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Navigating the ins and outs of US taxes as a US shareholder of
a controlled foreign corporation (CFC) has been complex in the
last couple of years due to changes in regulations from the IRS.
Taxpayers need tax planning to determine the best strategy to
mitigate the CFC’s tax liabilities.
In 2019, the IRS and Department of Treasury introduced the
Global Intangible Low-Taxed Income (GILTI) tax. The initial
GILTI tax was written into the IRS regulations to discourage
multinational foreign corporations from shifting their profits
to low-tax jurisdictions abroad. With the GILTI tax regulation,
many taxpayers who are US shareholders of a CFC have had to
reevaluate their entity’s structures and pursue different avenues
to diminish their overall tax on their CFCs.
On July 23, 2020, instead of further penalizing CFCs located in
high-tax countries, the IRS in conjunction with the US Treasury,
published their final regulations (TD 9902 and REG-127732-19)
on the GILTI high-tax exclusion to provide relief to businesses
located in high tax countries. Here are the benefits of the GILTI
high-tax exception:
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1. The GILTI high tax exception helps corporations that pay a higher tax rate in another country than
in the US. For instance, a US shareholder who owns 10% or more of a CFC is subject to GILTI taxes on
income earned in excess of a 10% return on certain tangible assets less interest expense. If the CFC
that is subject to GILTI taxes pays non-US income tax at an effective tax rate greater than 18.9%, then
the CFCs can claim the GILTI high tax exception election and be exempt from paying GILTI taxes. For
example, suppose a US shareholder’s CFC located in Mexico is paying Mexico income taxes that is at a
19% effective tax rate. In that case, the US shareholder can decide whether electing the GILTI high tax
exception would be beneficial for the CFC.
2. The GILTI high-tax exception can be elected annually. This means that taxpayers are not locked into the
election in subsequent tax years. The election is to be made by a US shareholder who collectively owns,
directly or indirectly, more than 50% of the CFC’s stock. When the election is made, it is binding to all US
shareholders of the CFC.
3. The GILTI high-tax exception can be retroactively applied to the CFCs’ taxable years that were formed
after December 31, 2017. If the US shareholders of the CFC decides to amend the prior year’s tax return
to elect the high tax exclusion, then all US shareholders of the CFC must file the amended return within a
single 6-month period.
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While there are many benefits of utilizing the
GILTI high-tax exclusion to lower the CFC’s tax
liabilities, there are also some drawbacks. Each
CFC’s qualified business asset investment (QBAI)
and foreign taxes paid or accrued can no longer
be included in determining each US Shareholder’s
GILTI taxes. QBAI is defined as the average of the
adjusted basis in specified tangible property subject
to depreciation used in a trade or business. Instead,
when determining GILTI tax liability, the aggregate
of all CFCs of the US shareholder needs to be
included in determining the net basis. For example,
if a high-tax CFC has a large amount of QBAI,
making a GILTI high-tax exclusion election could end
up in a resulting loss of that QBAI and potentially
increase the GILTI tax amounts that were generated
by the low-tax CFC’s tested income. Additionally,
non-corporate US shareholders need to consider
whether electing the GILTI high-tax exclusion would
impact investments in US properties.
If you are a US taxpayer interested in starting a
business in a foreign country or are looking to
analyze the benefits/drawbacks of the CFC’s current
structure, it is important to consult a qualified tax
accountant to determine the merits of forming a
CFC to claim the GILTI high-tax exclusion. A qualified
tax accountant will provide tax planning options
to offer the most advantageous foreign business
structure. For any international tax planning
services, please contact
evelyn.fernandez@krostcpas.com.
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