[Speaker]
This event is being recorded and will be available for playback.
Please select the green check mark to confirm you understand that this event is
recorded.
[Once participants have acknowledged, press the record button]

Hello and welcome to the next lesson of RA Training 2014. The title for this lesson is
Overview of Subpart F Income for US Individual Shareholders. The material for this
presentation comes from the IPS unit by the same name located on the Foreign Entities
IPN SharePoint site.
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My name is [presenter’s name]; I am a Technical Specialist with the Foreign Tax Credit‐
IPN. My co‐presenters are listed on this slide; you may be hearing from them
throughout the presentation. I would also like to thank Jamie Song from SBSE Counsel
and Kristine Crabtree from ACCI for joining us today.
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The red boxes shows where this lesson on the tax treatment of Subpart F Income falls on the Individual
Outbound Face of the International Matrix. Controlled Foreign Corporations are a strategic priority
under Foreign Corporations which is part of the Foreign Entities IPN.
In the lesson on “Do We Have Jurisdiction to Tax” you learned the definition of a US Person. You then
learned how to identify a US Shareholder and a Controlled Foreign Corporation or CFC, in the lesson on
“Determination of US Shareholder and CFC Status”. The knowledge from these classes will be
important to learning why, when and how Subpart F Income received by a CFC is taxed to US Individual
Taxpayers.
Let’s start by reviewing our Objectives. . .

Here are the objectives for this lesson on Subpart F Income for U.S. Individual
Shareholders.

Define Subpart F Income
Identify when Subpart F applies
to a US Person with an interest in
a foreign corporation
Describe when the taxpayer has
a Subpart F inclusion as a result
of its CFC earning:
5





Foreign Base Company Services
Income
Foreign Base Company Sales
Income
Foreign Personal Holding
Company Income

Lets start with Defining Subpart F Income
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A foreign corporation is one type of entity through which foreign business operations may be conducted. A
major tax advantage to a United States taxpayer of using a foreign corporation to conduct business is
income tax deferral: generally, U.S. tax on the income of a foreign corporation is deferred until the income
is distributed as a dividend or otherwise repatriated by the foreign corporation to its U.S. shareholders.
Prior to the enactment of Subpart F, many U.S. taxpayers achieved deferral of U.S. tax on certain kinds of movable
income, such as dividends, interest, rents, and royalties, by earning such income through foreign corporations. By
incorporating or locating these corporations in low‐ or no‐tax jurisdictions, U.S. taxpayers were able to significantly
reduce their overall tax liabilities. Congress disapproved of these arrangements, since they resulted in significant tax
avoidance both in the United States and in foreign jurisdictions. The purpose of Subpart F is to deny a tax deferral
for ‘movable’ income earned through a U.S.‐controlled foreign corporation formed in a low‐ or no‐tax country .
Under Subpart F, certain types of income earned by a CFC are taxable to the CFC's U.S. shareholders in the year
earned even though the CFC does not distribute the income to its shareholders. Subpart F operates by treating the
shareholders as if they had actually received the income from the CFC. The undistributed income of a CFC that is
taxable to its U.S. shareholders under the Subpart F rules is referred to as "Subpart F income."
The Subpart F rules were first enacted in 1962 and have been amended many times generally to expand the
coverage of Subpart F.
There are many categories of Subpart F income. In general, it consists of movable income. Subpart F income includes
Foreign Base Company Services Income which is income received by a CFC from the performance of services for or
on behalf of a related person. Another category of Subpart F income is Foreign Base Company Sales Income which
derived in connection with the purchase and sale of personal property involving a related person. The last category
of Subpart F income that we will cover in this lesson is Foreign Personal Holding Company Income which consists of
generally investment type income such as dividends, interest, rents and royalties. We will be covering each of
these categories of Subpart F income in a little more detail during this presentation.

The Subpart F rules also cover insurance income, investment of earnings in US property and foreign base company
oil‐related income; these topics are beyond the scope of this lesson.
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This is the slide from the IPS Unit – Overview of Subpart F Income. The IPS Unit discusses transactions to better
understand 3 of the major types of Subpart F Income that we are going to cover today – Foreign Base Company
Services Income, Foreign Base Company Sales Income, and Foreign Personal Holding Company Income.
To better understand the concepts behind the implementation of Subpart F, lets look at the three transactions
shown on this slide.
Go over the facts on the slide—use the Centra pointer to point to the items in the diagram as the facts are described
above. We will cover these transactions one at a time in more detail later in the lesson to show the different
provisions of Subpart F income and how to apply them to certain transactions.
I want to point out that in the examples we show you today for training we are using Individual A who owns a USCo
which is a domestic corporation, but you don’t have to have a domestic corporation in the equation in order to get
the same results we are going to discuss in this lesson. If Individual A (point with pointer) had a sole proprietorship
which did the same activity of USCo, you would end up with the same results. We put in a USCo to get you to think
of possibilities and the fact that you have to audit the entire taxpayer, not just what shows on the tax return. If
USCo files a Form 1120, and the taxpayer does not receive any salary or dividend from USCo, you may have no idea
that USCo even existed. The only way that you are going to get there is asking questions, and the earlier such as
during the initial interview the better.
So realize that this organization chart and the flow of services and products were completed through interviewing
the taxpayer and maybe also looking at some documents or contracts. When we cover the various aspects of
Subpart F income I suggest that you consider what type of questions that you would have to ask and what
documents you would want to request in order to support the facts of these transactions. In fact in some parts
during the presentation we will be asking for your input in exactly these areas.
Please keep this slide handy as the presenters will refer to this slide throughout this presentation. We will also pop
this slide up from time to time during the presentation to review the particular transaction we are discussing at the
time.
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Discuss the three rules for application of Subpart F and point out that this lesson will
focus on the last rule regarding Subpart F income.
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Now that we have given you a quick overview of what Subpart F income is, let’s discuss
in more detail our first category of Subpart F Income – Foreign Base Company Services
income.
One area of potential abuse is where a service corporation is separated from the
activities of a related corporation and organized in another country primarily to obtain
a lower rate of tax for the service income. Subpart F addresses this abuse by requiring
the U.S. shareholder to include its pro rata share of the CFC’s FBC Services Income in
income currently.
FBC Services Income consists of income derived by a CFC in connection with the
performance of services. The definition of services includes technical, managerial,
engineering, architectural, scientific, skilled, industrial, commercial or similar
services.
The other requirement for Foreign Base Company Services Income is that the services
are provided FOR OR ON BEHALF of any RELATED PERSON and the services are
performed OUTSIDE the CFC’s country of incorporation. So let’s look at the two
important requirements in more detail:

9

We defined what is considered “services” on the previous slide when we talked about
technical, managerial, engineering, architectural, scientific, skilled, industrial,
commercial or like services.

Now let’s talk about outside the CFC’s country of incorporation.

The “place of performance” requirement is pretty straightforward. Simply stated, if a
CFC is incorporated in Country B and the specified types of services were provided in
Country A by the CFC’s employees, then the requirement would be met because the
services were performed outside of Country B where the CFC was incorporated.
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OK let’s look at our Diagram now and discuss the transaction that involves services.
We have CFC1 which is incorporated in Country B. It states that CFC1 performs
services outside of Country B, so it sounds like that requirement is met. Since the
diagram doesn’t specifically state what services were provided in this case we have to
presume that it met the definition of services which again is for technical, managerial,
engineering, architectural, scientific, skilled, industrial, commercial or the like.
So we are auditing Individual A, and you are just starting the audit and you ask what
CFC1 does and Individual A responds that it provides services. So you know in order to
have Subpart F – Foreign Base Company Services Income that the services have to be
performed outside of Country B.
(Ask Audience) – “What are some of the questions you could ask Ind A to help in your
determination on whether you might have the potential for Foreign Base Company
Services Income based on where the services were provided”
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Let’s go back to our criteria again for Foreign Base Company Services income. We just
discussed the first criteria and that we met that in our example, the services in our
example were performed outside CFC’s country of incorporation.

So now let’s look at the second criteria which is that the services have to be provided
for or on behalf of a related person. Let’s first talk about for purposes of Foreign Base
Company Services Income who is considered a related person.
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A person will be considered “related” if the person controls or is controlled by the CFC
(or is controlled by the same persons that control the CFC). Bear in mind, that the term
person could mean an individual, corporation, partnership, trust or estate. Control
means direct or indirect ownership of (1) in the case of corporations, stock having more
than 50% of the total voting power of all classes of stock entitled to vote or of the total
value of stock of the corporation; or (2) in the case of partnerships, trusts or estates,
more than 50% (by value) of the capital, profits or beneficial interest in the entity.
Let’s look back at our example to see if we have related persons in a transaction
involving services.
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Would USCo and CFC1 be considered related parties and if so why?
Answer: Yes – because Individual A owns 100% of US Co and Individual A also owns
100% of CFC#1
OK so now we have defined who is a related party – now let’s look a little deeper into
the definition of Services Performed on Behalf of Another.
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The services could be provided directly to a related corporation for compensation. There are also situations in
which a CFC will be considered to be performing services for, or on behalf of, a related person when the services are
not directly provided to a related person:
The first situation is when:
•

The CFC is paid or reimbursed by, is released from an obligation to, or otherwise receives substantial
financial benefit from, a related person for performing services.

•

For example, a CFC could be paid by a related person to perform services for a customer of that related
person; Example: CFC A owned by a US person is paid by related 100 % owned CFC X for the installation
and maintenance of machinery which CFC X manufactures and sells to unrelated customers in numerous
countries. The installation and maintenance services provided by CFC A are performed for or on behalf of
CFC X outside of CFC A’s country of incorporation and therefore generate FBC services income.

The second situation is when:
CFC performs services that a related person is (or was) obligated to perform
Example: US person is obligated under a contract with a third party to construct a superhighway in a
foreign country. At a later date the US person assigns the contract to its wholly owned CFC and the
unrelated third party releases the US person from any obligation under the contract. The construction of
the superhighway by the CFC is considered to be the performance of services for, or on behalf of, the US
person.
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The third situation is when:
•

The CFC performs services in relation to property sold by a related person and the performance of services
constitutes a condition or material term of the sale; Example: US person manufactures and sells industrial
machines with a warranty for performance conditional upon their installation and maintenance by a factory‐
authorized service provider. A CFC, wholly owned by the US person, is the only authorized service provider. Any
installation or maintenance services performed by the CFC outside the CFC’s country of incorporation would
generate FBC services income because the CFC is performing services on behalf of the US person.

The fourth situation is when:
•

The CFC receives substantial assistance from a related U.S. person in the performance of CFC’s services.
We should mention that up to this point we have been tracking the foreign base company services income
regulation found at Treas. Reg. 1.954‐4. However, the substantial assistance rules in that regulation are
outdated. They have been replaced with new rules that are found in Notice 2007‐13. The new rules set a very
high bar for what constitutes substantial assistance, so in many cases there will not be FBC services income
where previously there might have been. Under the Notice, “substantial assistance” is defined as a related US
person providing direction, supervision, services, know‐how or other assistance to a CFC, if a cost test is
satisfied. The cost test is satisfied if the cost to the CFC of the assistance furnished by the related US person is at
least 80 percent of the total cost to the CFC of performing the services, after taking into account any 482
adjustments. Assistance provided by other CFCs doesn’t count as substantial assistance – only assistance from a
related US person constitutes substantial assistance that could result in FBC services income.

•

Example: Ind A, a U.S. individual, wholly owns CFC1 and CFC2, each a foreign corporation, as well as USCo,
a US corporation. CFC1 enters into a contract with FP, an unrelated foreign person, to design a bridge for FP in
Country Y, a foreign country that is not CFC1's country of organization. CFC1 incurs a total of $100x of costs
to design the bridge for FP. USCo’s employees perform supervisory services in Country Y for CFC1 with
respect to the contract for which CFC1 pays USCo a fee. CFC1 directly performs services related to the
performance of that contract that cost CFC1 $15x. CFC2 performs centralized support services related to the
performance of that contract in Country X, its country of organization, for which CFC1 pays CFC2 $10x.
CFC1 is not treated as receiving substantial assistance in the performance of that contract because more than
20% of the cost of that contract is attributable to services furnished directly by CFC1 or a related CFC (CFC2).

As you can see, some of these situations are straight forward and some may require some fact finding to develop the
issue.
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One more time let’s go back to our diagram and see if CFC1 has Foreign Base Company
Services Income

What do you think?
We already said USCo was related to CFC1, and CFC1 was performing services for USCo.
So in this example we meet the second criteria also which is “For or on behalf of a
related person.”
… So the answer is yes CFC1 would have Foreign Base Company Services Income.

OK – now time for another CPE Question
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Now that we have talked about the specifics in the law, let’s talk about how we audit the issue and
what type of documents we might want to request or questions to ask.
For purposes of the related party requirement – one thing to do is ask the taxpayer for
organizational charts of the taxpayer to see if you meet the related party requirement. In
complicated transactions with multiple entities if the taxpayer has an organizational chart which
includes the flow of goods and/or services that would be helpful, if not then it would be something
that the examiner could create.
Again, for Foreign Base Company Services Income you must have 2 requirements:
1)

The services were “performed for or on behalf of a Related Person” and

2)

The Place of the Performance of services was outside the country of incorporation.

It is important to note that both requirements must be met to have Subpart F Income from
Services. If only one requirement is met—there is no FBC services income!

Audience engagement: Has anyone had a case in which they had Foreign Base Company Services
Income – and if so with being sensitive not to disclose any PII could you briefly explain the

facts of your case.
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For purposes of our next CPE question, let’s remember the transaction we are talking
about – we have individual A and CFC1.
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Time for a 5 minute stretch break (Note – may have to time the presentation and move
this to a more appropriate mid‐point)
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Now on to the Second Category of Subpart F income that we are going to discuss today –
Foreign Base Company Sales Income.
Another example of potential abuse that Subpart F is intended to prevent is where U.S.
shareholders use their CFCs to shift sales income from the U.S. to a foreign jurisdiction or from
one foreign jurisdiction to another, to avoid U.S. and/or foreign tax. The foreign base company
sales income (FBCSI) rules of Subpart F address this abuse.
When a CFC buys or sells tangible personal property (1) from or to (or on behalf of) a related
person and (2) the property is manufactured, produced, constructed, grown, or extracted
outside the CFC’s country of incorporation and (3) the property is purchased/sold for use,
consumption or disposition outside the CFC’s country of incorporation, the income from the
sale of the property by the CFC is FBCSI. If all three of these requirements are met, the CFC
could have foreign base corporation sales income, resulting in the U.S. shareholder(s) of the
CFC having a Subpart F inclusion.
Let’s break this down, in a little more detail and then we will look to our example and walk
through that. So let’s start with looking at criteria #1 – “From or to (or on behalf of) a related
person” . Hopefully that should look familiar.
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Like I stated this slide should look very familiar. The definition of related party is the
same for Foreign Base Company Sales Income as we went over for Foreign Base
Company Services Income.
The way that the Code works is that the definition of related party is under the section
that covers FBC Sales Income and for FBC Services Income just refers to the IRC section
under FBC Sales income that defines related party.
So that part was easy since we already covered it. Now let’s look at the requirements
again for FBC Sales Income.
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We covered the first requirement. There are also two “location‐based” requirements
meaning that the property must be manufactured, produced, constructed, grown or
extracted outside the CFCs country of incorporation and used consumed or disposed of
outside the country of incorporation. Hint: Property that is sold to unrelated persons is
generally deemed to be used, consumed or disposed of at the destination specified for
delivery, unless the CFC knows or should know otherwise.
Let’s consider the second requirement for income to be FBC Sales Income, which is that
the property is manufactured, produced, constructed, grown or extracted outside the
CFC’s country of incorporation.

There are two manufacturing exceptions relating to FBC Sales Income. First there is a
statutory “same‐country” manufacturing exception. If the goods sold are
manufactured by anyone in the country where the CFC is incorporated, then the sales
income is not FBC Sales Income under IRC § 954(d)(1)(A). Second, there is the “CFC
manufacturing exception”. If the CFC’s employees manufacture or construct the
property sold (not only in the CFC’s country, but anywhere), then the income is not FBC
Sales Income under Treasury Regulation § 1.954‐3(a)(4)(i).
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Often determining whether manufacturing has occurred is not clear, but income of a
CFC that merely assembles goods manufactured by its parent may not escape
classification as FBC sales income. Whether a “contract manufacturer” is hired to
manufacture a product on behalf of the CFC or US person can be a potential Subpart F
issue and will require the examiner to thoroughly understand and review those types of
arrangements.
The last requirement is that the tangible personal property must be used, consumed or
disposed of outside of the CFC’s country of incorporation.

I want to make you aware that this IPS unit and this training session is just an overview
unit of certain types of Subpart F income. It is meant for you to be able to recognize
what is Subpart F income and that you might have a Subpart F issue. So let’s say you
start your examination, you see the taxpayer has a Form 5471 for a CFC that sells goods
to a related party, but you aren’t sure how to apply the requirement of “is the property
manufactured outside the CFC’s country of incorporation?” If that is the case then I
highly recommend that you look at the Deferral Planning IPN SharePoint site. They
have IPS units that delve more into this issue of manufacturing requirement under FBC
Sales income and that will be an excellent resource for you.
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So now let’s look at our example and the facts for CFC2.
US Ind A owns 100% of CFC2.
It states that CFC2 purchases widgets from an unrelated party and sells them (without
any further modifications or manufacturing) to US Co.
Ask Audience “So do we have our first requirement – Purchase or sale of tangible
personal property – From or to (or on behalf of) a related person?”
Answer – Yes, Ind A owns 100% of USCo and owns 100% of CFC2 so USCo and CFC2
meet the definition of a related party since they are both controlled by a common
person. And CFC2 sells widgets to USCo so CFC2 is selling tangible personal property to
a related party.
So there are 2 other requirements – let’s look at the list again to remind us of the 2nd
requirement before we come back to the facts.
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The second requirement is:
The property is manufactured, produced, constructed, grown or extracted outside the
CFC’s country or incorporation.
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So in our example what do we know from the facts about the manufacturing.
We know that CFC2 doesn’t do any modification or manufacturing of the widgets before selling them to
USCo.
Ask Audience – “So based on that fact can we conclude that the 2nd item of Foreign Base Company Sales
Income is met? Please give us either a “green check mark” for yes or “red X” for no.
Answer – “No”, we do not know where the widgets were manufactured. The widgets would have to be
manufactured outside of CFC2’s country of incorporation which is Country C.
Ask Audience ‐ “So what steps can the agent take to help in making the determination of where the
widgets are manufactured?” Can anybody give us an idea of what type of documents we could request?
Answer: Ask for vendor lists, CFC2 purchase documents, VAT returns also might indicate where the
goods are manufactured.
Ask Audience – “So we know we have a little more work to do to tie down where the widgets were
manufactured. Let’s say they were manufactured outside of Country C – have we met all the
requirements for Foreign Base Company Sales Income? ? Please give us either a “green check mark” for
yes or “red X” for no.
Answer – “No” ‐ we need to meet the last requirement – let’s go back to our list of the 3 requirements.
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The third requirement is:
For use, consumption or disposition outside the CFC’s country of incorporation.
Now let’s go back to our example.
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So in our example what do we know from the facts about the use or consumption of the widgets.
We know that CFC2 sells the widgets to USCo.
Ask Audience – “So based on the facts listed can we conclude that the 3rd requirement for Foreign
Base Company Sales Income is met – that the goods are for use, consumption or disposition outside
the CFC’s country of incorporation ?”

Answer – “No”, we do not know where the widgets are being used.
Ask Audience – “So what steps can the agent take to help in making the determination of where the
widgets are being “used, consumed or disposed”? How would you figure out where the widgets are
being consumed?
Answer – “find out what USCo does with the widgets. Do they sell the widgets – if so, where are
they sold? Are they used in further modification or manufacturing – if so, where is this further
modification or manufacturing taking place? You want to ensure that after the widget is sold that it
is the end of the line between the manufacturer and the customer.
So let’s look at a summary of our 3 requirements and some documents that we could request that
would help us make that determination.
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Here is a list of documents that we could request that would help us make that
determination.
It is important to note that all three requirements must be met to have Subpart F
Income from Sales. If only one requirement is met—there is no FBC sales income
Now time for CPE Question #5
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Let’s move on to the last type of Subpart F income that we are going to talk about
during this lesson today which is Foreign Personal Holding Company Income.
When Congress enacted Subpart F, it recognized the need to maintain active American
business operations abroad on equal competitive footing with other operating
businesses in the same countries. However, where a CFC has portfolio types of
investments, or where the CFC is merely passively receiving investment income, there
is no competitive justification to defer the tax until the income is repatriated. The
provisions of Subpart F require a U.S. shareholder to include its pro‐rata share of the
CFC’s foreign personal holding company income (FPHCI) in income currently.
FPHCI generally includes a CFC’s income from interest, dividends, rents, royalties,
annuities, and net gains on dispositions of property producing any of the foregoing
types of income.
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Let’s go back to our beginning example and let’s look at CFC3.
CFC3 is owned 100% by US Individual A.
CFC3 earns interest income.
So as simple as that – we have Foreign Personal Holding Company Income, since the
CFC earned interest income.
Let’s talk a little about, how we would identify foreign personal holding company
income during an examination.
Ask the audience “Does anyone have any suggestions?”
After a few answers go to next slide
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How does an examiner that is assigned a Form 1040 with a related CFC determine whether the entity
had interest income earned on cash deposited into a bank?
Later, in our Matrix Application Training, we will discuss who has to file a Form 5471.
However in this case, Individual A should have filed a Form 5471 for all three of the CFCs. For this issue,
we would look at the Form 5471 for CFC3. We would look at Form 5471 Schedule C, which is
the income statement for CFC3 to see if the taxpayer is reporting the interest income earned by
CFC3.
The examiner may request substantiation such as CFC3’s bank statements to confirm the
amount of interest income. The examiner should request the computation of the Subpart F
income for CFC3, as well as substantiation of any exception(s) claimed.
If you have an individual that is a US shareholder of a CFC, then any Subpart F inclusion should be
reported on Form 1040 line 21 as “Other Income”. Sometimes, preparers put it in other places, so if the
taxpayer has stated they had Subpart F income (or, more accurately, that their CFC had subpart F
income) and you can’t find it on Line 21, you should review Form 1040, Schedule B under interest or
dividends as you could find it there.

You should ask the taxpayer or representative where the income is reported if you can’t find it.
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In this IPS unit we don’t delve heavily into Foreign Personal Holding Company Income. In the
future, we will be developing an IPS unit that covers this topic in much more detail.
In each of these areas of Foreign Personal Holding Company Income there are exceptions to the
general rule that this type of income meets the definition of foreign personal holding company
income. That is why in the previous screen we recommended that if the taxpayer is claiming
any exception to why the type of income is not Foreign Personal Holding Company income then
you should ask the taxpayer for their support. At that time you will need to delve deeper into
the topic to see if the taxpayer meets the exceptions. A very common exception that could
cause the CFC’s income to NOT be FPHCI is the look‐thru rule in section 954(c)(6). Westlaw has
lots of reference materials on international taxation that you can find and if you research
foreign personal holding company income you should be able to find lots of information on
point.
[There is also a Centra presentation on FPHCI entitled ““Receipt of Certain Payments by a CFC”
that discusses the exceptions to FPHCI posted to the Deferral Planning IPN site that should give
you a great start to understanding the exceptions that the taxpayer may be claiming. If you still
have questions please consult a Technical Specialist.]
Now, it is time for CPE Question #7
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In this presentation as we pointed out earlier, we are just doing an Overview of Subpart
F Income. We are not covering every aspect of Subpart F income.
One item that we would like to stress at this point is that Subpart F income is limited to
the current E&P of the CFC.

For example, let’s say you are examining CFC3 in our previous example and it has $100
of interest that would be considered Foreign Personal Holding Company Income,
however it has other activities also that creates negative Earnings and Profits for the
current year. Since there are no current earnings and profits, CFC3 would not have any
Subpart F income for the current year.
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Another example of the Current E&P limitation is let’s say we are looking at CFC1. As
we stated when we went through CFC1 we had determined that CFC#1 had Subpart F
income. But let’s say that because of all the expenses CFC1 incurred for the year that
they actually had a net loss from operations and it resulted in negative current earnings
and profits.
Since we have no current earnings and profits then we can’t have Subpart F income.
So part of your risk analysis when looking at the Form 5471s to see if you should delve
further into the potential Subpart F income issue is looking to see if there is any current
E&P.
There are other types of limitations and exclusions that come into play when talking
about Subpart F income and what is included in income, but those are beyond the
scope of our presentation today and we will covered in a future IPS unit which will be
called – Subpart F Income – Computational Issues.
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Step 4 Issue # 1 of this IPS Unit – discusses the transaction of CFC#1 providing services to USCo which we determined
generated Foreign Base Company Services Income.
Quick test ‐ does anyone remember why? Please raise your hand and we will pass you the microphone.

Answer – Services were provided to a related party outside CFC1’s country of incorporation.
So the next step, after you determine that you have Subpart F income, is to actually compute the amount of the
CFC’s Subpart F income and the amount of the US shareholder’s Subpart F inclusion. Again, the Subpart F income
calculation is beyond the scope of this presentation. As we have previously stated, we plan to develop an IPS unit
on some of the computational issues involved in Subpart F Income…. so stay tuned.

Please note, if an individual shareholder would have a Subpart F inclusion, an election can be made under IRC
Section 962 to be taxed at corporate rates on his/her Subpart F inclusion which also entitles them to claim indirect
foreign tax credits under IRC Section 960 as if they were a domestic corporation. Again, this topic is also beyond the
scope of this lesson but just wanted to make you aware that you might see this.
In fact, you might see this issue in OVDI cases. In the future, we plan to develop an IPS unit that covers this issue.
With the limited time left for this lesson, we would like to cover a couple of items that should help you with
identifying potential Subpart F issues on Form 5471. Please refer to the handouts provided to you for this part of
the lesson.
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This is a snapshot of the top half of the first page of the Form 5471. This page can be useful in that
it provides some useful information that if completed correctly by the taxpayer, you may find
helpful in trying to identify potential Subpart F Income.
(Use Asterisk to point out certain line items that you are discussing)
Line 1e – it provides principal place of business.
Compare that to
Line 1c – which shows place of incorporation
If these are two different places then remember one of the key elements of Foreign Base Company
Sales Income and Foreign Base Company Services Income is that things are done outside the
Country of Incorporation, so this could be a sign.
Line 1g will give you the principal business activity so you want to look for things like services
which could indicate Foreign Base Company Services Income, if sales are listed – you should
consider the possibility of foreign base company sales income, if investments is listed it could
indicate the possibility of foreign personal holding company income.
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Form 5471, Schedule C is the income statement. Here you can look on certain line
items that might indicate the possibility of Foreign Personal Holding Company Income.
Also maybe if you have cost of goods sold it could indicate sales or purchases and you
might want to follow up. If there are large labor costs and no cost of goods sold it
could indicate the CFC provides services. Again all these items are just indications and
should be used in your initial risk analysis to determine if further audit steps should be
taken.
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Remember a few minutes ago we discussed that in order to have Subpart F income the
CFC has to have Current Earnings and Profits. One of the schedules that you want to
consider in your risk analysis when determining whether to raise a Subpart F Income
issue is Schedule H – which is a schedule of the CFC’s current earnings and profits.

Remember though that these forms are just indications, you really need to evaluate the
risk potential involved. You might see a large negative Current Earnings and profits but
when you look at the schedule you see that Line 1 of this form was positive and that
they made an unidentified adjustment to arrive at the negative E&P. So the large
adjustment might be incorrect, so you may have current earnings and profits, so you
can’t always rely solely on the Schedule H to make that evaluation. You need to look at
the Schedule C along with the Schedule H and see what type of risk is involved in the
taxpayer’s E&P calculation – maybe upon audit you would come to determine what
looked like negative E&P at first, is actually a situation of having Current E&P.
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This is the next schedule on the Form 5471 – Schedule I. This is a summary of the
shareholder’s income from the foreign corporation.
On Form 5471 Schedule I Line 1 ‐ Here is where the taxpayer self reports their Subpart
F Income. As part of your examination, if you cannot determine how the taxpayer
arrived at the number on this line, you may want ask the taxpayer to provide you with
their original workpapers, to reconcile the amount on this line so you know how the
taxpayer arrived at their Subpart F income.
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Here is a small snap shot of the Form 5471 – Schedule M. You can look at your
handouts if you want to look at the entire form. This form is called “transactions
between controlled foreign corporation and shareholders or other related persons”. So
if the taxpayer completes this page correctly, this may lead you to indications of the
potential for Subpart F income. It shows transactions between the CFC and other
related entities and the transactions include the sale or purchase of tangible personal
property from/to a related party, services provided from/to a related party. This
form would give you indications that you might want to follow up with interview
questions, document requests to see if you can develop whether you might have
Foreign Base Company Sales Income or Foreign Base Company Services income.
Again, I wouldn’t necessarily rely on the fact that if this form isn’t completed or has all
zeros that there aren’t any related party transactions, but it should definitely consider it
when you are doing a risk analysis.
.
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And we already went over this, but here is a list of documents that could help you in
your examination.

Now, it is time for our last CPE Question.
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We are going to go through a couple of the last pages of the IPS unit which covers
resources that are available. Please note that there are other resources such as
Determination of CFC Status out on the Foreign Entities IPN SharePoint site.
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Likewise, there are additional resources available on the FE IPN SharePoint site.
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You are now able to:

Define Subpart F Income
Identify when Subpart F applies
to a US Person with an interest in
a foreign corporation
Describe when the taxpayer has
a Subpart F inclusion as a result
of its CFC earning:

44





Foreign Base Company Services
Income
Foreign Base Company Sales
Income
Foreign Personal Holding
Company Income

Any questions?
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The Correct answer is B.
Now let’s go to our second CPE Question.
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The answer is Yes.
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Correct answer is D – all of the above.
The organization chart would help make the determination that USCo and CFC1 are
related.
The contractual agreements may in itself help in determine where the services are
being performed. If not then the Internal Employee Directories may help in the
determination of where the services were performed. Let’s say that the services
provided were engineering services, the internal employee directory of the CFC could
tell you who were the engineers, you could interview the engineers to determine
where they performed their work.
Or you could ask for copies of their travel vouchers to determine if the engineers spent
time outside the CFC’s country of incorporation working on the project.
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Answer is D – All of the above
The Vendor Lists
The Value Added Tax (VAT) returns to determine where product was acquired
Transaction agreements to determine whether product was sold for use or
consumption within the country of incorporation
Will all be helpful in making the determination on whether we have Foreign Base
Company Sales Income.
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Read Answer.
We do meet the 1st criteria since the widgets were sold to a related party by CFC1 and
the 3rd criteria since the widgets were sold for use outside of country X
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Read answer and explanation.
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Read Answer and explanation.
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