International Tax Structures

for Americans Living Abroad

Foreign Tax Credit Structure #3

Mexican Foreign Tax Credit Royalty
Withholding

A U.S. citizen and resident claims a Foreign Tax Credit for Royalty
Withholding taxes paid to Mexico in lieu of foreign income taxes. This
structure occurs when intellectual property is used in a foreign country
(resulting in foreign source income) and foreign tax credits are available to
eliminate double taxation.

Summary of the Foreign Tax Credit (§901)

The Foreign Tax Credit (FTC) is a U.S. tax benefit that helps prevent double
taxation by allowing taxpayers to offset U.S. tax liability with income taxes paid
to a foreign country. It's available to U.S. citizens, resident aliens, and some
corporations that have foreign-source income. Instead of excluding the income
like the FEIE, the FTC lets you claim a dollar-for-dollar credit for eligible foreign
taxes, up to the amount of U.S. tax owed on that income.
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Structure Background

Jake, a United States citizen and resident, sells digital content and software subscriptions in
Mexico, generating royalty income. Jake also has a salary-earning job in the United States,
which serves as his primary source of income.

All of Jake’s royalty sales are from Mexican Customers. According to the tax treaty rate for
royalty payments, a 10% withholding tax is payable to the Mexican Tax Authority.
Generally, a Foreign Tax Credit is claimed on the U.S. person's income tax return only if an
income tax is paid. However, credible foreign taxes also include taxes assessed in lieu of an
income tax, as per Internal Revenue Code §903.
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Monetary Transactions

1. During the year, Jake earns $10,000 or Royalties from Mexican customers for content
and digital subscriptions. Based on tax treaty rates, 10% is withheld and paid directly to
the Mexican Tax Authority, Servicio de Administracion Tributaria.

2. The remaining $9,000 of royalty income is paid to Jake for his foreign-sourced
compensation of the digital content and subscription.

Tax Compliance

3. Form 1040 (Jake). Based on its foreign source royalty income, he claims a Foreign Tax
Credit of $1,000 on Form 1116, Foreign Tax Credit (Individual, Estate, or Trust).

Summarized Tax Returns and Financial Statements

Jake (Single)
U.S. Salary $160,000
Royalties (Mexico) $10,000
Standard Deduction - $12,000
Taxable Income $158,000
U.S. Tax $39,500
Foreign Tax Credit - $1,000
Withholding (Salary) - $40,000
Total U.S. Tax or (Refund) ($1,500)
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Resulting Tax Implications

As a result of this structure, the creditable foreign taxes available to Jake are $1,000, which
he can claim in full, and his total U.S. income tax liability is $39,500, including taxes on his
U.S. salary. Based on withholding, he will then receive a refund of $1,500.

Effective Tax Rate (Foreign Royalties)

Gross Income

from All Sources $1 0,000

Gross Expenses

from All Sources $1 ,000

Total Net Income $9,000
Federal Income Tax $0
Effective Tax Rate (o)

(Single) 0 /0

* For the purposes of this U.S. Federal Income Effective Tax Rate calculation, the Foreign Tax Credit
is treated as an expense.
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DISCLAIMER

The International Tax Structures included in this publication are hypothetical structures and set of circumstances and
tax rates that do not apply to any particular taxpayer and for any purpose. The information included in this tax structure
is non-transferable or reusable, as each taxpayer’s situation is factually unique.

PacificoTax, LLC does not guarantee, certify, or ensure the outcome of tax liability and related interest and penalties.
The tax due (or refund expected) from filing a foreign or domestic tax return is never guaranteed. The liability is based
on several factors, including changes in tax law, varying interpretations of tax law, adjustments by tax authorities,
missing information not provided during the tax preparation process, levies, liens, interest, or other events that may
occur.
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