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M-010  INTRODUCTION

As communications make the world smaller, business becomes  increasingly
international at all levels from ibe multinational w ihe propricior-owned business.
Whatever the size of the orgamisabien, it 15 more likely than ever that it will need to
plam its tax steatepy oman intermational level.

Thiz chapier is intended to assist companies planning 0 set up of doquire a foreign
business. By identifving the key stages which occur duning a business's international
conceptinn and growth, it is able to discoss and illusirate within a practical framework
the international tax planning factors o be considered at cach relevant stage.

Within its confines this chapler cannot aim o be exhavstive. Bot it will serve as a
guide to international tax planning concepts and as a checklist to-the intemational fax
implications of each relevant stage of growth,

International tax planning is primanly concerned with the infcvaction of one country’s
tax system with anoiber. Properly integrated and cobesioc ax planning is essential
when business spans intermational borders, Without peoper co-ordination the plan may
save faxes in dhe foreign country but be tax-expersive ot ome, or vice versa, Because
of the pace of change in both domestic and interficvonal tax law and practice, regular
review of the plan is also necessary in case(a redesign is required to reflect ihese
changes. There 15 o clear need for professions cxpertise,

The following example illustrates the srows vequiring investigation, A company plans
i sct up & new business m, say, Yanada, o manufacture @ product already
successiully produced and sold initshome country.

Should it operate in Canbds us a branch or local subsidiary?

What permissions are required to export capital io Canada®?

Are any home coanny permissions reguired?

7 a subsidiary is formed, should its shares be owoed in Canada, the Tome

country or some third country™

Should the manufacturing patents to the product he sold or licensed 1o the

Canadian entity?

Should the Canpdian patent rights be owned in Canada, the bome country or

apme thind country?

These are just some of the questions that need o be answered before any transnational
pperation is yndertaken, They pnderline the impenance of infernational tax planning,

Meedless o say, carly and detailed discussion with professional advisers 15 essential
before any foreign business acquisition or expansion is embarked upon. This chapier
will serve as a usetul aid to these discussions.

To put zome of the principles thar are discussed ino a practical perspective, most
topics are ilustrated by the continuing story of the Green and Sharp scenario. The
Cireen and Sharp families jointly own Enterprise Company, a manufactorer of prnted
circuit boards for computers, which iz situated in the home country (HC) and is in the
process of expanding its operations into a foreign country {(FOC)
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(id It is easier w justify overheads such as rovalties and interest paid by a foreign

i)

(k)

{1

(m)

(m)

subsidiary to 1ts affiliates at home, as opposed to their payment by a branch w its
head office.

A foreign subsidiary affords much greater flexibility in the manner and timing of
itz profit repatriation 1o the home cowniry, lis accumulated profits can be
repatriated either as a dividend, or a5 a capital gain on sale or liguidation of the
foreign subsidiary, The dividend or capital gain can be tmed so as 1o be axed in
il home country at the best point in Gme, for example, when taxes are low or
lozses are being incurred. The choices are not available to a hranch operation, In
mamny countries its profits are automatically taxed at home as they arise. See
T1-2 10 for a more detailed discussion on repatriation of profits

When a taxpayer sells the shares of a forcign subsidiary, the capital gain will
wsually be exempt from tax abroad, But when the taxpaver sells a foreign
branch, the capital gain will vsually be taxed abroad. See Y1-180 and % [-19) for
a more detailed discussion,

Sometimes taxes arise when a foreign branch iz thansferred to a foreign
subsidiary. Tax or exchange control consents msyalso be required for the
transfer, These problems can be avolded by _operating through a foreign
subsidiary froam the beginning,

In contrast wo the sitnation for branches, a-oamber of countries redoce the tax
charge om a subsidiary’s profits by allowng dividends 0 be deducted, or by
faxing distribyted profits at a lower rale oi tax,

In some countrics the rate of ta: on a subsidiary™s profits is lower than that
applicable 1w a branch. Somesiones s dispacity is alleviated by a double tax
treaty.

A final thought concerns wwoership, It will generally be assumed that the foreign
operation will be a foreign branch or subsidiary of the home company, But in the case
of a closely owned bosiocss, o0 may sometimes be mone tax efficient if the foreign
hranch assets or the oreign subsidiary shares are instead owned by the individual
shireholders of the home company.

= The Green and Sharp scenario

The: Enterprise Group has new tmken & policy decizion o setup o selling epergion of s own in FC
in order to ssimmuleie it sales there,

Thi group s produset will be shipped 16 FC and held an i wanbouse there, A small local sales foreo
of s pwn will look for new customers and prodact lines, drawing the geads frem stock held in the

warelause for shipment o bocal customers.

Financial forecasis preparcd indicaote that losses will be incurred im dhe first two vears of apemtion,
moving to break even in wvear three and profit in vear four.

Becanse of ats @taff and warehouse premises Enferpnse Croup now bas a taxoble presence in FO and
w0 will becoma linble o corporaie tax there ai the lecal mie of 40245,

p= The plan

A bramch will be sel up o commence eperaton: an FOC sigar ol @ expeeted that lozses wall b
incugred inielly,
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HCs s legislanom permmis [Decign branch losses o b offsen agamst dameang prohis, Addinosally
it provides for rapid deprecastion of fhe warehoase purchased amd provides for addifional tax
nllwances for inflation in the invendory held by FC.

A resaln algnifieant forcign 1ax bosses will be availabbe to peduce the 50%% corporte tax on HC s
daineane prolis,

In opler ta lamit 18 fsancal exposun, Enterpnse Company incorporates an HE subsidiary swhose
sali activaty 13 the branch business m FC Sanee HE allows tax consohdanien of prodos and lesses —
s W00 — the subsidiory's losses can be consolidated spninst the rest of the group's domestic
[erafics,

Enterprize
Company

consolidated
% refurm

subsidiary

HC |
1

®

9

11-040 FINANCING THE FOREIGN BUSIMNESS — LOAN CAPITAL OR SHARE
CAPITAL?
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There are basically taocvices for investment into @ foreign subsidiary — loan capital
or share capital,

Interest 15 payahle on loans, achieving a shift of profits homeward from abroad. This
may or may oot he advantageous depending on the respective tax rates at home and
abroad. Dhvidends are payable on shares. Dividend payments are rarely tax deductible
i the foreign subsidiary, but they are usually taxable to the recipient. For this reason
they are usuwilly less tax efficient than interest (but there are exceptions to this mule).

There 15 also e guestion of how repavment of the respective shares and loans is
treated at home on receipt, and abroad on repayment. Normally loan repayment is
preferable to share capital repayment because the lamer usually atiracts a capifal gains
tax (and sometimes an mcome tax ) hakility.

Once again eommercial requirements may override tax planning. I8 may be necessary
for the forcign subsidiary o have a significant equity base in order to project
confidence and 1o help rse outside borrowings. If exchange controls exist i the
forgign country they may require a certain level of equity in relation o debt Bormoed.
Very often the foreign country s tax Tawes weill limie the ratio of debt to equicy.

Drebi‘equity restrictions are discussed in greater detail ai 91-050

1-040
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Some advantages of loan capital

(a)

ib)

(c)

(d)

i)

in

(z)

(b}

The pavment of loan interest is normally tax deductible and so s a ax eMcient
way to repatriate forcign profits effectively.

When fax rates at bome are lower than abroad, the payment of loan inferest
achieves a shift of profits out of a high tax area into a low tx one,

The foreign subsidiary’s after tax profits can be repatriated at no tax cost by
repaving the loans it owes o the home company see T1-200, But a check
should be made that debtequity restrictions do ot result in loan repayments
being classified as dividends — see §1-050,

Subject to local exchange control considerations, the currency of the loan can be
selected, de a USA company could lend £ sterling or USS o its United Kingdom
subsidiary — sec % 1-230.

Consequently, currency losses on repavient of loans may be tax deductible (but
conversely, currency profits may be taxahle),

Often capital or stamp taxes are payable on the ssoe of share copatal, but ane not
payable on the raising of loan capital,

Loans arc more flexible instruments, IF pezozsay, they can be converted to
shares, Shares cannot casily be converted Wil ans,

As additional flexibility, loans may cairv a low mate of inferest compensated by
Premium on repayment or & discousion issue.

Some advantages of share capital

(a)

Y

(c)

(d)

ie)

Share capital maximises the foreign subsidiary™s retained profits and minimises
ihe home company’s inggane in the absence of a dividend,

When tax rates abroad are lower than at heme sharve capital thus achieves a shilt
of profiis out of 7 bich tax arca into a low tax one,

Certain fax imwentives at home apply only to share capital, mot Ioan capetal, for
example, ax deductions for capital invested into developing countries and
inflation indexing of capital gains on profitable investments.

Debvegquity restrictions at home and abroad will usually make it advantageous
for share capital to be subscribed — see 9 1-050.

Share capital naturally projects a better commercial image, and thus facilitates
CXPANSION.

p= The Green and Sharp scenario

Some dhree years on, fingncial projections have heen exceeded and Enterprise Group's brapch
business in FC is now profitable. All tax bosses incwrred in earlier years have been overtnken by
profits.

1t is clear dhat the proap is e have a permanent and expasding presence in FC and that incorpomtion
ol a local subsidiary — Enterprize {FCF— is a commercial necessaly, The brunch bas now served its
REN piiposs Sanee 17 e i |l.l||:b:|' g leasaza,

Al the same e, Jack Green amd Bemard Sharp have decided w0 memeas: the group’s cash
investment imie FC. The group®s bankers ane willing so bend the mecessary funds,

1-040
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AT b the group has pone frem sieength o stmength and novw has sumplos cash nesoumaes,

HE 8 mad legaslation imposes an accumulbsicd carnings tax on the profits of closely beld companics
Unless agtien is token the group will be forced to pay dividessds wo g shareholders, pesuliing in
nidditinnal tax linhilities.

= The plan

Instead of mking up the bank facilitbes, Emerprse Company wall uiilise as much of ils surplus cash
resources as is prudent io fimance the group's additicnal cash investment into i= Enterprse (FC)
subsidhiary. Thas will prevent v havang to pay divedends and avosd the acciemulated eamings tax
peemalry.

Enterprse Company will invest the cash ine Entemprize (FC) by way of share capital.

In this way the effetive interes <o of the funds will be bome by the HO group whoss wx e of
g, plus porentiel accumuloted samings 0y, i8 higher than FC's 4006 — until such time as
Enlerprise | FC) pays dividends g the HC group.

To lacilitale ax Inee repalination of Enferprise (FOYs profils (see $1-040) the bulk of he share
capital injection sould ke i the form of redeemable prefered sharce pavafis ae par vabue and thus

arfrscting o waw liability on mepayent,
Enterprise |
Company |

™

N

B
redeemable “=-- 0

(
| (9
preferred D 7
v Enterprise
shares | -[FFLE]I

11-050 DEBT/EQUITY RATIOS — THIN CAPITALISATION

Mlany Foreign countries bt the amount of debt that a subsidiary {particolarly ome that
iz foreign owned) may borrow by reference o it equity base. They impose this debt
limit theough the mechanism of either their tax or exchange control legislation. In
some cases company law specifics a mimmum share capital or debt/equity ratio,

il

In some countrics the relevant debt borrowings are limited @ borrowings  from
affiliates. Third party deb s ignored. In other countries all bormowings are taken inio
gecount, but particularly borrowings puarunfeed by the parent company.

As long as the specified debt/equity ratios are maintained, the interest paid on the debt
will usually be tax deductible o the subsidiary. Similarly repayment of ihe debi will
constiute a capital repayment.

1§ the ratio of debt to equity exeeeds the specificd limits the interest on the exeess part
of the debt (and in some countries, the USA for example, the entire interest) will not
be tix deductible. And in some countries the debt repayment will constitete
dividend.

Cenerally speaking debtequity limits are imposed by e foreign, investes country.
However, it is sometimes the case that the home investor country imposes debt/eguity
restrictions on outwand investment.

11-050
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When itz debt is high in relation o its equity base, the foreign subsidiary is said o be
““thinly capitalised ™.

Obviously thin capitalisation in excess of the permitted ratios must be avoided. The
investing company should therefore obtain professional advice on capitalisation of the
foreign subsidiary before implementing its investment,

The following two examples are alternative debt/'equity ratios:

A ]
share capital 100 SOH0, 0
borowings L0000 S00_000

In example A ibe Toreign subsidiary is clearly thinly capitalized. In example B i is
reasonahly sate to psqume that any required debt/equity rotios have been adhered to.

In some countnes i 15 possible o avoid thin capitalisation proki=ms by means of back
i back bank bomowings. Instead of the forgign subsidiary Lorrowing from affiliated
companies, it borrows from a bank, secured by s affiliine’s deposie with the some
bank outside the foreign subsidiary’s country, Alterngiiveiy, the foreign subsidiary’s
bank borrowing is simply guaranteed by its paren country. These manocuvres are
possible in some countrics, In others, the parcit’™s guarantce or security will be
regarded effectively as a loan 1o its foreign subs/dizcy and so pard of the debt subject 1o
thin capitalisation restrictions.

1-060 ACQUIRING A FOREIGN QL'SINESS

-\

home company | home company
, i
forsig foreign
brﬂﬂaﬂ subsidiary
i i
acquired acouired
husiness husiness

The fellowing factors should be borme in mind when acgquiring an existing foneign
business.

The price paid for ihe various asseis of ihe business will invariably form the basis of
tax deductions for them. For example, if a company purchases inventory it will obtain
a tax deduction n e fodeign couniry Tor the purchase price paid. Where capital azsets
arc purchascd, such as buildings or equipment, the price paid will form the basis of the
depreciation deductions for ax purposes. This is in direct confrast o the position
where shares of a foreign subsidiary are acgquired — see §1-070.

IT the foreign business purchased is 10 be a branch of the home company, the price
paid will also form the basis of fax deductions in the home country {assuming forcign
branch operations are taxed at home),

1-060
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Enterpmss Manwlconmg Ve YTE-0600 ¢lls s manolzcund prdact g0 Horzon, which sells o
the markeis it has alresdy established in FC.

FC%s 1ax legislalion restricts the wse of accumuolated tax losses where there has been 2 major change
in ownership of its shares. However. these resirictions do not apply where the tax loss company
comlmuies s s2ll o the same markels as previcugy,

Thus Horizen's past ey lesses can be offser by the profits it generanes under Emterprise Company's
ownershipe Amy element of the share price relsting to wx logses will be paid for only a5 and when the
tax loss offsets are agreed by the FC tax authonties.

Lrterprise

Company

Enlmprlse

/ Manufactiuring l @
Horzon Enterprise N
Compaters IEE _“‘emlzu.:ll )

1-080  FOREIGN HOLDING COMPANY

e

I home vompany |

“—Fﬁ:"ig_n—

loans !_]:nldingmli1pﬁﬂ3

iﬂrélg_n

subsidiary

If investment 15 made i a country where groups of companics are recognised as a
single entity for fax purposes (see T1-090) tax benefits can be gained by forming a
foreign halding company which will incorporate or acquire the foreign subsidiary.

The principal benefit occurs where funds are bomrowed to finance the foreign
subsidiary’s acquisition, The holding company can borrow ihe Tunds and uiilize them
i acguire the foreign subsidiary. Then the interest it pays on the bommowing can be
offset against the taxable profits of the foreign subsidiary acquired, in a group oF
consolidated tax return,

Even if funds are not borrowed from third partics for the acquisition, £ may be
beneficial from a tax point of view for the holding company 10 borrow them from the
home company. This will be advantageous where there are losses at bome but profits
abroad, or where tax rates at home are lower than abroad. The foreign holding
company s payment of interest o the home company achieves a shift in profits to the
lower tax area at home,

This emphasizes a key choice, It must be decided whether the inferest cost is best
offset against profits at kome or abroad. IF an interest deduction is required in the
home country, the funds should be borrosed at home and injected as share capital info

11-080
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the foreign holding company or its subsidiary, 1f an interest deduction is required in
the foreign subsidiary, the foreign holding company or subsidiary should borross tie
fundds.

In some circumstances it is possible for the interest paid by the foreign holding
company o be deductible from the profits of the home company as well as those of
the foreipn subsidiary. This possihility anses where the foreign holding company 15 a
““dual resident™’. However, most countries have now legislated o stop this manoeuvre.

It must be remembered that it will probably be necessary to ensure the foreign holding
company 15 not thinly capitalised — see % 1-050,

One disadvantage of a forcign holding company arises in the following situation.
Suppose there 15 no capital gains tax in the home country when the forcign subsidiary
i5 sold at o profit. This is the case, for example, in South Africa and wsually i the
Metherlands, On ihe ofber hand ifa foreign holding company is formed o own the
foreign subsidiary, and if it incurs foreign capital gains tax on-its ultimate sale of the
foreign subsidiary, the taxpaver will have unnecessarily medored capital gains tax. In
that sttuation a decision may have o be made between G wnmediate tax benefits of
inderest deductions, and ihe ultimate tax benefits of capaal gains tax freedom.

A similar sitvation ariscs where the mte of capie), gainsg tax in the home country is
lower than in the foreign country.

= The Green and Sharp scenar

Hecouse of further expansion and dwersafication at hame, the group is not presently liable o 1ax in
HE. Hpwever, it is novw beeomimy very profitnbde in FC oand poying nx chers 21 the fll 4095
COpOrale s

A lurbker subsiantial @<yusition ol a profitable wholly owned subsidiary, Target Computers, is
currepdly bzing firalized, 1o complement the menufochring cperations in FC. IEis 1o ke financed
whidly by hemrontings From the group s hankers.

= The plan

Enterprise Cirowp imsomperatss in FC a newly ownesd subsiliary, FC Holdings, with & sominal share
captal,

FC Holdigge puschases the shares of Tanget Compuers, Bomawing funds direer From the group's
hankers an the guaranie: of the Emierprise Gap in HE

Imitnally FC Holdings hag oo dividessd income from Targee, It therefore incurs snneal 1ax losses
ariing out of bank interes pavisents o the hank

FC™ s tax leprslation peamits Aling of congolidated ax refums — see 512050, Accandingly the interest
paid by FC Haldings cam he offset against Tange"s profite

Had the HOC groap bamowed the acguisition funde the interest then pasd would nol bave sitracnsd
immedinte tax relief im HO becouse the group cumemly payvs mo tax thene.

11-080
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11-090 GROUPS OF COMPANIES/COMNSOLIDATION

home company

forei
hilding cﬁarllllpim]r'

d---""ﬁ; E"ﬁ:-
foreign foreign
Suhﬁlfllal‘:r' suhEE}:IlaT].r

It will pfien be fax advantageous toamm a group of companies in the foreign country
in which business is done,

For example, a foreign groap consisting of a bolding company and iis local rading
subsidiry will facilitate fax Seductibility of acquisition interest costs — see ¥ 1080

Where the faxpayer operates a number of different businesses in a foreign country o
group of companies can be advantageous, As long as the foreign tax legislation
recognises groups of companies the following will generally be possible.

Most importanily, profits and losses may be offser 2o that losses of one company can
he offsct agamst profits {and vswally capital gains) of another in the same growp.

Assets may be transferred between group companies free of taxes.
Dividends may be paid between group companies free of taxes.

The minimum degree of share ownership reguired in order 0 have a group of
companies for tax purposes varies between 50.01% and 90%%. Invariably, as illustrated
above, the various local subsidiaries migst be owned by a foreign holding company.

Spmetimes the formation of a forgign group can be dispdvantageous, This is
particularly the case where there is no capital gains tax in the home couniry but there
15 capital gains tax in the forcign country, For example, a forcign group will atiract
foreign capital gains tax il the foreign bolding company sells a subsidiary. Such a fax
weould have been avoided had the subsidiary been sold direet from the home country
— see T1-080,

11-090
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The ability to consolidate the results of a foreign subsidiary may be lost or limited
when 18 joins or leaves a local group. This must be borne i mind when the group
acquires or sclls a subsidiary,

p The Green and Sharp scenario
Far the reazans discussed above. it is now decided g0 form a group in FC.

Agconhingly, Emerpnse Company tramafers 118 shames m Honzon Computers and Enterprise (FC) @
FC Holdings.

See Y1170 far the tax ramefcations of these share tramsfers.

Enterprise
Company

Enterprise

Manufacturing @
I

FC
Holdings |

_ I
Horizon Enterprise (| 7 Targel
Computers (FC) N Emnﬁters

-1y OFFSHORE HOLDMMNS COMPANY

conao|idajed
retum

It may be beneficial o incorparate an offshore holding company 0 own the foreign
subsidiary. It might be located in one of & number of termtories such as the
Netherlands, Switzertond and Louxembourg which grant special tax privileges to
holding companies The offshore holding company may provide some o all of the
following benefits,

Advantages
Reduced withhalding taxes

Withholding taxes on the foreign subsidiary™s dividend pavments can be reduced by
having the forcign subsidimry owned by a holding company entitled 0 the benetit of a
G Iredly.

= Example
Divadunds pind by a USA sutbhssdiary taoals Hong Kong parent sulifer o 30% USA withhelhng s 00

the Hong Kang company formed o Diich company o own the USA subsidiary, USA withkalding
ek on pavieenl of dividends o ite Dateh parent might be reduced 16 5%

Deferral of tax on dividends

Depending on the tax laws of the home country, dividends received from the foreign
subsidiary will be Tully taxed at home, By imterpozing an offshore holding company.
tax on such dividends can be deferred since they will be received by the offshore
holding company rather than ihe home company, Due o fax privileges for holding

N-100



16 International Master Tax Guide

companies the offshore holding company will not be liable to pay tax on the dividend
It recenves.

“Mix™ of foreign taxes

If the home country taxes dividends received from foreign subsidianes, it will
normally give foreign tax credits for the taxes paid by the i
1260, Some countries do oot permit foreign tax credits wo be utilised on a worldwide
hasiz, This means that excess forgign tax credits on income sourced in ong country
may not be capable of offset apainst domesic @x on income from another source. By
placing all foreign subsidianes under one offshore holding company, these foreign tax
credits can be “mixed’”, so that high and low rates of axes are brought togeiler 1o
provide a higher average rate.

Defarral af tax on capital gains

The taxpayer can defer home capital gains tax on selling a forcign subsidiary by
having it owned by an offshere holding company, On selling the foreign subsidiary the
offshore holding company will pay no capital pains tax.

Exchange cantrol freedom

1 the home country imposes exchiange controls on foreignanvestments, the formation
of an offshore holding company may allow profis w be vooatviaied from e foreign
subsidiary but kept abroad, rather than brought home inie the local exchange control
avatem,

Disadvantages

These potential benefits may be counteracted by anti-avoidance rules in certain
circumstances, The following are examjilos.

Anti-treaty shopping

The country in which the foregn liul'.-r.id'um.r i5 located may have wnitien into 115 tax
freaties cemain © nn1|~ln-w shopping™ provisions denying the reduced rate of
withholding taxes on deodends and other items of income. The United States is
currently writing such checks inte new and renegotiated tax treaties into which it
enters.

Tax on ofshare dividends

Thie hime country may impose anbi-avoidance legislation which will have the effect of
making the bome country company automatically liable o fax on the dividends
received by the offshore holding company. Home countries imposing such a method
of taxation on controlled foreign corporations”” melude the United States, Cannda,
Crermany, Japan, France, Australia and the Unifed Kingdom; however, see ¥1-130

Tax credits

The home country may give forgign tax credits only in respect of first or second tier
foreign subsidianes. By interposing an extra tier i the form of the offshore holding
company, foreign tax credits may thus be lost — 9 1-260,

Capital gains

Some countrics apply the anti-avoidance rules mentioned at *1-100 to tax similardy
capital gains realised by the offshore holding company

11-100
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