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Why the US?

The United States (US) has 
historically been a prime investment 
destination for foreigners. The US 
imposes few, if any, restrictions 
on foreign investment in the US, 
including foreign investment in US 
real property. For all intents and 
purposes, domestic and foreign 
investors are treated equally. The 
public and private sectors in the 
US are very receptive to foreign 
investment. The US offers a very 
highly developed infrastructure and 
access to the world’s most lucrative 
consumer market. 

Studies conducted by the 
United Nations have consistently 
determined that the US is a 
preferred country for direct 
investments made by foreign 
investors. In addition, according 
to the 2017 Doing Business report 
published by the World Bank, the US 
ranked eighth out of 190 countries 
in terms of the overall quality of its 
business climate.

The federal government offers 
a number of tax incentives to 
domestic and foreign persons doing 
business in the US. In addition, many 
state and local governments offer a 
wide variety of incentives, such as 
tax credits, to domestic and foreign 
investors seeking to do business in 
their particular jurisdiction.

The economy

The US is the largest and most 
dynamic economy in the world. 
The US has a workforce that 
is highly educated, highly 
skilled, technologically savvy 
and productive. The business 
environment is not overly burdened 
by excess regulation. 

The US economy continues to 
evolve from an industrial economy 
into one that is more service-based.  
The US boasts one of the most 

Introduction innovative and robust financial 
markets in the world. In addition, US 
companies are at the forefront of 
technology advances in sectors such 
as the internet, pharmaceuticals, 
medical, aerospace, and military 
hardware and software. The US 
remains the world’s largest recipient 
of foreign direct investment and 
remains an extremely attractive 
destination for foreign capital 
investment. As of July 2017, many US 
stock market indexes are at all-time 
highs. US equity and capital markets 
are currently extremely robust.

It is anticipated that the November 
2016 election of Donald Trump 
as President and the acquisition 
of control of the House of 
Representatives and Senate by the 
Republicans will eventually result in 
significant changes to the US income 
tax, transfer tax and international 
tax systems. Significant tax reform 
proposals announced by the Trump 
administration are discussed in 
further detail in the Taxation System 
section of this guide.

Basic government structure

The US is one of the exemplars 
of democratic government in the 
world. Elections are contested 
periodically and are widely 
considered to be among the most 
fair and corruption free in the world. 

The federal government of the US 
is comprised of three branches 
of government: the legislative 
branch, the executive branch and 
the judicial branch. The legislative 
branch is comprised of the Senate 
and the House of Representatives. 
The executive branch is comprised 
of the President and his cabinet. 
The judicial branch is comprised 
of various levels of courts at the 
federal level.
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Choosing the right structure

The principal forms of doing 
business in the US are:

• sole proprietorship

• partnership

• limited liability company

• joint venture 

• branch

• corporation. 

New business entities are created 
under the laws of one of the 
fifty states or the District of 
Columbia. For the most part, 
business formation in the US is not 
difficult. Businesses can be created 
without regard to the citizenship 
or residency of the owners of the 
business. Many different tax and 
non-tax factors come into play in 
determining what is the best vehicle 
through which to carry on business 
in the US. Some of these factors 
include:

• the availability of limited liability 
protection for owners

• the costs of establishing and 
maintaining the particular vehicle 
for carrying on business

• management and control issues

• ease with which ownership can 
be transferred

• capital and credit requirements

• commercial and/or regulatory 
requirements 

• tax considerations.

Sole proprietorship

Sole proprietorships are 
established and owned by a single 
individual. As a general rule, no 
formal requirements need to be 
met in order to establish a sole 
proprietorship. Carrying on business 
through a sole proprietorship is 

Business 
Structures

generally only appropriate for 
smaller business enterprises. The 
sole proprietor is taxed on the 
income of the sole proprietorship 
and is personally liable for the debts 
and obligations of the business. 

Partnerships

Partnerships are formed by 
agreement between two or more 
partners. Partnerships, like limited 
liability companies, are “flow-
through” or “fiscally transparent” 
entities for US federal income tax 
purposes. Partnerships are required 
to file annual tax information 
returns but the income or loss of 
a partnership flows through to 
its partners. All states permit the 
formation of general and limited 
partnerships, and some states also 
permit the formation of limited 
liability partnerships. Limited liability 
partnerships are often used as a 
vehicle for carrying on professions 
such as legal and accounting 
practices. All partners in a general 
partnership are personally liable 
for the debts and obligations of 
the partnership, whereas the legal 
liability of a limited partner is 
generally limited to the amount of 
the limited partner’s capital account 
with the partnership.

Limited liability companies

Limited liability companies 
(commonly referred to as LLCs) 
are created under the laws of one 
of the fifty states or the District 
of Columbia. Limited liability 
companies provide limited liability 
protection to their members but 
are for “flow-through” or “fiscally 
transparent” entities for US federal 
income tax purposes. The default 
classification for US federal income 
tax purposes for a limited liability 
company that has only one member 
is a “disregarded entity”. The default 
classification for US federal income 
tax purposes for limited liability 



3www.morisonksi.com The United States

companies that have more than one 
member is as a partnership. In either 
case, the limited liability company 
is treated as a “flow-through” or 
“fiscally transparent” entity for US 
federal income tax purposes. That 
is, the income earned by a limited 
liability company flows through to 
the members of the limited liability 
company to be taxed in the hands of 
the members.

Joint ventures

A joint venture can be organized 
through a corporation, partnership 
or limited liability company and are 
typically organized for a specific 
purpose or project. The joint venture 
agreement generally covers issues 
such as the joint contributions of 
property or services, the purpose 
and duration of the joint venture, the 
formula for sharing profits and losses 
and the transferability of ownership 
interests.

Branches

There are no formal federal 
requirements for a foreign person 
to establish a branch in the US. 
US branches of foreign business 
enterprises may be required to 
obtain certain permits in order to 
conduct certain types of business 
operations in particular localities. 
A branch may also have to register 
with those states in which it does 
business and obtain a federal tax 
identification number.

Corporations

The corporate form is the entity 
type most often chosen by foreign 
persons for doing business in 
the US. Corporations are created 
under the laws of one of the fifty 
states or the District of Columbia. 
Corporations are often incorporated 
in the state where their primary 
operations are located. The process 
of creating a corporation in the 
US is generally straightforward 
and inexpensive. Under certain 
conditions, corporations can elect 
to be treated as “flow-through” or 
“fiscally transparent” entities for 
federal income tax purposes. Such 
corporations are referred to as “S” 
corporations.

"The corporate form 
is the entity type 
most often chosen 
by foreign persons 
for doing business in 
the US. Corporations 
are created under the 
laws of one of the fifty 
states or the District 
of Columbia."
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Labor and 
Personnel

Attracting employees

The US has a constant need for 
additional skilled and talented 
workers. The ability to acquire 
and retain quality employees is 
critical to the success of all types of 
businesses.

There are a number of different 
sources to attract the type of 
employees a business needs:

• Connecting with local universities 
to attract and work with the 
top students and graduates, as 
well as offering internships and 
placements.

• Recruitment agencies offer a 
quick and less stressful way 
of identifying employees, and 
established or specialized 
agencies normally have good 
talent pools of potential 
candidates. This method may be 
more expensive, but a good way 
to get off the ground.

• Other routes include social media 
and online advertising boards; it is 
important to consider the type of 
candidates you want to target and 
to use specific platforms that can 
enable this.

• There are helpful visa options 
which enable foreign companies 
to send their employees to come 
and work for a US business.

• There are many temporary 
agencies where you can get extra 
help to fill in when demand is 
high, or try people out to see if 
you want to hire them.

Employment
Personnel is one of the key 
considerations when setting up a 
business in the US. How you choose 
to operate, manage and incentivize 
your staff is important for the 
success of the business.

When a business hires someone 
to do work for them, they need to 
classify them as an employee or as 
an independent contractor. Ensuring 
the proper classification of workers 
is a concern for many reasons 
— taxes, employment laws and 
employee benefits being among the 
top concerns.

• An employee is an individual who 
performs services for a business, 
and who is subject to the 
business’ control regarding what 
will be done and how it will be 
done. An employee will generally 
work at only one business.

• An independent contractor is an 
individual who performs services 
for a business, but the business 
controls only the result of the 
work, not the means and methods 
of accomplishing the result. 
Contractors will generally work 
for more than one business at one 
time, or contract with businesses 
for a negotiated amount of time. 

Employees are further classified 
as exempt (those who do not get 
paid overtime) vs. non-exempt 
(those who do get paid overtime). 
The Federal Fair Labor Standards 
Act (FLSA) defines the difference 
between the two (please see http://
www.flsa.com/coverage.html for 
those details). It is also important to 
determine whether the state your 
business resides in supplements to 
the FLSA rules.

Employee benefits

Employee benefits are an important 
factor when it comes to attracting 
and retaining employees. Companies 
with minimum benefits may fail to 
attract quality employees, while 
providing too many benefits could 
negatively affect profitability.

There are a number of options to 
consider in determining what benefits 
to provide to employees, both 
financial and nonfinancial, including:

• Bonus plans: Implementing a 
bonus plan is a great way to boost 
morale and motivate a workforce 
to reach goals or milestones. They 
can be either contractual or non-
contractual depending on how 
they operate within your business.

• Commission payments: 
Commissions are generally offered 
to employees in a sales function 
or those who have a direct effect 
on generating income or business 
leads. Commission payments are 
usually contractual and are in 
addition to a basic annual salary. 

• Learning and development/training: 
Providing training and education 
opportunities for employees and/
or an education reimbursement 
plan are options viewed favorably 
by employees or potential 
employees.

• Appraisal/Feedback: Having 
scheduled and consistent 
forums for employee feedback 
is a powerful way to empower a 
workforce. Appraisal meetings 
can be used to discuss motivators 
and detractors of the employee, 
as well as provide an opportunity 
to learn more about staff 
development, how to improve 
the workplace, and how to better 
engage employees. 

• Medical benefits: While medical 
benefits will vary, most employers 
offer group medical plans with 
employees covering co-payments 

http://www.flsa.com/coverage.html
http://www.flsa.com/coverage.html
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Minimum wages

There is a federal set minimum wage 
of $7.25 per hour, however, there 
can also be state and even city 
specific minimum wages depending 
on the location of the business. 
Generally, cities or states that 
require a higher cost of living have 
higher wage minimums. 

Working hours and leave 
entitlements

Federal law only requires employers 
to pay employees for time worked, 
however, laws may vary by state. 
Generally, employers require 
employees to work 40 hours 
per week, with specific time and 
arrangements being negotiated at 
the time of hire. While the federal 
government does not require 
businesses to pay employees for 
time-off, employers will generally 
offer at least 2 weeks of vacation 
per year as well as extended leave 
for maternity, paternity, family 
emergencies and bereavement. 
There are also 10 days of public 
holiday each year, with no federal 
obligation to compensate for those 
days off. Companies will often opt 
to pay employees for holidays and 
vacation leave as a benefit. 

Employee taxes 

Employers are required to withhold 
federal and state (and local where 
applicable) tax from employees’ 
salaries and deposit the withheld 
funds with the Internal Revenue 
Service (IRS) and appropriate 
state payroll processing group. 
Employers must register for federal 
(IRS) & state ID numbers in order to 
process payroll. There are typically 
quarterly and annual reporting 
requirements for the employers with 
an annual payroll summary going 
to employees for their individual 
income tax filing needs. There are 
various third party payroll service 
companies who can take care of 
the whole payroll process for a 
company.

Social Security and similar 
obligations of employment in 
the US

Special agreements for Social 
Security tax and Medicare tax 
may exist if there is a tax treaty 
between the US and the country. 
For example, there could be an 
exemption from the payment of 
Social Security and Medicare tax 
in the US for individuals who are 
projected to live and work in the US 
for a specified period (usually less 
than 5 years). 

and having options to pay for 
coverage for their spouse and 
dependents. Medical plans also 
often include dental and vision 
plans. 

• Pensions: Most companies do not 
offer employer paid only pension 
plans. Instead, they offer a 401(K) 
plan where employees can elect 
to defer some of their salary into a 
pension plan wherein the amount 
is not taxed until retirement or 
withdrawal of funds. 

• Options and options plans: Many 
companies will establish stock 
option plans where the company 
gives the employee an opportunity 
to buy stock in the company 
at a future time by exercising 
the option at a price based on 
when the grant was issued. The 
company may also choose to gift 
stock as a bonus or incentive.

Labor laws and regulations

All employee–employer relations 
are regulated by a number of federal 
and state regulations. Regulations 
deal with a number of issues and 
cover conditions of employment, 
protection of wages, termination of 
contracts and discrimination. Each 
business needs to be aware of labor 
law posting requirements as these 
may vary by state and city.
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International 
Mobility

The US generally requires that 
citizens of foreign countries obtain a 
US visa prior to entering the country. 
Depending on the particular case, 
there are a number of different visa 
options available for international 
companies and entrepreneurs. The 
criteria and requirements differ 
depending on the type of visa, 
and it is important to understand 
the variances in order to obtain 
the proper visa. When traveling 
to the US, it’s important to check 
the specific requirements for your 
country of origin as well as ensure 
that you are requesting the proper 
visa for your purpose of travel. 
Please see the official website 
for the Department of Homeland 
Security for the most accurate 
information and complete list of 
possible visas www.uscis.gov.  

Certain international travelers 
may be eligible to travel to the US 
without a visa if they meet specific 
requirements. Information about the 
different visas and who is eligible 
can be found at travel.state.gov.

Types of visas

The type of visa you must obtain is 
defined by US immigration law and 
correlates to the purpose of your 
travel. While there are about 185 
different types of visas, there are 
two main categories of US visas:

• Nonimmigrant visa for travel to 
US for temporary visits such as 
for tourism, business, work or 
studying.

• Immigrant visa for people who 
intend to live permanently and 
immigrate to the US. 

Business focused visa

B-1 and B-2 Visas: The most 
common non-immigrant visa is 
the multiple-purpose B-1/B-2 
visa, also known as the “visa for 
temporary visitors for business 

or pleasure”.  Visa applicants 
sometimes receive either a B-1 
(temporary visitor for business) or a 
B-2 (temporary visitor for pleasure) 
visa, if their reason for travel is 
specific enough that the consular 
officer does not feel they qualify for 
combined B-1/B-2 status.

E visa: Treaty Trader (E-1 visa) and 
Treaty Investor (E-2 visa) visas are 
issued to citizens of countries that 
have signed treaties of commerce 
and navigation with the US. They 
are issued to individuals working in 
businesses engaged in substantial 
international trade or to investors 
(and their employees) who have 
made a ‘substantial investment’ in a 
business in the US. The variant visa, 
issued only to citizens of Australia, is 
the E-3 visa (E-3D visa is issued to 
spouse or child of E-3 visa holder 
and E-3R to a returning E-3 holder).

Temporary H visas: H visas are 
issued to temporary workers in the 
US. Categories include: 

H-1B1 visa: Professionals who come 
temporarily to the US to perform a 
specialty occupation.

H-1B2 visa: Individuals who 
come temporarily to the US to 
perform cooperative research and 
development projects.

H-1B3 visa: Individuals who come 
temporarily to the US as a fashion 
model.

H-2A visa: Individuals who come to 
the US to perform agricultural labor 
or services of temporary or seasonal 
nature.

H-2B visa: Individuals who come to 
the US not to perform agricultural 
labor or services but to perform 
work in temporary nature.

H-2R Visa: Special type of H-2B visa 
which was temporarily provided 
as a way to bypass the quotas 
for the H-2B for individuals who 
had been previously issued H-2B 

http://www.uscis.gov
http://travel.state.gov
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Preferences General description
Labor certification 
required?

First Preference 
EB-1

This preference is reserved for 
persons of extraordinary ability in the 
sciences, arts, education, business, 
or athletics; outstanding professors 
or researchers; and multinational 
executives and managers.

No

Second Preference 
EB-2

This preference is reserved for 
persons who are members of the 
professions holding advanced 
degrees or for persons with 
exceptional ability in the arts, 
sciences, or business.

Yes, unless applicant can obtain a 
national interest waiver (See “Labor 
Certification” for more waiver 
information.)

Third Preference 
EB-3

This preference is reserved for 
professionals, skilled workers, and 
other workers. (See Third Preference 
EB-3 page for further definition of 
these job classifications.)

Yes

Fourth Preference 
EB-4

This preference is reserved for 
“special immigrants,” which includes 
certain religious workers, employees 
of US foreign service posts, 
retired employees of international 
organizations, alien minors who are 
wards of courts in the United States, 
and other classes of aliens.

No

Fifth Preference 
EB-5

This preference is reserved for 
business investors who invest $1 
million or $500,000 (if the investment 
is made in a targeted employment 
area) in a new commercial enterprise 
that employs at least 10 full-time US 
workers.

No

Table Source: www.uscis.gov 

status (enacted in the Emergency 
Supplemental Appropriations Act for 
Defense, the Global War on Terror, 
and Tsunami Relief, 2005, P.L. 109-13, 
119 Stat. 231, signed into law by the 
President on May 11, 2005).

H-3 visa: Individuals who come to 
the US to participate in a training 
program.

H-4 visa: Spouses and children 
under the age of 21.

Job-based immigration

Many foreign workers choose 
to immigrate to the US based 

on their job skills. In this case, 
there are several employment-
based immigrant visa preferences 
(categories) that are available. 
Some visa preferences will require 
applicants to have a standing job 
offer from within the US before 
submitting a petition. The employer 
will then be considered the sponsor 
of that applicant. Additionally, 
certain categories will require the 
employer to obtain an approved 
labor certification from the US 
Department of Labor.  Lastly, in most 
cases the worker in the US will be 
required to pay US taxes.

https://www.uscis.gov/node/41759
https://www.uscis.gov/node/41759
https://www.uscis.gov/node/41726
https://www.uscis.gov/node/41726
http://www.uscis.gov/tools/glossary/labor-certification
http://www.uscis.gov/tools/glossary/labor-certification
https://www.uscis.gov/node/42265
https://www.uscis.gov/node/42265
https://www.uscis.gov/node/42265
https://www.uscis.gov/node/42265
https://www.uscis.gov/node/41502
https://www.uscis.gov/node/41502
https://www.uscis.gov/node/48483
https://www.uscis.gov/node/48483
http://www.uscis.gov
http://www.cilsimmigration.com/american-visas-h.html
http://www.cilsimmigration.com/american-visas-h.html
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Overview of 
the US Taxation 
System

such foreign income taxes paid. In 
most cases, it is more advantageous 
to claim a credit, rather than as a 
deduction, for foreign income taxes 
paid on foreign-source income. 

A number of other taxes are 
currently imposed at the federal 
level, including the estate tax, the 
gift tax, the generation-skipping 
transfer tax and Social Security 
taxes. The US does not currently 
impose a value added tax at the 
federal level, but there has been 
increased discussion in the recent 
past regarding the creation of a 
federal value added tax.

Foreign investment in the US

Foreign investors are generally 
subject to US federal income tax 
under one of two different tax 
regimes. Foreign investors who 
are not actively engaged in the 
conduct of a US trade or business 
(i.e. passive investors) are subject 
to US federal withholding tax on 
Fixed or Determinable, Annual or 
Periodical (FDAP) income which 
they receive from US sources. On 
the other hand, foreign investors 
who carry on a trade or business in 
the US are generally subject to US 
federal income tax at the applicable 
graduated income tax rates. 

Fixed or Determinable, Annual 
or Periodical (FDAP) income

FDAP income is generally passive 
investment income and includes 
income such as dividends, interest, 
rents and royalties. The withholding 
tax rate on FDAP income under 
federal law is 30%. However, the 
30% domestic withholding rate on 
FDAP income may be reduced under 
the provisions of an applicable 
income tax treaty entered into 
between the US and the foreign 
business enterprise’s country of 
residence.

Under US tax principles, interest 
and dividend income received by a 
nonresident payee are considered 
US-source income if the payer of 
the income is a resident in the US. 
Rents are US-source income if the 
rental producing property is located 
in the US. Similarly, royalties paid for 
the use of intellectual property are 
US-source income if the intellectual 
property is used in the US.

Nonresident recipients of US-source 
income are able to establish their 
right to treaty-reduced withholding 
rates by submitting certain IRS forms 
to the payer of the income. Payers 
of the income are generally entitled 
to rely on such withholding forms 
to withhold at an applicable treaty 
reduced rate. A foreign person who 
claims the benefit of a tax treaty 
should disclose such fact on its US 
income tax return.

Foreign business enterprises 
doing business in the US

A foreign business enterprise that 
is contemplating doing business in 
the US is well advised to implement 
an appropriate structure for their US 
business operations well in advance 
of actually commencing such 
operations. The basic alternatives 
for structuring their US business 
operations are:

1. A branch operation; or 

2. A wholly-owned US subsidiary. 

In certain cases, foreign investors may 
choose to operate their US business 
operations through a partnership or 
limited liability company but the 
following discussion will focus on 
the basic choice between a US 
branch and a wholly-owned US 
subsidiary. There are significant tax 
and non-tax advantages and 
disadvantages to doing business in 
the US through a branch or through 
a wholly-owned US subsidiary.

The US has one of the most complex 
tax systems in the world. Income 
taxes are imposed by the federal 
government and by most of the 
states. In addition, certain cities and 
localities also impose an income tax. 
The US system is a “pay as you go” 
system. US federal tax law requires 
employers to withhold and remit 
income taxes and Social Security 
taxes from the wages of employees 
and corporations are required to pay 
income taxes on a quarterly basis. 

As a general rule, persons 
(individuals and corporations) that 
are residents of the US are subject 
to federal income tax on their 
worldwide income. Nonresidents, 
on the other hand, are subject to 
US federal income tax only on their 
US-source income. US residents who 
pay foreign income tax on income 
earned outside the US are generally 
entitled to claim relief, in the form of 
a foreign tax credit or deduction, for 
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Foreign business enterprises 
doing business in the US 
through a branch 

Foreign corporations that do 
not incorporate a US subsidiary 
corporation will generally conduct 
business operations in the US 
through a branch. For US federal 
income tax purposes, a foreign 
corporation is any corporation 
that is not a domestic corporation. 
A domestic corporation is any 
corporation that is created or 
organized in the US. As a general 
rule, nonresident corporations 
“engaged in a trade or business 
within the US” are subject to US 
federal income tax, at graduated 
rates, on their taxable income that 
is “effectively connected” with the 
conduct of that trade or business. 
The term “trade or business within 
the US” is not specifically defined in 
the Internal Revenue Code (IRC) or 
Treasury Regulations.

As a general rule, the threshold for 
US business activities constituting a 
US “trade or business” is low. The 
determination of whether a particular 
foreign person is carrying on a 
“trade or business within the US” 
depends on the particular facts and 
circumstances. The general test for 
determining whether a particular 
foreign person is carrying on a “trade 
or business within the US” is whether 
the foreign person continuously and 
regularly transacts a substantial 
portion of its ordinary business 
within the US during a substantial 
portion of the tax year. The term 
“effectively connected” is defined in 
Section 864(c) of the IRC. Where a 
foreign corporation is engaged in a 
“trade or business” within the US, 
generally all sales, services or 
manufacturing income from US 
sources is “effectively connected 
income”. Generally, income from 
foreign sources is not treated as 
“effectively connected income”, and 
is therefore not taxable in the US.

Depending on the laws of the 
particular country, losses incurred 
by a US branch may be available 
to offset profits earned by the 
foreign parent in carrying on non-US 
branch related business activities. 
This is often cited as the primary 
tax advantage to doing business in 
the US through a branch operation, 
particularly in the first few years of 
operation when branch operations 
typically generate losses. 

The primary non-tax disadvantage 
to carrying on business in the US 
through a branch operation is that 
the activities of the US branch may 
subject the foreign parent to direct 
legal claims and liability for the acts 
of the branch. This one non-tax 
factor is often determinative in a 
foreign person’s decision to conduct 
business operations in the US 
through a wholly-owned subsidiary, 
rather than a branch. Another 
significant non-tax disadvantage 
to carrying on business in the US 
through a branch operation is that 
the books and records of the foreign 
parent may be subject to inspection 
in the event the operations of the 
branch are audited by the IRS or a 
state or local taxation authority.

The branch profits tax

The US imposes a “branch profits tax” 
on foreign corporations that carry on 
business in the US through a branch. 
The “branch profits tax” is designed 
to make a foreign investor indifferent, 
from a federal income tax perspective, 
as to whether they invest in the US 
through a branch of a foreign 
corporation or through a US subsidiary 
corporation. The 30% non-treaty 
reduced “branch profits tax” rate 
mirrors the domestic withholding tax 
rate on dividends paid by a US 
subsidiary to a foreign shareholder. To 
the extent the dividend withholding 
rate is reduced under an applicable 
income tax treaty, the “branch 
profits tax” rate will also generally 
be reduced to the same rate.

Where the foreign business 
enterprise Is a resident of a 
treaty country

As a general rule, where a business 
enterprise that is a resident of a 
country with which the US has 
concluded a bilateral income tax 
treaty, wholly or partly carries on 
business in the US, the business 
profits earned by the foreign 
business enterprise will only be 
subject to US federal income 
tax if it conducts the business 
in the US through a “permanent 
establishment”. 

The term “permanent establishment” 
is generally defined in income tax 
treaties as “a fixed place of business 
through which the business of 
an enterprise is wholly or partly 
carried on”. Most treaties specifically 
provide that the term permanent 
establishment includes a place of 
management, a branch, an office, 
a factory and a workshop. Certain 
newer treaties also provide that 
a foreign business enterprise will 
be deemed to have a permanent 
establishment in the US where 
personnel of the foreign business 
enterprise are physically present in 
the US for certain periods of time. 
The determination of whether a 
particular foreign business enterprise 
carries on business in the US through 
a permanent establishment is 
very fact specific and subject to 
interpretation. Each individual case 
must be carefully analyzed in order 
to determine whether a particular 
foreign business enterprise carries 
on business in the US through a 
permanent establishment.

In those cases where a foreign 
business enterprise is determined to 
carry on business in the US through 
a permanent establishment, the 
foreign business enterprise is subject 
to US federal income tax on the 
profits attributable to the permanent 
establishment. As a general rule, 
the profits to be attributed to 
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a permanent establishment are 
those which it might be expected 
to make if it were a distinct and 
separate enterprise engaged in 
the same or similar activities under 
the same or similar conditions. For 
the purpose of determining the 
business profits of a permanent 
establishment, the foreign business 
enterprise is entitled to claim 
deductions for expenses incurred 
for the purposes of the permanent 
establishment, whether incurred in 
the US or elsewhere. The deductions 
generally permitted in determining 
how much profit to attribute to a 
permanent establishment include 
a reasonable amount of executive 
and general administrative expenses 
and other similar expenses which 
are incurred for the purposes of 
the permanent establishment. In 
addition, a permanent establishment 
is generally permitted to deduct 
expenses incurred for its purposes 
by the head office.

Foreign business enterprises 
doing business in the US 
through a US subsidiary

In most cases, foreign business 
enterprises that establish US 
operations do so through a wholly-
owned US subsidiary corporation. 
A US subsidiary corporation is a 
separate taxpaying entity which 
pays US federal income tax, at 
regular graduated corporate 
income tax rates, on its worldwide 
income. Depending on the laws 
of the particular foreign country, 
the corporate subsidiary format 
may provide the foreign parent 
corporation with the ability to 
defer the recognition of income 
generated by the US subsidiary until 
the income is actually repatriated 
to the country of residence of the 
parent corporation. The repatriation 
of income earned by the US 
subsidiary will generally be subject 
to US withholding tax. The domestic 
withholding tax rate on dividends 
is 30%. However, the 30% domestic 

withholding tax rate on dividends 
is often reduced under the terms of 
an income tax treaty entered into 
between the US and the foreign 
parent’s country of residence. 

It should also be noted that the 
US imposes limitations on the 
deductibility of interest paid to 
related persons on debt guaranteed 
by related persons. No such 
limitation applies if the applicable 
debt-to-equity ratio is 1.5: 1 or less. 

The primary tax disadvantage 
to operating in the US through a 
wholly-owned subsidiary is that the 
earnings of the subsidiary are subject 
to two levels of US federal tax. 
The earnings of the subsidiary are 
subject to federal and state & local 
(where applicable) income taxes, 
and the after-tax earnings that are 
distributed to foreign shareholders 
are also subject to US federal 
withholding tax. Depending upon 
the laws of the particular foreign 
country, the foreign parent may be 
entitled to claim relief for US income 
taxes paid by the US subsidiary on 
income that is also subject to tax in 
the foreign parent’s home country. 
Generally, such relief is provided in 
the form of a foreign tax credit or a 
“participation exemption”.

The primary non-tax advantage 
associated with operating in the 
US through a wholly-owned US 
subsidiary corporation is that the 
corporate subsidiary format offers 
limited liability. From the perspective 
of a shareholder, the primary 
benefits associated with limited 
liability status are:

1. Shareholders are generally 
not liable for the debts and 
obligations of the corporation 
except to the extent of their 
invested capital; and

2. Lawsuits can generally only be 
brought against the corporate 
subsidiary as a person separate 
and distinct from its shareholders. 

As a general rule, limited liability 
protection is extremely important 
to all types of businesses, but is 
essential for businesses that are 
particularly susceptible to being 
named as a defendant in a lawsuit.

Other non-tax advantages 
associated with operating in the US 
through a US subsidiary corporation 
(as opposed to as a branch) are:

• A subsidiary generally provides a 
better local image and profile

• A subsidiary may provide better 
access to local lenders

• Certain local incentives and grants 
may be available only to a local 
subsidiary, and not to a branch.

Basics of corporate income 
taxation for state and local 
tax purposes

In order for any state or locality to 
impose their corporate income tax, 
a taxable presence or nexus with 
such jurisdiction must exist. Under 
federal law, Public Law (P.L.) 86-272, 
a multistate corporation cannot be 
subject to state or local corporate 
income tax if the following 
conditions are met and these are the 
only activities conducted in-state:

1. Solicitation of orders by company 
representatives

2. The sale of tangible personal 
property

3. Orders are sent outside the state 
for approval or rejection

4. If approved, the goods are filled 
by shipment or delivery from a 
point outside the state.

P.L. 86-272 protection applies only 
to taxes imposed on net income and 
not to franchise taxes imposed on 
net worth or capital. In addition, P.L. 
86-272 protection does not apply 
to activities such as the leasing of 
tangible personal property, the sale 
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or leasing of services, the sale or 
leasing of real estate or the sale or 
licensing of intangibles.

Once a corporation has corporate 
income tax nexus in a state or 
locality, the taxable income is 
generally determined by starting 
with federal taxable income as 
determined under the IRC. States 
and localities have certain addition 
and subtraction modifications that 
vary from state to state in arriving at 
state taxable income.

Certain states/localities draw a 
distinction between business income 
and non-business income. In such 
states, business income is sourced to 
the state using a one, two or three 
factor apportionment formula based 
on sales only or a combination of 
property, payroll and sales. In such 
states, non-business income is 
usually allocated 100% to the state 
of commercial domicile (i.e. where 
the company’s headquarters are 
located).

The majority of states and localities, 
however, subject a corporation’s 
state taxable income based on 
formulary apportionment (i.e. 
one, two, or three factor formula 
comparing in-state sales divided by 
everywhere sales, in-state property 
divided by everywhere property 
and in-state payroll divided by 
everywhere payroll). There is 
a recent trend in many states 
(including New York and California) 
of adopting a single sales factor 
apportionment formula to determine 
state taxable income subject to the 
state’s income tax. State income tax 
rates for corporations can vary from 
5% to more than 10%. State and 
local income taxes are deductible 
in determining taxable income for 
federal purposes. For example, if the 
state tax rate is 10% and the federal 
rate is 35%, the cost of the state tax 
is 6.5%, net of the benefit of the 
federal deduction (10% x 35%). 

In addition, states generally require 
a separate corporation income 
tax return for each legal entity 
doing business in their state. Many 
states may permit or require a 
corporation that is conducting a 
“unitary business” with affiliated 
corporations, to file a combined 
or consolidated corporate income 
tax return including affiliates 
that do not have an independent 
taxable presence or nexus in such 
state or locality. New York State 
and City, for example, allow or 
require related legal entities to file 
a combined return if there exists 
common ownership and a unitary 
business among the combined 
members or affiliates. California 
requires affiliated companies to file 
on a worldwide consolidated basis, 
inclusive of related corporations 
incorporated in foreign countries. 
A corporation conducting a unitary 
business in California may, however, 
make a “water’s-edge” election 
to exclude any related foreign 
incorporated affiliates and file a 
consolidated California tax return 
inclusive of only US incorporated 
affiliates.

The bottom line for foreign 
corporations doing business in the 
US is that they should consult with 
a US tax advisor who specializes 
in state and local tax issues before 
choosing the appropriate type 
of entity under which to carry on 
business in the US. Doing so will 
enhance the likelihood that the 
foreign corporation will be able to 
minimize its overall state and local 
corporate income tax burden.

Acquisition of a US 
corporation - basic US federal 
income tax issues

The following discussion considers 
the very basic US federal income tax 
issues associated with the taxable 
acquisition of a US corporation by a 
foreign corporation. In this context, 

the term “taxable acquisition” 
refers to acquisitions where the 
foreign corporation pays for the 
acquisition with cash and/or a note 
and the seller of stock or assets 
recognizes gain or loss on all of 
the consideration received. The 
following analysis assumes that the 
shareholders of the US corporation 
being acquired do not want to 
retain a continuing equity interest 
in the combined business enterprise 
of the foreign corporation and the 
US corporation being acquired. It 
should be noted that each potential 
acquisition presents its own 
particular issues and that non-tax 
factors are often determinative 
in structuring the acquisition of 
a US corporation by a foreign 
corporation. 

The basic choice for a foreign 
corporation acquiring a US 
corporation is whether to structure 
the acquisition of the US corporation 
as an acquisition of assets or as an 
acquisition of the capital stock of the 
US corporation.

Acquisition of assets of a 
US corporation by a foreign 
corporation

As a general rule, a foreign 
corporation that acquires the 
assets of a US corporation obtains 
a “stepped-up basis” in such assets. 
That is, for the purpose of claiming 
future depreciation and amortization 
on the acquired assets and for the 
purpose of determining the gain 
or loss on the eventual sale of the 
assets, the basis of the acquired 
assets is “stepped-up” to the 
amount of the consideration paid for 
the assets. It should also be noted 
that the acquisition of the assets of 
a US corporation (as opposed to the 
stock of the corporation) prevents 
the foreign corporation from 
gaining access to certain corporate 
tax attributes such as methods 
of accounting, net operating loss 
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carryovers, capital loss carryovers, 
tax credits and earnings and profits 
amounts. 

Acquisition of stock of a 
US corporation by foreign 
corporation

In a taxable stock acquisition, the 
foreign corporation that acquires 
the stock of a US corporation 
obtains basis in the stock of the US 
corporation, but the assets retain 
their historic adjusted basis. The 
sale of stock generally is a taxable 
event for the US shareholders of the 
acquired US corporation. In contrast 
to a taxable asset acquisition, in the 
case of a taxable stock acquisition 
the purchaser generally does 
succeed to the relevant corporate 
tax attributes referred to above, 
subject to certain limitations. For 
example, the future utilization of net 
operating loss carryovers may be 
severely limited.

Section 338 election

Under certain conditions, a foreign 
corporation can elect, for federal 
income tax purposes, to treat the 
acquisition of the capital stock of a 
US corporation as an acquisition of 
assets. 

State and local tax issues

State and local income tax issues 
should not be overlooked in making 
the final determination as to whether 
to structure the acquisition of a US 
corporation as an acquisition of 
assets or as an acquisition of stock. 
Each state in which the acquired 
US corporation does business may 
have different rules that impact the 
acquisition. In many cases the state 
and local income tax issues can be a 
very important factor in making such 
a determination.

Corporate reorganizations

Although the previous discussion 

assumed that the shareholders of 
the US corporation being acquired 
do not want to retain a continuing 
equity interest in the combined 
business enterprise of the foreign 
corporation and the US corporation 
being acquired, it should be 
noted that the US has adopted 
extensive reorganization rules. 
Generally, under such rules a foreign 
corporation may be able to acquire 
the shares of a US corporation 
through the exchange of shares. 
Under certain conditions, such 
transactions can be tax-free to the 
exchanging US shareholders.

Summary

The determination of how to structure 
the acquisition of a US corporation 
by a foreign corporation is extremely 
complex and requires very thorough 
due diligence and analysis. The 
determination is governed by 
very significant tax and non-tax 
considerations. Preferences of buyers 
and sellers for one form of transaction 
versus the other (i.e., sale of assets 
versus sale of capital stock) are often 
resolved through comprehensive 
negotiation of the purchase price. 
In addition, it is important that US 
tax considerations be evaluated in 
conjunction with all relevant foreign 
tax and non-tax considerations to 
ensure that opportunities are not 
missed and that costly mistakes 
are not made. It is crucial that a 
foreign corporation contemplating 
the acquisition of a US corporation 
addresses these issues very early 
in the process and that they retain 
experienced US tax professionals 
to assist them in making the most 
appropriate choice as to how to 
structure the particular acquisition.

US federal income taxation of 
non-US citizens 

For US federal income tax purposes, 
an “alien” is an individual who not 
a US citizen. As a general rule, 

“resident aliens” are subject to 
US federal income tax on their 
worldwide income, the same as US 
citizens. In contrast, “nonresident 
aliens” are generally subject to US 
federal income tax only on their US 
source income and certain income 
connected with the conduct of a 
trade or business in the US.

Aliens are treated as nonr-esident 
aliens for US federal income tax 
purposes unless:

1. They are “lawful permanent 
residents” of the US (i.e. holders of 
an “alien registration card”, a.k.a. a 
“green card”); or

2. They meet the “substantial 
presence test” 

Therefore, a non-citizen and non-
green card holder will be treated 
as a resident alien for US federal 
income tax purposes only if he or 
she meets the substantial presence 
test. However, even if the individual 
meets the substantial presence test 
he or she will be treated as a non-
resident alien if he or she meets the 
“closer connection test”.

Substantial presence test

In determining whether or not an 
individual meets the substantial 
presence test for the 2017 tax year, 
the individual must be physically 
present in the US on at least:

1. 31 days during 2017; and

2. 183 days during the 3 year period 
that includes 2017, 2016 and 2015, 
counting:

a. All of the days that the 
individual was physically 
present in the US in 2017;

b. One-third of the days that 
the individual was physically 
present in the US in 2016; and

c. One-sixth of the days that 
the individual was physically 
present in the US in 2015.
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For the purposes of the substantial 
presence test, an individual is 
treated as being physically present 
in the US on any day that the 
individual is physically present in the 
country at any time during the day.

There are certain exceptions to 
the above-noted rule, the most 
important of which is days that 
the individual was an “exempt 
individual”. That is, days that the 
individual was physically present 
in the US but for which he was an 
“exempt individual” do not count 
in the determination of whether or 
not he or she meets the 183 day test 
for the purposes of the substantial 
presence test. The term “exempt 
individual” includes individuals 
temporarily present in the US 
as foreign government related 
individuals, certain teachers and 
trainees and certain students.

Closer connection to a foreign 
country

In order to meet the closer 
connection test, an individual must:

• Be present in the US for less than 
183 days during the year;

• Maintain a “tax home” in a foreign 
country during the year; and

• Have a closer connection during 
the year to one foreign country 
in which the individual has a tax 
home than to the US.

An individual’s “tax home” is the 
general area of the individual’s main 
place of business, employment or 
post of duty, regardless of where he 
or she maintains their family home. 
An individual’s “tax home” is the 
place where they permanently or 
indefinitely work as an employee or 
as a self-employed individual.

As a general rule, an individual will 
be considered to have a “closer 
connection” to another country 
than to the US if it is established 

that the individual has maintained 
more significant contracts with 
the foreign country than with 
the US. Some of the factors that 
are evaluated in making such 
determination include the location 
of the individual’s permanent home, 
where the individual’s family resides, 
the location of the individual’s 
business activities and the country 
of residence that the individual 
designates on forms and documents.

Possible application of income 
tax treaties

Under certain conditions, income 
earned by certain nonresident aliens 
may be exempt from US income federal 
income tax by application of the 
particular provisions of an income tax 
treaty entered into between the US and 
the individual’s country of residence.

In addition, most (if not all) bilateral 
income tax treaties entered into 
between the US and other countries 
include residency “tie-breaker” 
rules. In general, where an individual 
is a resident of both the US and a 
foreign country under the domestic 
law of each country, the individual’s 
residency status for income tax 
treaty purposes is determined by 
the successive application of a series 
of residency “tie-breaker” rules. 
The application of the residency 
“tie-breaker” rules will, in almost all 
cases, result in the determination 
of a single state of residence for 
the individual. An individual who 
is determined to be a resident of 
a foreign country (and not the US) 
by application of treaty residency 
“tie-breaker” rules is treated as 
a nonresident of the US for the 
purposes of determining his or her 
US federal income tax liability.

State and local income 
taxation of individuals

Most states impose a personal 
income tax. In most cases, state 

income tax is imposed on individuals 
who are residents of the particular 
state under the laws of that 
state and on individuals who are 
domiciled in the state. Individuals 
who live in one state that imposes an 
income tax but who work in another 
state that imposes an income tax are 
generally permitted to claim a credit 
on their state of residency return 
for income taxes paid to the state in 
which they work. Most states also 
impose an income tax on income 
earned in the particular state by 
nonresidents of that state. 

In addition, certain cities and 
municipalities (for example, New 
York City) also impose an income 
tax. Such income taxes are generally 
imposed only on individuals who 
are residents of the particular city or 
municipality.

Foreign ownership of US situs 
real property

There are few restrictions or special 
rules regarding the ownership of 
US situs real property by foreign 
persons. 

Due to the potential application 
of the federal and state estate 
taxes, tax-efficient structuring 
of the ownership of US situs real 
property by foreign persons is 
crucial. Inappropriate structures may 
potentially result in disastrous estate 
tax outcomes.

As a general rule, US-source rental 
income earned by a foreign person is 
subject to a 30% federal withholding 
tax on the gross amount of the 
rental income. However, nonresident 
owners of rental producing US situs 
real property can elect to be taxed 
on their US-source rental income on 
a “net” basis. In most, if not all, cases 
the making of the “net election” will 
result in a much lower amount of US 
federal tax being payable than if the 
gross rental income is taxed at 30%. 
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Under the Foreign Investment in Real 
Property Tax Act (FIRPTA), special 
rules apply in connection with the 
sale of US situs real property by 
foreign persons. These rules seek 
to ensure that gains resulting from 
sales of US situs real property will be 
subject to US tax.

Structuring the ownership 
of US situs real property by 
foreign persons

There are several alternatives 
available to foreign persons as to 
how to structure their ownership 
of US situs real property. The 
alternatives range from the simplest 
(direct ownership by foreign 
individuals) to the most complex 
(indirect ownership through a 
tiered corporate structure). Other 
ownership alternatives include 
ownership through: a limited 
liability company, a partnership, a 
foreign corporation or a domestic 
corporation. Each one of the 
alternatives has its own inherent 
advantages and disadvantages. 

Although the most costly to 
implement and maintain, the tiered 
corporate structure is often the 
best alternative for foreign persons 
who invest in US situs real property. 
Under the tiered corporate structure, 
foreign persons own a direct interest 
in a foreign corporation. The foreign 
corporation, in turn owns all of the 
stock of a US corporation and the 
US corporation holds legal title 
to the US situs real property. The 
primary advantage of the tiered 
corporate structure is that, upon 
the death of a foreign individual 
who is a shareholder in the foreign 
corporation, the structure should 
prevent the US situs real property 
from being included in the gross US 
estate of the foreign decedent for 
US federal estate tax purposes. 

For those foreign investors who 
are less concerned with the 

possible application of the federal 
and state estate taxes, a less 
complex alternative may be more 
appropriate. It must be noted that 
each situation is different and that a 
“one size fits all” or “cookie cutter” 
approach should not be applied 
in determining what particular 
structure is most appropriate in a 
particular case. It is crucial that each 
particular situation be carefully 
analyzed in order to come up with 
the best solution for the particular 
foreign investor.

Taxation of rental income 
received by foreign investors 
in US real property

As noted above, nonresident alien 
individuals and foreign corporations 
that derive rental income from real 
property located in the United 
States are subject to US tax in one 
of two ways. Where rental income 
derived from real property located 
in the US is treated as Fixed or 
Determinable, Annual or Periodical 
(FDAP) income (and not as income 
“effectively connected with the 
conduct of a trade or business in the 
US”), nonresident alien individuals 
and foreign corporations that 
receive such income are subject to a 
30% US withholding tax on the gross 
amount of the rental income. 

If, on the other hand, rental income 
derived by a nonresident alien 
or foreign corporation from real 
property located in the US is 
“effectively connected with the 
conduct of a US trade or business”, 
the net rental income will be subject 
to US tax at the regular graduated 
income tax rates applicable to the 
owners of the rental producing 
property. The “net” rental income 
subject to US federal income tax 
at regular graduated rates is equal 
to the gross rental income less all 
applicable deductions, including 
depreciation, mortgage interest, 
real property taxes, insurance, 

brokers’ commissions, repairs and 
maintenance and other operating 
expenses.

There is little or no guidance in 
the IRC or applicable Treasury 
Regulations as to what types of 
commercial activities carried on 
by a foreigner rise to the level of 
a trade or business for US federal 
income tax purposes. As a result, 
the determination of what types of 
commercial activities constitute a 
trade or business is generally left to 
the courts to determine on a case-
by-case basis. In general, courts will 
consider the following factors in 
making the determination:

• The nature of the US commercial 
activities; 

• The level and extent of the US 
commercial activities; 

• The continuity of the US 
commercial activities; 

• The amount of time devoted to 
the US commercial activities; 

• The amount of income derived 
from the US commercial activities; 
and 

• Other relevant facts and 
circumstances. 

The “net election”

In many, if not most, cases it is 
advantageous for a foreign investor 
who receives income derived from 
real property located in the US to 
have that income taxed on a net 
basis (i.e. as income effectively 
connected with the conduct of a 
US trade or business) rather than on 
a gross basis (i.e. as FDAP income 
that is not effectively connected 
with the conduct of a US trade or 
business). Foreign investors who 
would not otherwise be considered 
to be conducting a trade or business 
in the US are permitted to elect to 
have their US-source income derived 
from real property located in the 
US treated as if it was effectively 
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connected with the conduct of a US 
trade or business. This election is 
known as a “net election”. In order 
to make the “net election”, the 
foreign corporation or nonresident 
alien individual must have at least 
some gross income from US situs 
real property. The consent of the 
IRS is not required to make a “net 
election”. 

As a general rule, the ideal situation 
for making a “net election” 
exists where a foreign investor’s 
investment in US real property 
generates positive cash flow 
from rental operations but where 
there are losses for tax purposes 
due to the claiming of noncash 
deductions such as depreciation and 
amortization. 

The “net election” is made by 
attaching a statement to the 
nonresident alien’s or foreign 
corporation’s US income tax return 
and covers all US real property 
owned by the foreign person. 
The election is effective for all 
subsequent tax years unless 
revoked with the consent of the 
Commissioner.

Example: 
• Foreign Investor, a nonresident 

alien individual for US federal 
income tax purposes, owns and 
operates a small commercial 
building located in the US.

• US Foreign Investor makes a “net 
election” to treat the net rental 
income derived from the building 
as income effectively connected 
with the conduct of a trade or 
business in the US. 

• Foreign Investor is entitled to 
annual gross rental income of 
$100,000 from the commercial 
building.

• In connection with his ownership 
and operation of the building, 
Foreign Investor pays annual 
mortgage interest of $25,000, 
operating expenses of $35,000 

and is entitled to claim annual tax 
depreciation of $15,000.

• Because income derived from 
real property located in the US 
in connection with which a net 
election” has been made is taxed 
on a net basis, only $25,000 (i.e. 
100,000 of annual gross rental 
income less 75,000 of allowable 
expenses) of the $100,000 of 
annual gross rental income 
derived from the building would 
be subject to US tax (at graduated 
income tax rates applicable to 
individuals who are US citizens or 
resident aliens).

The Foreign Investment in 
Real Property Tax Act

Background: The Foreign Investment 
in Real Property Tax Act of 1980 
(FIRPTA) was enacted to combat 
perceived abuses whereby foreign 
investors were able to avoid, with 
relative ease, otherwise applicable 
US taxes on the disposition of 
interests in US real property. FIRPTA 
imposes a tax on gains derived by 
foreign persons from the disposition 
of US real property interests. 
In theory, collection of the tax 
imposed by FIRPTA is ensured by 
the operation of a tax withholding 
mechanism. The withholding 
mechanism is designed to prevent 
foreign sellers from removing 
proceeds derived from the sale 
of US situs real property without 
paying the taxes due in connection 
with such sale.

What is a “US real property 
interest”?

As noted above, foreign persons 
who dispose of a US real property 
interest are subject to tax on gains 
realized on such disposition. A 
United States Real Property Interest 
(USRPI) is defined to include any 
interest, other than an interest solely 
as a creditor, in:

• Real property located in the United 
States or the US Virgin Islands;

• Certain personal property 
associated with the use of real 
property (e.g., farm machinery); 
and

• An interest in a United States Real 
Property Holding Corporation 
(USRPHC)

Withholding on dispositions 
of USRPIs

As a general rule, a transferee of a 
USRPI from a foreign person must 
withhold 15% of the total amount 
realized by the foreign person on 
the disposition of the USRPI. There 
are certain exceptions to the 15% 
FIRPTA withholding requirement, 
including a reduction in the FIRPTA 
withholding tax rate from 15% to 
10% for the purchase of residences 
for less than $1 million.

For purposes of the FIRPTA 
withholding provisions, the 
amount realized includes cash, 
the fair market value of noncash 
consideration and liabilities assumed 
by the purchaser to which the USRPI 
was subject immediately before or 
after the transfer. It is important to 
note that the amount to be withheld 
by the transferee is 15% of the 
amount realized by the transferor, 
not 15% of the gain. This concept is 
illustrated in the following example.

Example:
• A, a foreign individual owns 

a 100% fee simple interest in 
Blackacre.

• Blackacre meets the FIRPTA 
definition of a USRPI. 

• Blackacre is sold to B (a US 
resident and citizen) for: $2 million 
in cash, noncash consideration 
with a fair market value of 
$1 million and the assumption by B 
of $2 million of liabilities to which 
Blackacre was subject immediately 
before the sale. 
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• A’s adjusted basis in Blackacre 
immediately before the sale was 
$4 million. 

Amount realized by A on sale of 
Blackacre: $ 5,000,000
A’s adjusted basis in Blackacre at 
time of sale: 4,000,000
Gain realized by A on sale of 
Blackacre: $ 1,000,000

On the assumption that none of 
the available exceptions applies, B 
would be required to withhold and 
remit to the IRS $750,000 (i.e. 15% 
of the $5,000,000 realized by A 
on the sale of Blackacre to B), NOT 
$150,000 (i.e. 15% of A’s gain on the 
sale of Blackacre) from the proceeds 
otherwise payable to A.

As a general rule, the purchaser/
transferee is required to report 
and pay the withheld tax to the US 
Treasury by the 20th day after the 
date of transfer. It is also crucial 
to note that the 15% withheld on 
the amount realized by the foreign 
transferor of a USRPI is not the 
amount of US tax actually due 
from the transferor in connection 
with the sale of the USRPI. The 
15% amount withheld is merely 
an advance payment toward the 
foreign transferor’s final US tax 
obligation in connection with 
the sale of the USRPI. Failure of a 
purchaser/transferee to withhold the 
required amount on the purchase of 
a USRPI from a foreign transferor can 
result in the purchaser/transferee 
becoming liable for the FIRPTA 
tax amount that should have been 
withheld.

Compliance issues

Purchasers and other transferees of 
USRPIs are required to use IRS Forms 
8288 (US Withholding Tax Return 
for Dispositions by Foreign Persons 
of US Real Property Interests) and 
8288-A (Statement of Withholding 
on Dispositions by Foreign Persons 

of US Real Property Interests) to 
report and remit to the IRS any tax 
withheld on the acquisition of a 
USRPI. As a general rule transferees 
of USRPIs are required to file Form 
8288 and pay over the withheld tax 
by the 20th day after the date of 
the transfer. In addition, transferees 
must attach copies A and B of Form 
8288-A to Form 8288. The IRS will 
stamp Copy B of Form 8288-A and 
send it to the person subject to 
withholding. The person subject to 
the withholding must attach Copy B 
of Form 8288-A to its US income tax 
return in order to receive credit for 
the amount of tax withheld. 

Withholding certificates

The amount that must be withheld 
in connection with the disposition 
of a USRPI can be decreased 
(or eliminated) pursuant to a 
withholding certificate issued by the 
IRS. Withholding certificates can be 
issued where:

1. The IRS determines that reduced 
withholding is appropriate 
because:

a. The amount required to be 
withheld pursuant to FIRPTA 
would be more than the 
foreign transferor’s maximum 
tax liability in connection with 
the disposition of the USRPI; or 

b. Withholding of the reduced 
amount would not jeopardize 
collection of the tax.

2. There exists an exemption from 
US tax of all gain realized by the 
transferor; or

3. There exists an agreement 
between the foreign transferor 
and the IRS for the payment of tax 
which provides adequate security 
for the ultimate tax liability.

Withholding certificates are 
commonly issued where the foreign 
transferor is able to demonstrate 

to the IRS that the income tax 
amount due in connection with 
the sale of a USRPI will be less 
than the amount required to be 
withheld under FIRPTA. Withholding 
certificates issued in such cases are 
commonly referred to as “reduced-
rate certificates”. “Reduced-rate 
certificates” authorize the purchaser/
transferee to withhold (and remit) 
an amount less than the 15% 
FIRPTA withholding tax payable in 
connection with the sale of a USRPI 
by a foreign transferor.

Filing for refunds of FIRPTA 
tax already paid 

As noted earlier, a foreign transferor 
is entitled to file for a tax refund 
in cases where a withholding 
certificate was not issued and it 
is determined that the ultimate 
tax liability associated with the 
disposition of a USRPI is less than 
the FIRPTA tax amount withheld.

Effective advance planning is 
crucial

The FIRPTA withholding provisions 
can be quite complex. Having said 
that, effective advance planning can 
yield one or more of the following 
positive results:

1. Reduction or elimination of the 
withholding tax imposed by 
FIRPTA through the use, where 
appropriate, of withholding 
certificates and/or other tax 
planning techniques;

2. Entitling a foreign transferor of a 
USRPI to receive a refund of tax 
paid where his or her ultimate tax 
liability in connection with the sale 
of a USRPI is less than the amount 
withheld under FIRPTA; and

3. Ensuring that all compliance and 
reporting requirements imposed 
by FIRPTA are met in a timely 
fashion. 
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Other US taxes

The federal government and many 
of the states impose a number of 
taxes in addition to income taxes. 
The most important of these other 
federal taxes are the gift tax and 
the estate tax. The federal gift and 
estate taxes are designed to be a 
unified transfer tax system. As a 
general rule, the transfer of property 
by an individual during his or her 
lifetime and upon their death will 
not be subject to US federal gift or 
estate taxes unless the total value 
of property transferred during 
their lifetime and upon their death 
exceeds a certain threshold amount. 
In recent years, there have been 
numerous significant changes to the 
law pertaining to the federal gift and 
estate tax systems. 

The federal gift tax

The federal gift tax generally applies 
to transfers of all types of property 
by US citizens or residents (real, 
personal, tangible and intangible) 
by gift. The donor is considered 
to make a gift to the extent the 
fair market value of the property 
transferred exceeds the value of any 
consideration received in exchange 
for the transferred property. As a 
general rule, individuals can make 
annual gifts up to certain threshold 
amounts without incurring any gift 
tax liability and without the annual 
gifts counting against their lifetime 
exemption amount. For 2017, the 
annual gift tax exclusion amount is 
$14,000 per donee.

Donors of gifts who are neither US 
citizens or residents are only subject 
to US federal gift tax on transfers of 
US situs real and tangible personal 
property. Gifts of intangible 
personal property made by such 
donors are not subject to US federal 
gift tax.

The federal estate tax

The federal estate tax is imposed 
on transfers of property that are 

triggered by an individual’s death. 
As a general rule, the gross estate of 
an individual who was a US citizen 
or resident on the date of death 
includes the value of all property 
(wherever situated) owned by the 
decedent on the date of death. The 
federal estate tax is calculated by 
applying the relevant estate tax rates 
to the decedent’s taxable estate  
(i.e. the gross estate as reduced by 
any applicable deductions). 

As a general rule, a decedent who 
is neither a US citizen or resident 
on their date of death is subject to 
US federal estate tax only on US 
situs real, tangible and intangible 
property which they owned on the 
date of death. For these purposes, 
the term “intangible property” 
includes stock in a domestic 
corporation, bonds and debt 
obligations of US obligors and US 
partnership interests. In addition, 
in calculating their federal estate 
tax liability, such decedents are 
generally only eligible for much 
smaller credit amounts than US 
citizen or resident decedents. The 
liability of decedents who are 
neither US citizens or residents on 
their date of death may be affected 
by estate and gift tax treaties 
entered into between the US and 
the decedent’s country of residence 
or domicile. 

Transfer pricing issues

The US transfer pricing rules are 
designed to ensure that the terms of 
transactions entered into between 
related parties that have business 
operations in different countries 
are not used to artificially allocate 
profits to lower tax jurisdictions 
and deductions to higher tax 
jurisdictions. 

The overriding principle of the 
US transfer pricing rules is that 
transactions between related parties 
should reflect “arm’s-length” terms 
(i.e., as if the related parties were 
independent, unrelated parties).

The US transfer pricing rules apply to 
related party transactions involving 
goods and services, including 
intercompany purchases between 
related parties, loans between 
related parties and the payment 
of management fees from one 
related party to another. There are 
alternative methods for determining 
whether a particular transaction 
between related parties reflects 
“arm’s-length” terms. 

As a general rule, related parties that 
engage in transactions that may be 
subject to the US transfer pricing 
rules should have transfer pricing 
studies prepared. A fully compliant 
transfer pricing study can be used 
to avoid the potential imposition 
of penalties where the transfer 
prices are determined to have been 
inappropriate.

Taxpayers who desire certainty 
regarding the transfer prices used in 
particular transactions with related 
parties can enter into Advance 
Pricing Agreements with the IRS. 
An Advance Pricing Agreement 
is a binding agreement between 
the taxpayer and the IRS which 
applies an agreed-upon transfer 
pricing methodology to specified 
transactions between the taxpayer 
and a related party. Advance Pricing 

"Donors of gifts who 
are neither US citizens 
or residents are only 
subject to US federal 
gift tax on transfers 
of US situs real and 
tangible personal 
property. Gifts of 
intangible personal 
property made by such 
donors are not subject 
to US federal gift tax"
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Agreements generally have a term of 
between three and five years.

Federal tax incentives

The federal government provides 
certain income tax incentives to both 
domestic and foreign businesses 
that carry on a trade or business in 
the US. Three of the more significant 
federal tax incentives are: 

1. The domestic production 
activities deduction; 

2. The credit for increased research 
expenditures; and

3. The work opportunity credit

The domestic production activities 
deduction

Subject to certain limitations, a 
taxpayer engaged in manufacturing 
and other qualified production 
activities is entitled to claim a 
deduction against gross income 
equal to 9% of its “qualified 
production activities income”. The 
amount of the domestic production 
activities deduction cannot exceed 
50% of the W-2 wages paid by the 
taxpayer that are allocable to the 
taxpayer’s domestic production 
gross receipts.

The credit for increased research 
expenditures

Taxpayers are entitled to claim 
a credit for increased research 
expenditures equal to a certain 
percentage by which “qualified 
research expenditures” exceed a 
certain base year amount. Expenses 
eligible for the credit are limited 
to those incurred in conducting 
research undertaken to discover 
information that is technological in 
nature and intended to be useful 
in the development of a new or 
improved business component. In 
addition, the research must relate 

to a new or improved function, 
performance or reliability or quality.

The work opportunity credit

The work opportunity credit is 
available to employers who hire 
individuals from certain target 
groups. The credit is generally 
equal to 40% of the first $6,000 
of qualified wages paid to each 
member of the target group during 
the first year of employment 
and 25% in the case of wages 
attributable to individuals meeting 
only minimum employment levels. 
Targeted groups that qualify for the 
credit include: qualified veterans,  
ex-felons and long-term recipients 
of certain types of public assistance. 

Tax treaty network

The US has a fairly extensive income 
tax treaty network. The US has also 
entered into a number of estate 
and gift tax treaties, exchange 
of information agreements and 
shipping and aircraft agreements 
with a number of other countries.

As a general rule, income tax treaties 
are designed to prevent taxation 
from becoming an impediment to 
international trade and commerce. 
Tax treaties are designed to prevent 
double taxation of the same items of 
income and to promote international 
trade and commerce by providing 
for reduced rates of tax on certain 
types of income. For example, most, 
if not all, income tax treaties entered 
into between the US and foreign 
countries provide for the reduction 
of otherwise applicable withholding 
tax rates on interest, dividend and 
royalty income.

Pursuant to all US income tax treaties, 
a foreign business enterprise that 
is resident in a treaty country and 
which does business in the US is only 
subject to US federal income tax to 
the extent that it carries on business 

in the US through a “permanent 
establishment”. The general definition 
of “permanent establishment” is a 
“fixed place of business through 
which the business of an enterprise is 
wholly or partly carried on”. 

Generally, US income tax treaties 
contain Limitation on Benefits 
provisions. Limitation on Benefits 
provisions are designed to combat 
“treaty shopping”, by ensuring that 
only bona fide residents of a treaty 
country are entitled to claim benefits 
under an applicable income tax 
treaty. The tests for determining 
whether a particular person is a 
resident of a treaty partner country 
(and thereby entitled to claim 
benefits under the treaty) can be 
extremely complex.

FATCA & FBAR reporting

Foreign Account Tax Compliance 
Act Reporting

Pursuant to the provisions of the 
Foreign Account Tax Compliance Act 
(FATCA), foreign financial institutions 
(FFIs) — including foreign banks, 
brokers, insurance companies and 
investment funds — must disclose 
to the IRS certain information about 
accounts owned by US persons. 
FFIs that fail to provide the required 
information may become subject to 
significant US withholding taxes on 
certain US source income, including 
withholding on proceeds of stock 
sales.

FATCA also requires certain US 
taxpayers holding foreign financial 
assets with an aggregate value that 
exceeds certain thresholds to report 
information about those assets on 
IRS Form 8938 (Specified Foreign 
Financial Assets). Failure to timely 
file IRS Form 8938 can result in the 
imposition of significant penalties.
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• Reducing the top federal 
individual marginal tax rate from 
39.6% to 35%;

• A doubling of the standard 
deduction amounts;

• Elimination of all itemized 
deductions, with the exception of 
the mortgage interest deduction 
and the charitable contribution 
deduction;

• Repeal of the 3.8% Net Investment 
Income Tax on certain investment 
income;

• Repeal of the federal estate tax; 
and

• Repeal of the alternative minimum 
tax (AMT).

Tax reform proposals affecting 
corporations and businesses

• Reduction in the corporate 
income tax rate from 35% to 15%; 
and

• A 15% tax on income that passes 
through “flow-through” or 
“fiscally transparent” entities such 
as “S” corporations, partnerships 
and sole proprietorships, after 
the payment of compensation 
income.

International tax reform proposals 

• A one-time tax on offshore 
earnings of US corporations 
repatriated back to the US; and

• A change to a “territorial” tax 
system, whereby multi-national 
corporations resident in the 
US would only be subject to 
US federal income tax on their 
US source income, not on their 
worldwide income.

 

Foreign Bank Account Reporting

As a general rule, “US persons” are 
required to file Treasury Department 
Form FinCEN 114 (Foreign Bank 
Account Report or “FBAR”), with the 
IRS if:

• The taxpayer had a financial 
interest in or signature authority 
over at least one financial account 
located outside of the United 
States, and

• The aggregate value of all foreign 
financial accounts exceeded 
$10,000 at any time during the 
calendar year.

The 2017 Trump tax reform 
proposals

In April 2017 the Trump 
administration unveiled a tax 
reform plan called the 2017 Tax 
Reform for Economic Growth and 
American Jobs plan. The proposed 
tax reform plan includes significant 
changes to the way that individuals 
and corporations and businesses 
are taxed for federal income 
tax purposes. It also includes 
significant proposed changes to 
the international tax system. The 
tax reform proposals, it should be 
noted, may change significantly as 
they make their way through the 
legislative process.

Tax reform proposals affecting 
individuals 

Among the most significant tax 
reform proposals that would 
affect individual taxpayers are the 
following:

• Replacing the number of tax 
brackets from 7 to 3;
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Banking and 
Finance

US banking

There are many banks in the US, 
ranging from small local banks 
to regional banks with multiple 
branches. They can cover certain 
cities, regions, multiple states, as 
well as international regions. They 
are often organized by focus and 
type of customer, such as business 
or individual depositors, or can focus 
on particular industries. Smaller local 
banks tend to have a more personal 
focus and may be more involved 
with their customers, however, they 
will likely have fewer services and 
will be restricted to providing lower 
lines of credit and loan amounts. 

In order to select the best bank 
for your business, you should first 
determine what services are most 
important to your business. Consider 
things such as:

• Do you need to transfer funds 
from parent to the US subsidiary? 
How will the parent’s funds get 
converted to US dollars (and vice 
versa for funds going back to the 
parent)?

• Do you need business credit cards 
for your employees?

• Will you need to offer customers 
the ability to pay via credit cards?

• Will you be dealing with cash, 
with coins, or will you need 
armored cars for pickup?

• Do you need to receive checks 
from customers, and will you need 
to deposit them?

• Will you be importing/exporting 
goods in or out of the US? Can 
the bank provide this service and 
do they provide letters of credit 
aside from foreign exchange 
capabilities? 

• Does the bank offer working 
capital loans? With what limits?

• Does the bank offer equipment 
loans?  With what limits?

• What kind of covenants does the 
bank require for loans?

• What kind of guarantees does the 
bank ask for related to loans?

• What kind of financials do 
they require from you, and do 
they require some level of CPA 
accounting assurances on them? 
At what size of loans?

• Any other service that you might 
need from a bank

Unlike many other countries where 
there is only one bank regulator, 
bank regulation in the United 
States is highly fragmented.  
Banking is regulated at both the 
federal and state level. Apart from 
the bank regulatory agencies, the 
US maintains separate securities, 
commodities, and insurance 
regulatory agencies at the federal 
and state level. 

US banking regulation addresses 
privacy, disclosure, fraud prevention, 
anti-money laundering,  
anti-terrorism, anti-usury lending, 
and the promotion of lending to 
lower-income populations. Some 
individual cities also enact their 
own financial regulation laws.

A bank’s primary federal regulator 
could be the Federal Deposit 
Insurance Corporation (FDIC), 
the Federal Reserve Board, or 
the Office of the Comptroller of the 
Currency. Within the Federal Reserve 
System are 12 districts centered 
around 12 regional Federal Reserve 
Banks, each of which carries out the 
Federal Reserve Board’s regulatory 
responsibilities in its respective 
district. Credit unions are subject to 
the most bank regulations and are 
supervised by the National Credit 
Union Administration. The Federal 
Financial Institutions Examination 
Council (FFIEC) establishes uniform 
principles, standards, and report 
forms for the other agencies.
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Setting up a bank account

In order to set up a bank account in 
the US, the entity must first obtain 
a Federal Identification Number 
(FIN), also referred to as Employer 
Identification Number (EIN), from 
the IRS. 

Every bank will have its own 
application for opening an account, 
and they will typically ask for a 
copy of the IRS form that confirms 
the FIN/EIN number. The bank will 
request a copy of your entity’s 
formation forms, such as articles 
of incorporation and by-laws for a 
corporation, operating agreement 
for an LLC, or partnership agreement 
for a partnership. They will also ask 
for a copy of the Board resolution 
authorizing that a bank account may 
be opened.

US funding sources

Debt financing:
Debt financing is typically provided 
by external lenders, such as banks 
and offer products for both short 
and long term solutions. Product 
examples include: business loans 
or lines of credits, which are 
usually secured against accounts 
receivables or inventory, asset 
financing secured against assets, and 
overdraft facilities.   

There are numerous asset lending 
companies that provide financing 
for asset purchases, usually through 
financing leases.  Many equipment 
manufacturers must also provide 
financing leases or financing loans 
for asset purchases. Trade credit can 
be acquired from suppliers.

Factoring companies are another 
available option for quickly raising 
funds secured against accounts 
receivables. However, they charge 

higher rates of interest than banks. 
While friends and family can provide 
loans for parent companies, it is 
critical that these loans are well 
documented with a note and 
approved formally by the entity 
(such as by resolution of the Board 
of Directors). 

Equity financing:
Early in their existence, companies 
will often self-fund by generating 
revenue and contributing in personal 
funds until conventional bank 
financing can be obtained. If there 
is an overseas parent company, then 
they often provide the initial equity 
source. 

Many companies choose the route 
of private equity or venture capital 
firms for funds. Investors or venture 
capital firms will trade shares of the 
company in return for a significant 
amount of funding. Venture capital 
firms will generally have a controlling 
share of the company allowing them 
to maintain considerable control. 
Both investors and venture capital 
firms will typically have industry-
specific expertise and will provide 
management guidance as an added 
benefit.

Other financing:
Crowdfunding is another popular 
option, especially in the start-up 
landscape. Crowdfunding replaces 
traditional intermediaries, such as 
banks, with direct relationships 
between lenders and borrowers 
facilitated by internet platforms. 

Often times a joint venture can 
be set up between a US business 
and a business from overseas, 
allowing them to pool their separate 
expertise or complementary 
products to create a completed 
product to sell.  
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Reporting 
Requirements

Statutory requirements/
accounting records 

The basic regulations governing 
accounting are based on the laws 
of the state (or District of Columbia) 
in which the entity was formed. 
There is no general requirement for 
companies to have an audit, nor 
even to prepare financial statements. 
The only requirement is to keep 
books and records sufficient to 
prepare accurate tax filings. 

Income tax filings are prepared using 
accounting methods specified in the 
IRC and regulations issued by the 
IRS. The IRC is enacted by Congress 
to meet revenue and other goals as 
determined by Congress. The IRC 
gives no recognition to US Generally 
Accepted Accounting Principles 
(GAAP). US GAAP are promulgated 
by the Financial Accounting 
Standards Board (FASB) with the 
stated goal of providing standards 
that foster financial reporting that 
provides useful information to 
investors and other users of financial 
information. FASB is a private 
not-for-profit organization, but is 
recognized by the US Securities and 
Exchange Commission (SEC) as the 
source of accounting standards for 
public companies.

 Since 2002, the FASB and the 
International Accounting Standards 
Board (IASB) have done significant 
work on convergence between US 
GAAP and International Financial 
Reporting Standards (IFRS). While 
the two accounting frameworks 
are now much more similar than 
they were at the beginning of the 
process, substantial differences still 
remain. 

Businesses that are not taxed 
as partnerships, do not have 
inventories, are not engaged in 
certain industries and have less than 
$10 million in annual gross receipts 
can elect to prepare their income 
tax filings on a cash rather than an 

accrual basis. Even if the income 
tax filings are prepared on the 
accrual basis, there are significant 
differences between accounting 
under the IRC versus under US GAAP. 

Audited annual and unaudited 
quarterly financial statements 
are required to be filed with the 
SEC if the company is listed on an 
exchange; otherwise registers its 
securities with the SEC such that 
they are permitted to be freely 
traded; or has a class of securities 
with at least 500 owners and at least 
$10 million in assets. Companies 
subject to this requirement are 
referred to as SEC ‘registrants’ or 
‘issuers’. For domestic companies, 
the financial statements must be 
prepared in accordance with US 
GAAP, as interpreted by the SEC. 
Such filings with the SEC must also 
apply additional accounting rules 
promulgated by the SEC that apply 
only to SEC filings. 

In 2016 a new law, Jumpstart Our 
Business Startups Act (‘JOBS Act”), 
went into effect that, among 
other matters, allowed companies, 
without registering with the SEC, to 
sell up to $1,070,000 of securities to 
the public through crowdfunding in 
a 12-month period with significantly 
lower reporting requirements, 
including no quarterly reporting and 
in certain circumstances no audited 
annual financial statements. Such 
“crowdfunding issuers” must be US 
companies but that could include US 
subsidiaries of foreign companies or 
a US incorporated entity set-up to 
be a parent of a foreign operating 
company.

Companies in certain industries 
are also required to file audited 
financial statements with various 
federal and/or state regulators. 
This most prominently includes 
banks, securities broker/dealers 
and insurance companies. Financial 
statements filed with regulators 
are in some cases required to 
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be prepared in accordance with 
US GAAP (e.g. securities broker/ 
dealers), while in other cases they 
must be prepared in accordance 
with special accounting methods 
promulgated by the regulator  
(e.g. insurance companies).

If a company is not required to file 
financial statements with the SEC 
or another regulator, then there are 
generally no statutory requirements 
as to what accounting framework 
can be used. The various states 
(and the District of Columbia) have 
jurisdiction over the audit function 
and the licensure of certified public 
accountants (CPAs), whose license 
allows for the issuance of audit 
opinions. State regulations will often 
restrict what accounting framework 
can be used in financial statements 
for which a CPA issues a report  
(i.e. control of the accounting 
framework indirectly through 
regulation of the CPA rather than the 
company directly.) Generally, CPAs 
are permitted to issue reports that 
are prepared in accordance with US 
GAAP, with the income tax basis of 
accounting (the accounting method 
used by the entity in preparing its 
income tax filings) or with the cash 
basis of accounting. 

Many states, such as New York, 
now also permit the CPA to audit 
or otherwise report on financial 
statements prepared in accordance 
with IFRS, including IFRS for Small 
and Medium-Sized Entities (IFRS-
SME) if the entity qualifies. 

The CPA is usually also permitted to 
report in accordance with a foreign 
accounting framework if the report is 
intended for foreign (and/or internal) 
use and the CPA’s report states that 
restriction. The CPA can also report 
on any accounting framework set 
forth in an agreement, provided 
that the CPA’s report states that it is 
restricted to the use of the parties to 
the agreement. 

Private companies frequently 
prepare financial statements and 
involve a CPA to fulfill a requirement 
in an agreement, such as a lending 
agreement or a stockholders’ 
agreement. The accounting 
framework is usually subject to 
negotiation. In lending situations, 
banks will often accept financial 
statements prepared in accordance 
with the income tax basis, as long 
as the entity prepares its income tax 
filings on the accrual basis. This can 
often save significant cost, as the 
entity can use the accounting that 
it must do for income tax purposes 
anyway without also having to 
convert to US GAAP. 

In 2013, the American Institute 
of CPAs (AICPA) created a new 
accounting framework, the Financial 
Reporting Framework for Small and 
Medium-Sized Entities (FRF-SME.) 
This is somewhat analogous to 
IFRS-SME, but with a very important 
difference: IFRS-SME is part of 
IFRS, and an entity using it is in 
compliance with IFRS if the entity 
meets the criteria for being able to 
use it; but AICPA-SME is not part of 
US GAAP, so any financial statements 
prepared using AICPA-SME cannot 
automatically be said to be in 
compliance with US GAAP. 

The regulations of many states do 
not permit a CPA to issue reports 
on financial statements prepared 
under FRF-SME unless it is pursuant 
to an agreement calling for such 
a framework and the report’s use 
is restricted to the parties to the 
agreement. 

It remains to be seen whether 
FRF-SME will gain any acceptance 
from lenders and other users of 
financial statements. So far it does 
not seem to be gaining acceptance. 
The AICPA hopes that those who 
currently now use income tax basis 
financial statements will at least find 
FRF-SME more useful for financial 
decision-making while still providing 

cost savings compared with the 
preparation of US GAAP financial 
statements.

CPA services on financial 
statements

If a private company decides to issue 
financial statements and engage a 
CPA, there is a choice in the level of 
service for which the CPA can be 
engaged. The CPA can be engaged 
to audit, review or compile the 
financial statements. Reviews and 
compilations are performed in 
accordance with the Statements 
on Standards for Accounting 
and Review Services (SSARS) 
issued by the AICPA. The SSARS 
regarding reviews and compilations 
are analogous, respectively, to 
the International Standards on 
Review Engagements (ISRE) and 
International Standards on Related 
Services (ISRS) issued by the 
International Auditing and Assurance 
Standards Bureau. Review and 
compilation standards and practice 
is more extensively developed in the 
US than internationally, principally 
because of the lack of a statutory 
audit requirement.

The level of CPA service required 
under an agreement is subject to 
negotiation. For smaller or well-
collateralized loans, lenders will 
often accept financial statements 
that are reviewed or even compiled 
by a CPA rather than audited. 

Audits of financial statements for 
purposes other than SEC filings are 
usually performed under US GAAS, 
as promulgated by the Auditing 
Standards Board of the AICPA. 
Audits of financial statements for the 
SEC filings of SEC registrants must 
be performed in accordance with the 
standards of the Public Companies 
Accounting Oversight Board 
(PCAOB). The PCAOB is legally a 
private non-profit corporation that 
is, however, entirely controlled by 
the SEC. Most state regulations allow 
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the CPA to issue audit reports on 
private entities in accordance with 
PCAOB standards if that is what the 
entity chooses to have the auditor 
use, although this is unusual. 

Not including the portion of 
the PCAOB standards relating 
to reporting on management’s 
report on internal controls, US 
GAAS and PCAOB standards are 
broadly similar. Both have some 
requirements that are in excess of 
those of International Standards 
on Auditing (ISA). A US GAAS audit 
will inherently be in compliance 
with an ISA audit, provided that the 
auditor meets a very few additional 
requirements contained in ISA. 

Most state regulations, as well as the 
standards of the AICPA, preclude 
the US auditor from issuing a 
report solely under ISA. Engaging 
the auditor to perform the audit 
under ISA in addition to US GAAS 
or PCAOB standards, however, is 
generally not a problem.

Reporting by foreign 
companies raising capital in 
the US 

For a foreign company to be listed 
in the US or to issue securities that 
are otherwise freely tradable in the 
US, the SEC reporting requirements 
are less onerous if it qualifies as 
a foreign private issuer (FPI). To 
qualify as an FPI, an entity must:

• be organized in a foreign 
jurisdiction;

• have no more than 50% 
ownership by US residents 
(directly or indirectly);

• have no more than 50% of its 
directors and officers be US 
citizens; and

• have no more than 50% of its 
assets in the US. 

An FPI still must file annual financial 
statements that are audited under 
PCAOB standards. The financial 
statements do not, however, have 
to be prepared in accordance with 
US GAAP. The entity can prepare the 
financial statements in accordance 
with the method of accounting it 
uses in its home country, as long 
as there is an audited note to the 
financial statements reconciling 
net income measured under 
that reporting framework with 
net income measured under US 
GAAP. The entity can also elect to 
prepare the financial statements 
in accordance with IFRS as issued 
by the IASB (not a local variation), 
in which case it is not required to 
include a reconciliation to US GAAP.

Status of IFRS 

As discussed above, private 
companies in the US are permitted 
in many states to prepare their 
general purpose financial statements 
in accordance with IFRS. There is, 
however, very little marketplace 
demand or acceptance of IFRS. Its 
use is, for the most part, limited to 
companies who need to prepare 
IFRS financial statements for foreign 
owners. In such situations, domestic 
lenders and others will often accept 
the IFRS financial statements. 

The use of IFRS by private 
companies would probably expand 
significantly if the SEC were to 
require the use of IFRS for filings by 
SEC registrants. As of a few years 
ago, the SEC seemed ready to 
adopt IFRS; but at the present time, 
the SEC appears to be prioritizing 
enforcement actions arising from 
the 2008 financial crisis. More 
importantly, recent reports and 
statements by the SEC indicate that 
the SEC has grown skeptical of the 
acceptability of IFRS for use by 
companies selling securities to US 
investors. 

It seems right now that if IFRS is 
ever adopted by the SEC, it will 
be in some form whereby there is 
a process for possible substantial 
modification for US purposes and an 
endorsement process for all changes 
to IFRS promulgated by the IASB. 
Even if IFRS as issued by the IASB 
were accepted, it would still be 
subject to interpretation by the SEC 
as well as additional rule making, just 
as the SEC currently does with US 
GAAP as issued by the FASB.

"Most state regulations, 
as well as the 
standards of the 
AICPA, preclude the US 
auditor from issuing a 
report solely under ISA. 
Engaging the auditor 
to perform the audit 
under ISA in addition 
to US GAAS or PCAOB 
standards, however, 
is generally not a 
problem"
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Grants and 
Incentives

The federal government provides 
certain income tax incentives to both 
domestic and foreign businesses 
that carry on a trade or business in 
the US. Three of the more significant 
federal tax incentives are: 

1. The domestic production 
activities deduction; 

2. The credit for increased research 
expenditures; and

3. The work opportunity credit

The domestic production 
activities deduction

Subject to certain limitations, a 
taxpayer engaged in manufacturing 
and other qualified production 
activities is entitled to claim a 
deduction against gross income equal 
to 9% of its “qualified production 
activities income”. The amount of 
the domestic production activities 
deduction cannot exceed 50% of 
the W-2 wages paid by the taxpayer 
that are allocable to the taxpayer’s 
domestic production gross receipts.

The credit for increased 
research expenditures

Taxpayers are entitled to claim 
a credit for increased research 
expenditures equal to a certain 
percentage by which “qualified 
research expenditures” exceed a 
certain base year amount. Expenses 
eligible for the credit are limited 
to those incurred in conducting 
research undertaken to discover 
information that is technological in 
nature and intended to be useful 
in the development of a new or 
improved business component. In 
addition, the research must relate 
to a new or improved function, 
performance, reliability or quality.

The Work Opportunity Credit

The work opportunity credit is 
available to employers who hire 

individuals from certain target 
groups. The credit is generally 
equal to 40% of the first $6,000 
of qualified wages paid to each 
member of the target group during 
the first year of employment 
and 25% in the case of wages 
attributable to individuals meeting 
only minimum employment levels. 
Targeted groups that qualify for the 
credit include: qualified veterans, 
ex-felons and long-term recipients 
of certain types of public assistance. 

State and local tax incentives 

In addition, to the federal income 
tax incentives referred to above, 
many states and localities also offer 
certain tax incentives to enterprises 
that choose to do business in their 
particular state or locality. The 
sheer number and variety of such 
incentives makes it near impossible 
to provide a general analysis of such 
incentives. The specific criteria for 
qualifying for a particular incentive 
must be strictly met in order to 
qualify for such incentive.

As noted above, the sheer number 
and variety of such incentives makes 
it near impossible to provide a 
general analysis of such incentives. 
However, by focusing on one 
particular state that offers a wide 
variety of such incentives, one can 
gain an appreciation for the type of 
incentives offered by many of the 
states and localities that comprise 
the US.

The following is a summary of 
some of the incentives offered by 
New York State to enterprises that 
choose to do business in New York. 

Excelsior Jobs Program 

Certain types of businesses that 
are located or that plan to locate 
in New York State may qualify for 
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one or more of the following fully 
refundable tax credits:

• Excelsior Jobs Tax Credit:  
6.85% of wages per net new job

• Excelsior Investment Tax Credit: 
2% of the amount of qualified 
investments

• Excelsior Research and 
Development Tax Credit: 
50% of the federal research and 
development credit on up to 6% 
of research expenditures in New 
York State

• Excelsior Real Property Tax Credit: 
available to firms that locate in 
certain distressed areas and to 
firms in targeted industries that 
meet certain employment and 
investment benchmarks

Start-Up New York 

This program offers qualifying 
businesses the opportunity to 
operate tax-free for up to 10 years. 
To qualify, the business must be 
in the advanced materials and 

manufacturing industry, the biotech 
and life sciences industry or the tech 
and electronics industry. Further, 
the business must be located 
on or near an eligible university 
or college campus located in 
New York. Partnering with these 
schools gives businesses direct 
access to advanced research 
and development tools and an 
opportunity for the business to 
create new jobs and contribute to 
the economic development of the 
local community. 

New York Empowerment 
Zone (“EZ”) Program 

Amongst other benefits, this 
program offers qualifying 
businesses: employment credits, 
a zero percent tax rate on capital 
gains, increased tax deductions on 
equipment and accelerated real 
property depreciation. In order 
to qualify for this program the 
business must be located in certain 
designated neighborhoods in New 
York City.
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Agencies 
Providing 
Assistance 

Governmental agencies

The Economic Development 
Administration (EDA) is an agency 
of the United States Department 
of Commerce that provides 
assistance to economically 
distressed communities in order to 
generate new employment, help 
retain existing jobs, and stimulate 
commercial growth. The goal of the 
EDA is to assist in areas experiencing 
high unemployment, low income, or 
other economic distress.

The Small Business Administration 
(SBA) is a United States agency that 
provides support for entrepreneurs 
and small businesses.  The goal 
of the SBA is to maintain and 
strengthen the nation’s economy 
by enabling the establishment and 
viability of small businesses. SBA 
loans are made through banks, 
credit unions, and other lenders 
who partner with the SBA. The SBA 
provides a government backed 
guarantee for a portion of the loan.

Industry and trade 
organizations

• The United States Chamber 
of Commerce (USCC) is an 
independent business network 
that represents US businesses. 
The mandate of the USCC is to 
facilitate business and lobbying at 
the federal level. 

Other key governmental 
organizations

• The Internal Revenue Service (IRS) 
is the department of the United 
States federal government that is 
responsible for collecting taxes and 
administering the Internal Revenue 
Code (IRC) (https://www.irs.gov/).

• The US Citizen and Immigration 
Services (USCIS) is the 
governmental agency charged 
with processing petitions 

involving immigrant visas, 
naturalization, asylum, and 
refugees (https://www.uscis.gov/)

• The United States Social 
Security Administration (SSA) 
is an independent agency of 
the US federal government that 
administers Social Security, 
a social insurance program 
consisting of retirement, disability, 
and survivor’s benefits (https://
www.ssa.gov/)

https://www.irs.gov/
https://www.uscis.gov/
https://www.ssa.gov/
https://www.ssa.gov/
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