owners) of the LLC. 

Limited Partnership - A partnership with two types of partners. General partners manage the partnership and are liable for any debts of the partnership in excess of the partnership assets. Limited partners have no personal liability for debts of the limited partnership beyond the amounts invested. Also see FLP
Long Term Capital Gain or Loss – A gain or loss on a capital asset that may be subject to special tax treatment if the asset has been owned for more than a year by the seller. Generally, long term capital gains are subject to a maximum tax rate of 15% for individuals and long term losses are only deductible against any capital gains in the same year and to the amount of $3,000 of other income. 

Medicare Tax – A tax of 2.9% of the wages of an employee, half of which is paid by the employer and half of which is paid by the employee through withholding. Self employed persons pay the entire Medicare tax on their taxable profits. 

Member – The term used to designate the owners of a limited liability company and to distinguish from partners or shareholders. 

Mortality Risk - The risk of financial loss as a result of issuing an insurance contract on a person who survives for less than the average life expectancy or as a result of issuing an annuity contract to a person who lives longer than the average life expectancy. 

Non-controlled Foreign Corporation – a foreign corporation that is not a controlled foreign corporation. 

Non-qualified Deferred Compensation – a deferred compensation arrangement for employees where no deduction is permitted by the employer until funds are distributed or otherwise available to the employee and subject to tax by the employee. For background on foreign deferred compensation plans see http://www.offshorepress.com/offshoretax/deferredcompscam.htm 

Non Resident Alien - A person or entity that is not a citizen of the United States and is not a permanent resident of the United States or is not an entity organized in the U.S.

NRA – See non resident alien 

Obligor - The person or company that is obliged to make the annuity payments, also known as the transferee or buyer (of the property)

Offshore -- Usually refers to tax havens but it could apply to any country other than the country of residence or citizenship. 

Ordinary Income - For tax purposes, this is a category of income that does not enjoy any special tax advantages. For purposes of an annuity contract, the imputed interest and the element of the payment that represents compensation for the termination of the obligation at death are taxed as ordinary income.

Original Issue Discount (OID) – A reduction in the issue price of a fixed income obligation (bond or note) below the redemption price. The difference represents interest that will be added to the redemption value of the obligation over time, instead of paying interest in regular intervals. (See tax code sections 1272-1275)

Passive Activity Loss – A loss resulting from an investment in a business enterprise in which the taxpayer is not an active participant. See IRC 469

Passive Foreign Investment Company – A foreign corporation in which 75% or more of the corporation’s gross income consists of passive investment income (such as interest, dividends and capital gains) – or – a foreign corporation in which 50% or more of the assets of the corporation are used or held for the production of passive investment income.  See IRC 1291-1298

Passive Income – Generally this means investment type income that is not compensation or profits from a trade or business in which the taxpayer is an active participant. 

Payroll Taxes – A variety of taxes that are imposed on the amounts paid to employees. In the U.S. this usually includes the Social Security Tax, the Medicare Tax and the federal and state unemployment tax. 

Personal Holding Company (PHC) - A corporation in which over 60% of the income is earned from passive investments rather than from an active business, and which meets other conditions as set forth in IRC sections 541 through 547.  These sections of the tax code were repealed by the Jobs Act of 2004.

Personal Services Income -  This generally refers to income generated by a corporation from the personal services of an owner of the corporation.  

Personal Property – Generally consists of tangible property that is not real estate. 

PFIC – See Passive Foreign Investment Company
Present Value - The immediate value of an amount or series of amounts that are not due until a future date. Generally, the present value of a future sum is the amount that would accumulate to equal that sum at a specified rate of interest (compounded) for a specified term of years. 


Private Annuity - An unsecured annuity contract that is not issued by an insurance company or is not a commercial annuity. (See IRC 72)
PFIC – See Passive Foreign Investment Company 

Qualified Appraisal - A formal valuation and appraisal analysis by a qualified appraiser who specializes in making appraisals of the subject property. The appraiser must be independent of the annuitant and the obligor.

Qualified Business Unit – this is a branch operation of a U.S. business or a subsidiary of a U.S. corporation that is operating in a foreign country and keeps its financial accounts in the currency of that country. 
Qualified Electing Fund (QEF) – A passive foreign investment company in which a U.S. shareholder has elected to report and pay taxes on the shareholder’s portion of the annual income of the company. See 1293-1295

Real Property – Land, buildings and improvements.

Recapture – A recovery by the IRS of deductions or credits claimed in one year that must be repaid in whole or in part due to a change in the qualifications of the taxpayer such as the disposition of property on which certain deductions or credits were claimed. 

Real estate Investment Trust – an investment trust that invests in real estate properties and/or in debt obligations secured by real estate.
Regulated Investment Company – a mutual fund

Reinsurance – a transaction where a portion of an insurance contract is sold to another insurance company or group of companies to spread the risk of loss. A reinsurance company is in the business of insuring the contracts of retail insurance companies that sell insurance contracts to the public.
Related Persons - Generally this includes a spouse, children, parents or grandchildren and any entities such as partnerships, corporations or trusts in which the taxpayer and anyone related to the taxpayer has effective control over the entity.  See IRC 318

Resident Alien - A person who lives in the U.S. for an extended period but who is not a citizen of the U.S. A resident alien is subject to the U.S. tax laws in the same manner as a U.S. citizen. 

RIC – Regulated Investment Company

Sales Tax – A tax based on the retail sales price of goods and services that is collected by the vendor of the goods or services. 

S Corporation – A domestic corporation owned by U.S. taxpayers that elects to be taxed in a manner similar to a partnership, where the income, deductions and credits of the business are passed through to the shareholders and which avoid the corporate income tax.

Self Employment Tax – A tax imposed on the taxable profits of a proprietor or partner based on 15.3% of the taxable profits up to $94,200 (in 2006). Half of the total self employment tax is allowed as a deduction in computing adjusted gross income. 

Seller - See transferor and annuitant

Settlor – The person who creates and provides the funds for a trust.

Shareholder – The owner of stock of a corporation, which normally entitles the holder of to vote on the selection of directors and certain other matters as set forth in the by-laws of the corporation. 

Social Security Tax – A tax of 12.4% of the wages of an employee in the U.S. for wages up to $92,400 (for 2006). Half is paid by the employee through payroll withholding and half is paid by the employer. 

Stock Options - A contractual right to purchase or to sell a specified number of shares of corporate stock, at a set price, for a specified period of time.
Subpart F Income - The group of tax code sections (951 - 964) that define the income of a controlled foreign corporation that is subject to current taxation by certain shareholders of the CFC.  An explanation of this subject is included in our report, The Controlled Foreign Corporation Tax Guide, which is included in our subscribers web site. 

Tax Credit – a tax credit is treated like a payment of taxes. It reduces the tax due dollar for dollar, whereas a deduction reduces the taxable income upon which the income tax is computed. If the applicable income tax rate is 25% of taxable income, then a $1 tax credit would be worth as much as $4 of deductions. 

Tax Shelter – An investment or financial transaction that is designed to generate substantial tax deductions or credits. An abusive tax shelter is one that the IRS regards as having no economic, business or financial purpose other than to avoid taxes.  

Terminally Ill - See imminent risk of dying.
Transferee - The person or organization that receives property in exchange for an annuity; also known as the buyer or obligor

Transferor - The annuitant who transfers property for the annuity; also known as the seller of the property

Trust - A contractual relationship between the original owner of property (the grantor), a manager of the property (the trustee) and a beneficiary, whereby the trustee owns and manages the property for the benefit of the beneficiary in accordance with the contractual terms set by the grantor.

Unified Credit – A credit against the estate tax or the tax on accumulated lifetime gifts. In 2004 and 2005, the credit is $555,800, which is equal to a deduction of $1,500,000. In 2006 through 2008 the equivalent deduction is $2,000,000. 

Unrelated - A natural person who is not related to the taxpayer by blood or by marriage, or a legal entity that is not subject to the control of the taxpayer.

Unsecured Contract - The general credit of the obligor/transferee is the only form of security available to the annuitant. No collateral or other methods of ensuring payment by the obligor may be utilized.

U.S. Person - A U.S. person is a citizen, a resident alien individual, a domestic trust, estate, partnership or corporation. 

U.S. Source Income – income derived from sources in the U.S. such as from employment in the U.S., income from a U.S. based trade or business and most types of investment income from U.S. real estate, corporate dividends and interest on debt issued by U.S. persons.

U.S. Situs Property – property situated (based) in the U.S.. 

Value Added Tax (VAT) – A method of taxation  based on the sales price of various goods or services wherein the amount of VAT paid by suppliers is deducted from the total due by the seller. The VAT is used in many countries other than the U.S. 

Worldwide Taxation – the U.S. imposes income and estate and gift taxes on the worldwide income and assets of its citizens and permanent residents, without regard to where the income is earned, where the assets are located or where the citizen/resident is living at the time. 

WTO – World Trade Organization

Other Publications 
Available from Offshore Press, Inc.
The (free) Jacobs Report on International Financial Planning.

This email publication provides answers to reader questions about asset protection and various tax subjects, with an emphasis on international tax law. Sign up at http://finance.groups.yahoo.com/group/jacobsreport/
The International Wealth Protection Monitor

This bi-weekly email newsletter monitors significant news developments affecting asset protection methods and tax issues relating to asset protection and/or international tax laws. It is also part of the service for subscribers to the International Wealth Protection Online Library available from Offshore Press. 

The International Wealth Protection Online Library

All of the books, reports and articles by Vernon Jacobs and many of the reports or articles by J. Richard Duke, J.D., LLM and various other tax or asset protection professionals are available on the restricted web site for paid subscribers of Offshore Press, Inc. A subscription includes the bi-weekly email newsletter, the International Wealth Protection Monitor by Vernon Jacobs. For further information see http://www.offshorepress.com/wealthprotect.htm
The Controlled Foreign Corporation Tax Guide

This book is a concise and extensive non-technical explanation of the complex and ambiguous U.S. tax rules that apply to U.S. shareholders of foreign corporations -- with an emphasis on foreign corporations that are controlled by U.S. persons. It is written for the benefit of potential investors, entrepreneurs and various advisors who are not specialists in international tax law. 

Risk Management for Amateur Investors

This book is about asset protection, risk management and legal tax avoidance for non-professional investors who don’t have the time or desire to monitor and manage their investments on a daily basis. 

Legal Ways to Save Taxes Offshore and Onshore

This book is a summary of the many legal ways to save taxes both offshore and onshore. It describes numerous methods of tax avoidance or deferral that are sanctioned by the tax law and are available to U.S. citizens or permanent residents regardless of where they live or work. 

Guide to Reporting Offshore Financial Accounts

The Guide to Reporting Offshore Financial Accounts by Vernon Jacobs is the most extensive source of information about the requirements to disclose foreign accounts and the various legal exceptions that are available. It includes his answers to more than 50 questions about the filing requirements for the Form TD F 90-22.1 to report foreign bank and other offshore financial accounts.

Tax Angles for Offshore Investors

This report provides an explanation of the U.S. tax rules that apply to virtually every kind of offshore investment from a foreign bank account to foreign real estate. 

Guide to Offshore Variable Annuities

This report is an introduction to the basic concepts and variations of annuity contracts with an emphasis on the U.S. tax treatment of variable annuities issued by foreign life insurance companies. 

Other Reports Available from Offshore Press, Inc.

A variety of other reports published or distributed by Offshore Press are described at http://www.offshorepress.com/order-options.htm 

�  See � HYPERLINK "http://www.fear.org/" ��http://www.fear.org/� and � HYPERLINK "http://dmoz.org/Society/Issues/Property_Rights/Forfeiture/" ��http://dmoz.org/Society/Issues/Property_Rights/Forfeiture/� 


�   � HYPERLINK "http://travel.state.gov/travel/tips/regional/regional_1171.html" ��http://travel.state.gov/travel/tips/regional/regional_1171.html� 


�   The Phrase Finder � HYPERLINK "http://www.phrases.org.uk/meanings/288200.html" ��http://www.phrases.org.uk/meanings/288200.html� 


�   Public Law No: 106-102 -- � HYPERLINK "http://thomas.loc.gov/cgi-bin/query/C?c106:./temp/~c106iD4V5r" ��http://thomas.loc.gov/cgi-bin/query/C?c106:./temp/~c106iD4V5r� 


�   Vernon Jacobs was at one time the VP/Controller and Tax Manager of a life insurance company and subsequently worked as a consultant for tax shelter investors prior to the 1986 tax law.


�   The excludable amount for 2006, which will be indexed for inflation in future years. 


�   The Taxpayer Relief Act of 1997


�  Some foreign corporations are not eligible to elect to be treated as disregarded entities. A list of these corporations is available in IRS Regulation 301.7701-2(b)


�   This is the Foreign Bank Account Reporting form (FBAR) but it isn’t limited to bank accounts. 


�  Making bank withdrawals in small amounts to avoid having your withdrawals reported to the government by the bank employees is known as “structuring” and is also a crime. 


�  Face value refers to the maturity value of the bond when it is due to be repaid in full.


�  Interest paid by U.S. corporations to foreign persons can be tax exempt to the foreign investor if the debt obligation is structured so that it can only be purchased by foreign persons. 


�  Domestic corporations are required to send their shareholders and the IRS an annual statement of the dividends paid and the amount of those dividends that are “qualified” dividends. 


�   A list of countries that have a comprehensive tax treaty with the U.S. is available in IRS Notice 2003-69. 


�  Abbreviation for an American Depository Receipt


�   The section 1291 tax is imposed on ‘excess distributions’ and on all gains from the disposition of any shared by sale, exchange, gift or bequest. 


�  The regulation (TD 8754) deals with the tax treatment of discounted debt obligations and variable annuities are not debt obligations. By contrast, a fixed return annuity is a debt obligation, but the regulations provide for an exception for an immediate annuity from the discounted debt rules. 


�   However, foreign annuities avoid the cost of the 1% to 4% premium tax imposed by the various state insurance departments in the U.S. 


�   Treaty-Based Return Position Disclosure Under Section 6114 or 7701(b)


�   However, the foreign life insurance contract is not subject to the 1% to 4% premium tax imposed by the various state insurance departments on the sale of life insurance in the U.S. 


�   Treaty-Based Return Position Disclosure Under Section 6114 or 7701(b)


�   We could not find any reference to the exchange of annuity contracts between a U.S. and foreign insurance company in the Regulations as of Jan. 12, 2006 – which are the most recent as of June 15, 2006. 


�   Return by a U.S. shareholder of a Passive Foreign Investment Company


�   In some cases, a U.S. person who is an officer or director of a foreign corporation may be required to file Form 5471 even if the corporation is not a controlled foreign corporation. 


�   ibid


�   When corporate taxable income exceeds $335,001 the marginal tax rate drops to 34% until the taxable profits exceed $10 million. 


�   Report of Cash payments Over $10,000 Received in a Trade or Business


�   Rousey v. Jacoway, 125 S. Ct. 1561 (2005).


�   � HYPERLINK "http://www.irs.gov/newsroom/article/0,,id=120803,00.html" ��http://www.irs.gov/newsroom/article/0,,id=120803,00.html� 


�   � HYPERLINK "http://www.globalpolicy.org/nations/corrupt/2002/0326evasion.htm" ��http://www.globalpolicy.org/nations/corrupt/2002/0326evasion.htm� 


�   � HYPERLINK "http://www.offshorepress.com/vkjcpa/taxlawyers.htm" ��http://www.offshorepress.com/vkjcpa/taxlawyers.htm� 


�   � HYPERLINK "http://traderstatus.com/IRSpenalties.htm" ��http://traderstatus.com/IRSpenalties.htm� 


�   � HYPERLINK "http://www.mckenzielaw.com/IRSPENAL.html" ��http://www.mckenzielaw.com/IRSPENAL.html� 


�   The Federal short-term rate, determined quarterly. 


�   � HYPERLINK "http://www.rushlimbaugh.com/home/menu/top_50__of_wage_earners_pay_96_09__of_income_taxes.guest.html" ��http://www.rushlimbaugh.com/home/menu/top_50__of_wage_earners_pay_96_09__of_income_taxes.guest.html� 
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