Davies Ward Phillips & Vineberg LLP

DAVIES

December 15, 2016

IRS Issues Broad Disclosure Rules for
Foreign-Owned Disregarded U.S. Entities

Authors: Peter A. Glicklich, Gregg M. Benson and Heath Martin

In the flood of guidance being issued in the waning days of the Obama Administration, the IRS and Treasury
Department have finalized regulations that require foreign owners of single-member U.S. LLCs to file an information
return on IRS Form 5472, “Information Return of a 25% Foreign-Owned U.S. Corporation or a Foreign Corporation
Engaged in a U.S. Trade or Business.” These regulations may create major headaches for foreign investors using
wholly owned U.S. LLCs to hold investments or conduct business in the United States or even abroad. At the very
least, the new regulations may become a “trap for the unwary” for foreign persons who hold non-U.S. investments in
U.S. LLCs that are disregarded entities (DREs). Such foreign persons may not have U.S. tax compliance controls in
place and may not be consulting with U.S. tax advisers regularly. If such persons are not generally aware that U.S.
tax obligations may apply, they run the risk of failing to file Form 5472 through oversight.

Until now, foreign-owned DREs have generally been ignored for reporting purposes, and transactions by these DREs,
which in most cases did not have to be reported, were treated as being undertaken by the DRE’s owner. Under the
new regulations, generally effective for periods beginning on or after January 1, 2017, reporting of such transactions
will soon be required on Form 5472. Penalties for failing to file this form can be significant. If a foreign person fails to
file Form 5472 when required, the initial penalty is US$10,000. This penalty is increased by US$10,000 for each 30-
day period (after an initial 90-day period) for which the failure persists.

The new rules only create an information reporting obligation. The requirement to file Form 5472 does not in itself
cause a foreign person to have any substantive U.S. federal income tax liability on account of the activities of a DRE.
If the activities of a DRE do cause its foreign owner to be subject to U.S. federal income tax, the DRE may still be
subject to the new requirement to file Form 5472.

Background

DREs have become a ubiquitous tax-planning tool in the United States. When a foreign person owns a DRE, a
number of tax-planning opportunities become possible. For example, when a foreign person holds U.S. investment
assets through a domestic DRE, the investment assets are treated as owned by a U.S. person for the purposes of the
securities laws and other non-tax laws, but are treated as owned by a foreign person for U.S. federal income tax
purposes. This normally means that any gain realized by the foreign person on a sale of the investment assets is
generally free of U.S. federal income tax.

The new regulations were promulgated in the spirit of limiting opportunities for international tax avoidance through
base erosion and profit shifting, and taking advantage of treaties that raise the bar to local taxation absent a
permanent establishment. The regulations, as initially proposed on May 10, 2016, explained that the new rules would
“provide the IRS with improved access to information that it needs to satisfy its obligations under U.S. tax treaties, tax
information exchange agreements and similar international agreements” as well as to strengthen the enforcement of
U.S. tax laws. No comments on the proposed regulations were received and no testimony was heard. Now the
regulations have been finalized in nearly identical form.

Information Reporting

Before the new regulations, the requirement to file Form 5472 under section 6038A of the Internal Revenue Code of
1986, as amended (Code), only applied to U.S. corporations that were 25% foreign-owned and foreign corporations
that were engaged in a trade or business in the United States (and were 25% foreign-owned) (such U.S. and foreign
corporations are referred to as “reporting corporations”). The new regulations provide that a domestic DRE that is
wholly owned by one foreign person is treated as a corporation for the purposes of section 6038A of the Code. A
foreign-owned DRE will now become a reporting corporation under section 6038A of the Code. We expect Form 5472
to be revised to reflect these changes.
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Current law requires a reporting corporation to use Form 5472 to report transactions between the reporting
corporation and its 25%-or-greater shareholders and persons considered related to the reporting corporation or those
shareholders." A comprehensive list of transactions are subject to this reporting requirement, including sales of
property, payments for services, and amounts borrowed and loaned by the reporting corporation. In addition, Form
5472 requires separate disclosure for transactions that take place for less than full consideration. The Form 5472
must be attached to the filer's income tax return for the relevant taxable year.

A reporting corporation is not currently required to file Form 5472 if its gross receipts are less than US$10 million per
year or if transactions with related parties are no more than US$5 million and less than 10% of the U.S. corporation’s
gross income. In the case of DREs required to file Form 5472 under the new regulations, however, no
corresponding exemption for de minimis transactions or entities applies, which will be the source of some
significant hardship.

In addition, at present, Form 5472 need not be filed if (i) a U.S. person files an IRS Form 5471, “Information Return of
U.S. Persons with Respect to Certain Foreign Corporations,” that already includes information about the transactions
required to be reported on the Form 5472; or (ii) the reporting corporation is a foreign sales corporation. The IRS
states in the preamble to the finalized regulations that these exceptions will not be available for domestic DREs that
are required to file a Form 5472 under the new rules. In addition, if a foreign owner of a DRE itself has a 10%
shareholder that is a U.S. person, the DRE may have to obtain a U.S. Employer Identification Number so the 10%
shareholder can file a Form 5471.

The new regulations assume that a DRE will use its owner’s tax year if the owner is already subject to U.S. tax
reporting. Every other DRE is deemed to have a calendar year unless provided otherwise on the Form 5472, the
revised instructions or other official guidance issued by the IRS.

Effective Date

The new reporting rules apply with respect to taxable years that begin after December 31, 2016 and end on or after
December 13, 2017.2

Conclusion

This new requirement to File 5472 will apply to some foreign persons who are not aware of it. All foreign investors
with U.S. entities in their business or investment structures are urged to have a U.S. tax adviser review the new U.S.
tax filing requirements.

! For this purpose, a related person is (i) any direct or indirect 25% foreign shareholder of the reporting corporation, (ii) any person
who is related to the reporting corporation or one of its 25% foreign shareholders of the reporting corporation under certain
attribution rules, and (iii) any person who is under common control with the reporting corporation.

2 The date “December 13,” which appears in the final regulations issued by the IRS, may be a typo for “December 31.”

If you have any questions regarding the foregoing, please contact Peter A. Glicklich
(212.588.5561) or Gregg M. Benson (212.588.5508) in our New York office; R. lan Croshie
(416.367.6958) or Raj Juneja (416.863.5508) in our Toronto office; Nathan Boidman
(514.841.6409), Brian Bloom (514.841.6505) or Michael N. Kandev (514.841.6556) in our
Montréal office.

Davies Ward Phillips & Vineberg LLP is an integrated firm of approximately 240 lawyers with
offices in Toronto, Montréal and New York. The firm focuses on business law and is consistently
at the heart of the largest and most complex commercial and financial matters on behalf of its
clients, regardless of borders.

The information and comments herein are for the general information of the reader and are not
intended as advice or opinions to be relied upon in relation to any particular circumstance. For
particular applications of the law to specific situations, the reader should seek professional
advice.
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