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This summary introduces the general principles and reviews examples of Structured Finance cross border investment and funding tax arbitrage transactions.  
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1.
Introduction

There have been significant recent changes to the taxation of cross border Structured Finance investment and funding transactions.  The following is a summary of taxation issues relating to these transactions in several jurisdictions, including the US, the UK, France, Germany, Italy, Luxembourg, the Netherlands, Sweden, Switzerland, Denmark, and Australia.

The following is a general summary of taxation principles, and should not be used for specific transactions, for which independent taxation and legal advice must always be obtained.  There are continuing changes to these provisions in all countries, and accordingly review of the latest information is always required.

2.
Structures - Funding and Investment

2.1
Preference Shares - Sale and Repurchase Agreements (Repos)

2.1.1
Structure

The cross border sale and repurchase (repo) structure is based on a tax arbitrage between deductible distributions and tax exempt in the investor country.

Repos are financial arrangements where securities are sold and repurchased at a later date at agreed prices.  The repo allows the selling party to get cash, and the purchaser gets securities for the period of the transaction.  In this way there is an in substance lending, with security to the lender in the form of securities which they hold for the term of the transaction, or on sell. 

The repo differs from a stock lending arrangement where there is generally no purchase or sale price.

The cross border repo requires the borrowing country tax system to treat distributions as deductible, and this generally requires a substance over form treatment wherein the whole transaction is treated as an in substance borrowing.  The cross border repo also requires the investing country tax system to treat the investment as exempt, and this generally requires a legal approach where a specific tax exemption applies to the dividends.
 

Summary Table

US

Borrower
Allows deduction as treats repo as in substance loan

UK 

Borrow/Invest
Allows deduction as repo buyer is a deemed borrower

Germany
Investor
Allows exempt income

France 
Investor
Allows exempt income

Netherlands
Investor
Allows exempt income

Luxembourg
Investor
Allows exempt income, require equity funding


Italy

Investor
Allows exempt income
Sweden
Investor
Allows exempt income
Switzerland
Investor
Allows exempt income, require equity funding
Denmark
Investor
Allows exempt income
Australia
Borrow/Invest
Allows deduction as treats non contingent as loan

2.1.2
US - Borrower

The US is an effective jurisdiction under the cross border repo structure where the US entity is a borrower.  

The entity selling the securities and later repurchasing them (the repo seller) is generally treated as paying interest to repo buyers where under the terms of the repo agreement, the entity acquiring the securities for the term of the transaction (the repo buyer) is entitled to collect and retain interest paid by the issuer of the underlying security, 

The repo should be structured to fall within the exempting provisions so there is no deemed taxable gain or loss on the transaction. The provisions in relation to transfers of securities provide that in the case of a taxpayer who transfers securities pursuant to an agreement which meets the requirements of the provisions, no gain or loss is recognised on the exchange of securities, or on the exchange of rights under such agreement by that taxpayer for securities identical securities. 

The agreement is required to provide for the return to the transferor of securities identical to the securities transferred, require that payments shall be made to the transferor of amounts equivalent to all interest, dividends, and other distributions which the owner of the securities is entitled to receive during the period, and not reduce the risk of loss or opportunity for gain of the transferor of the securities in the securities transferred.

2.1.3
UK

2.1.3.1  Borrower 

The UK can be a borrower, obtaining deemed interest deductions, under the cross border repo structure.  

For UK tax purposes, a repo requires the repo seller (the original holder of the securities) to sell securities it has previously subscribed for to the repo buyer subject to an agreement to buy those securities back at a future fixed date or acquires an option which is subsequently exercised.  

The transaction can be recharacterised as a secured borrowing by the repo seller.  The repo buyer is deemed to have made a loan to the repo seller equal to the amount initially paid for the securities by the repo seller.  The security for this loan is the underlying shares.  During the term of this loan the repo buyer receives any dividends on the shares, as the registered holder.  The actual dividend is treated as derived by the repo seller, while the repo buyer is deemed to be holding a security interest.
  

(a)
The repo seller is deemed to pay interest to the repo buyer on its borrowing.  The repayment by the repo seller to the repo buyer, in excess of the deemed loan principal, adjusted for any manufactured interest, is treated as the total deemed interest expense of the repo seller.  

(b)
The repo buyer is deemed to derive this interest income.

(c)
The repo buyer is deemed to pay a manufactured dividend to the repo seller equal to the dividend it receives, on condition that there is no requirement for the repo buyer to make a payment to the repo seller in respect of the dividend and it is reasonable to assume that the dividend payments were taken into account in determining the repurchase price.  

(d)
The manufactured dividend is deemed to be derived by the repo seller, and retains the characteristics of the underlying actual dividend.  If the actual dividend is paid by a UK company, then the manufactured dividend is deemed to be the same dividend. 

In relation to a domestic repo structure, when an investment company receives a dividend from another UK company, that receipt is not subject to UK tax.  Accordingly if a UK investment company is deemed to receive a manufactured dividend it is not subject to tax, while the payment of deemed interest is deductible.  The result for UK tax purposes is that the deemed interest payment is deductible while the deemed dividends are not subject to tax.

In relation to a cross border repo structure, there can be a deduction for distributions by the repo seller to a non resident repo buyer.  The repo buyer may treat the distributions as exempt foreign dividends under specific provisions or a participation exemption.  Distributions on a preference share repo transaction should not be subject to withholding tax. 

To the extent that payments constitute (i) annual interest and (ii) have a UK source,  UK withholding tax would be applicable at 20%.  The rate may be reduced by tax treaties.

2.1.3.2   Investor 

The UK may also be an investor, effectively deriving tax free income, under the foreign tax credit version of the cross border repo.  In this structure, the UK lender holds shares under a repo arrangement, however it derives income eligible for a UK tax credit rather than exempt income. 

2.1.4
Germany - Investor

Germany can be an investor, deriving 95% exempt dividend income, under the cross border repo structure.

Dividends are generally exempt if the distributing company is resident in a treaty country. However, according to domestic law, a lump-sum of 5% of the dividend is added back to the taxable income as non- deductible business expenses.

Foreign-source dividends received by a resident company as from 1 January 2002 will be exempt regardless of whether or not the distributing company is located in a treaty country.
 If the subsidiary has a deviating financial year, the dividends will be exempt if received after the end of financial year 2001/02.
Germany would not in general be a borrower under the cross border repo structure, as the revised tax provisions may treat compensation payments received by a repo seller as income from other equity claims, on which the lender is fully taxed, rather than foreign dividends which are 95% tax exempt.
2.1.5
France - Investor

France can be an investor, deriving 95% exempt dividend income, under the cross border repo structure.

If the recipient qualifies as a parent company, the dividends received are 95% exempt, and the remaining 5% is subject to corporate tax. On redistribution of the dividends, the French parent imposes advance tax, précompte, on the part of the dividend which benefited from the exemption.  The following conditions should be met at the time of distribution of dividends:
 

(a)
the parent company must be an SA or SARL entity, or received the dividend through a French branch through which they received the dividend, with the head office in the EU, or a treaty country with a non-discrimination clause in relation to the treatment of permanent establishments;

(b)
the parent company must hold at least 5% of the share capital of the subsidiary;

(c)
the subsidiary shares held must be either registered, or deposited with an establishment, generally a commercial bank, approved by the tax administration;

(d)
The subsidiary shares must be either subscribed for by the parent, or  purchased with a parent declaration that it will not dispose of its shares within 2 years.
2.1.6
Netherlands - Investor

The Netherlands can be an investor, deriving exempt dividend income, under the cross border repo structure.

Under the participation exemption, dividends and other profit distributions, currency and capital gains on the disposal of a qualifying participation are exempt from corporate income tax.
  Resident companies, and non-resident companies with a permanent establishment in the Netherlands, subject to corporate income tax in the Netherlands, can obtain from the participation exemption. The exemption generally does not extend to investment institutions.

(a)
The exemption requires a qualifying participation of at least 5% of the nominal paid-up share capital of the subsidiary. There is no requirement in respect of the duration this interest must be held.

(b)
Shares held as inventory do not qualify for the exemption.  This applies to shares which are intended to be sold, that belong to the current assets of the parent company; and the subsidiary has only liquid assets or assets which can be quickly converted to liquid assets without considerable loss.

(c)
If the participation is less than 5% in the share capital of the subsidiary, the exemption may still apply if the participation is held for valid business purposes of the parent company or the common good.

Expenses incurred in respect of qualifying domestic participations are deductible if they contribute directly or indirectly to the taxable income derived in the Netherlands by the subsidiary.
 This includes interest on loans to acquire the participation and costs of management of the parent company attributable to the subsidiary.  Expenses in respect of qualifying participations in non-resident companies are however not deductible.  This restrictions on deductibility of interest relating to exempt income can limit the cross border investment structure to the use of equity funding, or debt funding at a higher level Netherlands holding company.  

2.1.7
Luxembourg - Investor

Luxembourg may be an investor, deriving exempt dividend income, under the cross border repo structure.

Dividends received by a resident company are exempt where the following conditions are met:

(a)
the recipient company owns 10% or more of the capital of the distributing company, or the acquisition price of the shares was at least LUF 50 million; and

(b)
the distributing company is an EU resident company or a foreign company fully subject to a tax comparable to the Luxembourg corporate income tax, generally a minimum rate of 15% and a tax computation similar to Luxembourg.

(c)
The parent recipient company has continuously maintained this minimum investment for at least 12 months at the time the dividends are at its disposal.

Interest relating to exempt income is not deductible to the extent of the exempt income derived during the same year.

2.1.8
Italy - Investor

Italy may be an investor, deriving 95% exempt dividend income, under the cross border repo structure.

Profit distributions from qualifying EU subsidiaries are 95% exempt from income tax to  the parent company, provided:

(a)
the parent is a corporation (SpA), a limited liability company (Srl), partnership limited by shares (Sapa), a cooperative, or any other entity whose sole or principal object is business activity, and Italian permanent establishments of companies resident in other EU Member States which comply with the Parent Subsidiary Directive;

(b)
the subsidiary is a form of organization listed in the related Annex, is not resident in a third state due to a tax treaty, and it is subject to one of the listed corporate income taxes; and

(c)
the parent holds at least 25% of the shares of the EU subsidiary for an uninterrupted period of 1 year.

Dividends from non EU countries are 40% taxable, where the Italian company owns 20% or more (10% or more if the foreign company is quoted on a stock exchange).
2.1.9
Sweden - Investor

Sweden can be an investor, deriving exempt dividend income, under the cross border repo structure. An exemption is allowed for dividends where the parent's holding where:
(a)
The shareholding is at least 25% of the subsidiary's capital, if the subsidiary is in the EU, and 25% of voting power if the subsidiary is outside the EU.
  Shares can constitute inventory of the parent only for subsidiaries in the EU. 

(b)
The profits out of which the dividends are paid must have been subject to a tax which is comparable to Swedish corporate tax, generally at least a 15% tax rate.  The test is presumed to be met for a subsidiary resident in a treaty country where all or almost all of the underlying profits derive from treaty countries or Sweden, and that the business activities have been subject to normal corporate income tax.  

(c)
The Swedish parent company must also be one of the corporate forms listed in the provisions.   

2.1.10  Switzerland - Investor

Switzerland can be an investor, deriving partially exempt dividend income, under the cross border repo structure.

For Federal income tax, dividends received by a resident company from its foreign subsidiaries are included in the recipient's taxable income, with a proportional reduction of tax allowed where the parent company holds at least 20% of the registered capital of the subsidiary, or an interest of at least CHF 2m. The reduction is allowed in proportion to the ratio that the qualified net dividend income bears to the company's gross income.  

2.1.11  Denmark - Investor

Denmark can be an investor, deriving exempt dividend income, under the cross border repo structure.

There is no Danish tax on dividends from a foreign subsidiary, providing the conditions of the participation exemption are met as follows:

(a)
The subsidiary of the Danish company is a company as defined by Danish law.  This can therefore limit the use of certain US Limited Liability Company (LLC) entities.

(b)
The Danish company owns at least 20% of the subsidiary company, and

(c)
The shares are held for a minimum of one year.

Foreign dividends that do not qualify for the participation exemption are taxable only to 66%.
 Dividends derived by companies trading in shares are fully taxable.  The Danish CFC provisions can apply to tax the income of a foreign subsidiary which is a low taxed financial company.

2.1.12  Australia 

2.1.12.1  Borrower

Australia can potentially also be a borrower under the cross border repo structure, where the effect of the repo terms is that there is a non contingent obligation to pay distributions.

The Debt Equity provisions relate to thin capitalisation, deductions and availability of franking credits. Debt is generally defined as an arrangement where there is an effectively non contingent obligation to provide a financial benefit
.  The benefit is calculated in nominal terms for an arrangement no later than 10 years, and otherwise on a net present value basis.
 Exceptions to debt include non arm’s length dealings giving rise to equity interests, certain short term schemes of not more than 100 days, or as provided in regulations.
  Equities received on conversion of a security, such as a convertible note, are excluded in determining if there is a non contingent return under the debt test.

Equity is generally defined as a stockholder interest, a right to a variable or fixed return which in substance is contingent on the economic performance of the company, a right to a variable or fixed return which is at the discretion of the company, or an interest that gives the holder a right to be issued or may convert to an equity interest.
 Debt treatment applies if a security meets both tests.

A hybrid security such as a fixed rate preference share with fixed redemption may therefore be treated as debt in Australia, with distributions treated as deductible interest.  
2.1.12.2  Investor

Australia can be an investor, deriving exempt dividend income, under the cross border repo structure.

Non portfolio dividends paid by non resident companies to resident companies may be exempt from tax.
  The provision provides exemption from Australian taxation for non portfolio dividends paid to an Australian resident company by a company resident in a listed or unlisted country.  A corporation is resident in the US or UK if its incorporation, management and control are all in the UK.  

(a)
Non portfolio dividends are defined to be dividends paid to a company which has a voting interest amounting to at least 10% of voting power.
  

(b)
A voting interest requires that there is no arrangement by virtue of which any person is in a position, or may become in a position, to affect that right.
 

(c)
The provisions also require that the dividend is an exempting receipt for the exemption to apply, which is defined to include a dividend paid from a company resident in a listed country under the CFC provisions in excess of an any attribution debit. 
  In relation to dividends from a broad exemption listed country such as the US and the UK,
 attribution debits relate to tracing payments of tax under the CFC and FIF rules.
 There would be no attribution debits in the US or UK company and the full dividend would therefore be exempt. 

(d)
Non portfolio dividends, which are required for the exemption on dividends, are defined to exclude dividends on eligible finance shares.
  These shares are defined to be where the shareholder is an Australian Financial Institution, the shareholder is not an associate of the company, and having regard to several factors the payment of dividends in respect of the shares may reasonably be regarded as equivalent to the payment of interest on a loan where the interest accrues at intervals not exceeding 12 months and is paid not later than 12 months after it accrues.
 

(e)
If the overseas borrowing company is an associate of the Australian investing company,
 the eligible finance share provisions would not apply due to the associate exemption.  In addition there should be no effective coupon on the dividends, as the investment carries downside risk if there are no profits, and the eligible finance share provisions should not apply. Interest expenses relating to deriving exempt income are deductible providing the debt to equity ratio is within the limits under the thin capitalisation provisions. 

2.2
Debt Equity Hybrids

2.2.1
 Preference Shares 

2.2.1.1  Structure

The preference share hybrid structure is generally based on a deductible distribution in the paying country, and either exempt dividend treatment or taxable but with a foreign tax credit, and therefore also potentially tax free, in the recipient country.

Summary Table

US

Investor
Allows equity treatment and foreign tax credit

UK 

Investor
Allows equity treatment and foreign tax credit

Germany
Investor
Allows exempt income

France 
Investor
Allows exempt income

Netherlands
Borrow/Invest
Allows exempt income

Luxembourg
Investor
Allows exempt income, require equity funding


Italy

Investor
Allows exempt income
Sweden
Investor
Allows exempt income
Switzerland
Investor
Allows exempt income, require equity funding
Denmark
Investor
Allows exempt income
Australia
Borrow/Invest
Allows deduction as treats non contingent as loan
2.2.1.2
US - Investor

There are opportunities for the US to receive a hybrid distribution treated as a dividend with an attached foreign tax credit.

In 1994, the IRS issued a guidance note as to when an instrument is considered as debt.
 The factors include:

a) The principal of the note is payable in shares of the debtor.  This factor can indicate that the note is equity if the creditor has no right to elect to receive cash.


b) The note has an unreasonably long maturity in the circumstances.   This factor can indicate that the note is equity as lender may be at risk in the business.


c) There is an unconditional promise on the part of the issuer to pay a sum certain on demand or at a fixed maturity date in the reasonably foreseeable future.  This factor indicates debt.


d) The holders of the note possess the right to enforce the payment of principal and interest.  This factor indicates debt.


e) The rights of the holders of the debt instrument are subordinate to the rights of general creditors.  This factor indicates equity.


f) The note gives the holders the right to participate in the management of the debtor.  This factor indicates equity.


g) The debtor is thinly capitalised -- thin capitalisation is a widely accepted indication that an instrument is equity.


h) There is common identity between holders of the debt instruments and stockholders of the debtor.  This factor indicates equity. 


i) The label placed on the note by the parties will also be considered. 

j) The non tax treatment of the note will also be considered. 

2.2.1.3  UK 

2.2.1.3.1  Borrower

There is scope for hybrid borrowings in the UK, however specific disallowances can apply.

Generally, the UK treatment follows the legal form of the instrument, rather than accounting or economic characteristics.  The UK provisions can deem part of the interest to be a distribution of the paying company, and therefore not deductible. 
 This will occur in cases which include:

(a)
The interest exceeds a reasonable commercial return for the use of the principal secured.

(b)
The interest is paid by a thinly capitalized subsidiary to a non-resident 75% shareholding company, to the extent the interest exceeds what would be paid between unconnected parties dealing at arm's length, having regard to the debt/equity ratio, rate of interest and other terms that would have been agreed between unconnected parties.
 (The provision is also discussed at 3.2.3 below).
(c)
Securities which are convertible into shares or securities which are not listed on a stock exchange or carry reasonably comparable terms.

(d)
Securities where the interest payable is dependent on the results of the issuing company,

(e)
Securities where it is necessary or advantageous for the holder to hold a proportionate number of shares in the issuer.

(f)
Securities which are "equity notes".  This term applies where the interest payable is payable on a bond which has an unspecified maturity or a maturity in excess of 50 years and is held by an associated company (this will include a 75% or greater common shareholding interest),

The provisions generally will not however apply, where the recipient company is chargeable on the related income under UK Corporation Tax.

Interest on a profit participating loan, and interest on perpetual debt held by an associated company, may therefore not be deductible. 

2.2.1.3.1  Investor

There are opportunities for the UK to receive a hybrid distribution treated as a dividend with an attached foreign tax credit.

Provided that the UK investor controls at least 10% of the voting power of the foreign issuer, credit is available against UK corporation tax on the dividend for foreign tax on profits out of which the dividend is paid. 

In Memec Plc v. Inland Revenue Commissioners
, a UK company received a distribution of profits as a silent partner in a German partnership, which was in turn  derived from  dividends received from German subsidiaries. It was held that the profit share was a dividend for the purposes of the dividend article in the treaty.

Accordingly payments under a hybrid instrument which fall within the definition of a dividend in a relevant double tax treaty may allow a UK recipient to claim a foreign  tax credit in respect of tax of profits out of which the hybrid payment was made.  For purposes of the credit, dividends should take the ordinary meaning under UK law as a payment of a part of the profits for a period in respect of a share in a company, Esso Petroleum Co Ltd v. Ministry of Defence.
 

2.2.1.4
Germany - Investor

Germany can be used to receive a hybrid distribution treated as a dividend which is exempt under the participation exemption, or taxable with an attached foreign tax credit.

2.2.1.5  France - Investor

France can be used to receive a hybrid distribution treated as a dividend which is exempt under the participation exemption, or taxable with an attached foreign tax credit.

2.2.1.6  Netherlands

2.2.1.6.1  Borrower

There are opportunities for the Netherlands to pay a hybrid distribution treated as deductible interest.   

The Supreme Tax Court considered a case where a corporation restructured its long-term debt by simultaneously issuing cumulative and subordinated profit-sharing bonds to its creditors.
 The bonds had a maturity of 50 years; the amount to be repaid was the higher of the par value and the average of the listed price of the cumulative preferred shares over the three years preceding the maturity date. The terms of the preferred shares were similar other than the maturity date. The Court held that the bonds were debt.  Equity treatment would have required the note to have the following conditions:

(a)
The return is dependent on the profits of the issuer;

(b)
The investor is subordinate to all creditors of the issuer; and

(c)
The instrument does not have a fixed term, but it is only repayable in the event of insolvency of liquidation.

The Supreme Tax Court also considered a case where a bank issued perpetual subordinated bonds.
 The interest was set at a fixed rate to be reset every 10 years. Interest was only paid if the issuer pays dividends on any stock.  Unpaid interest accumulated and became due when a dividend was declared or on insolvency or liquidation of the issuer. The principal was only repaid on the insolvency or liquidation of the issuer.  The Court held that the interest was not dependent of the profit of the issuer, and was therefore debt for tax purposes.

2.2.1.6.2  Investor

The Netherlands can be used to receive a hybrid distribution treated as a dividend which is exempt under the participation exemption, or taxable with an attached foreign tax credit.
2.2.1.7  Luxembourg - Investor

Luxembourg can be an investor to receive a hybrid distribution treated as a dividend which is exempt under the participation exemption, or taxable with an attached foreign tax credit.

2.2.1.8  Italy - Investor

Italy can be an investor to receive a hybrid distribution treated as a dividend which is exempt under the participation exemption, or taxable with an attached foreign tax credit.

2.2.1.9  Sweden - Investor

Sweden can be an investor to receive a hybrid distribution treated as a dividend which is exempt under the participation exemption, or taxable with an attached foreign tax credit.  Related interest expenses are not deductible and equity funding should therefore be used.

2.2.1.10   Switzerland - Investor

Switzerland can be used to derive partially exempt income, or taxable with an attached foreign tax credit.

2.2.1.11   Denmark - Investor

Denmark can be used to receive a hybrid distribution treated as a dividend which is exempt under the participation exemption, on the same basis as cross border repos discussed above, or taxable with an attached foreign tax credit.

2.2.1.12   Australia

2.2.1.12.1
Borrower

Australia entities can pay a hybrid distribution on a preference share treated as deductible interest under the debt equity provisions as discussed in relation to repos above. 

2.2.1.12.2
Investor

Australia can invest in a non portfolio shareholding and derive exempt dividend income, or taxable dividends with attached foreign tax credits.

2.2.2
 Profit Participating Loans

2.2.2.1   Structure

The profit participating loan generally provides that the lender can receive no interest or interest at a low rate, with a higher rate paid according to the level of profit in the borrower. 

A profit related payment may be treated as a tax deductible interest on debt in its home country, whereas the receipt by the lender may treated as a dividend which is either exempt under a profit participation or has an attached foreign tax credit. 

Summary Table

US

Investor
Allows foreign tax credit as equity

Germany
Borrower
Allows deduction as interest

France 
Borrower
Allows deduction as interest

Netherlands
Borrower
Allows deduction as interest


Sweden
Borrower
Allows deduction as interest
Australia
Investor
Allows foreign tax credit or exemption as equity

2.2.2.2   US -  Investor

Profit participating loans may be treated as equity with an attached foreign tax credit in the US, particularly where there is also a participation in losses.
  This can allow a hybrid with the US investor obtaining a foreign tax credit for tax paid by the overseas company.
  The note can separated into a loan and an equity instrument if there is a fixed interest portion.

2.2.2.4
Germany - Borrower

Germany recognises participating loans, and can be used to make deductible payments.  There needs to be no participation in the proceeds of liquidation for loan treatment to apply.  A long maturity period or possibility of conversion into equity increase the chance of reclassification as equity.  Withholding tax can apply on the same basis as a dividend irrespective of debt deduction.
  

Germany also has joissance rights which allow distributions based on profits without corporate membership.  distributions are treated as debt where there is no right to proceeds on liquidation.

2.2.2.5
France - Borrower

France recognises participating loans, prêt participartifs, and can be used to make deductible payments

2.2.2.6
Netherlands - Borrower

In the Netherlands a foreign related company can lend to a Dutch company under a profit sharing loan arrangement. If a foreign related party making the loan on a profit sharing basis, the tax authorities may consider that the reason for the loan is to avoid corporate tax or withholding tax, particularly where the lender is based in a tax haven or low tax jurisdiction.  This is less likely to apply if an unrelated party provides the profit participating loan.  

2.2.2.9
Sweden- Borrower

Distributions on profit participating loans are deductible if the loan is offered to the public or to persons other than shareholders and the debtor is not a small closely held corporation.

2.2.2.12  Australia - Investor

Profit participating loans should be treated as equity for tax purposes, where under the terms of the loan there is no effectively non contingent right to a return.
 

2.2.3
Long Term and Perpetual Debt

2.2.3.1  Structure

Long term or perpetual debt may be treated as a loan in the paying country and as equity, with an entitlement to foreign tax credits, in the recipient country.

Summary Table

US

Investor
Allows foreign tax credit as equity




Germany
Borrower
Allows deduction as interest


Sweden
N/A

No deduction for interest
2.2.3.2   US - Investor

Perpetual debt, where an instrument pays income on principal with no set maturity date, can be treated as equity with an attached foreign tax credit in the US.
  A maturity date in excess of 20 years is likely to be treated as equity if the debt is not shown on the balance sheet as debt.
 

2.2.3.4   Germany - Borrower

Perpetual debt in Germany is likely to be classified as debt particularly when made to an unrelated party.

2.2.3.9   Sweden

Interest on perpetual debt is not deductible in Sweden. 

2.2.4
Convertible Debt

2.2.4.1  Structure

Convertible debt has the characteristics of a loan, but may be converted into shares in the issuing company under certain conditions.

Summary Table

US

Investor
Allows foreign tax credit as equity 

UK 

Borrower
Allows deduction on interest

Germany
Borrower
Allows deduction on interest



Netherlands
Borrower
Allows deduction on interest



Sweden
Borrower
Allows deduction on interest
Australia
Investor
Allows foreign tax credit or exemption as equity

2.2.4.2  US - Investor

The US can be an investor and derive foreign tax credits using a convertible instrument, particularly where there is an expectation of conversion.

The instrument will generally be treated as debt prior to conversion.  A debt instrument with a stock purchase right is generally treated as a debt and a separate option. No interest deduction is however generally allowed for distributions on instruments with an option or conversion.

2.2.4.3  UK - Borrower

Interest received on convertible and exchangeable bonds is taxable as income under the corporate debt provisions.  The issuer can obtain deductions for interest and changes in the value of the bond under the corporate debt provisions.  Changes in value would be within the capital gains tax provisions.
 A rise in the value of these bonds may be taxable on disposal, however non-UK residents are not subject to tax on UK capital gains. 

2.2.4.4  Germany -  Borrower

Germany is likely to treat a convertible as debt prior to conversion and allow a deduction on the interest.  Withholding tax is imposed as interest. 

2.2.4.9  Sweden - Borrower

Interest on a convertible loan prior to conversion is deductible. 

2.2.4.12  Australia - Investor

Australia can treat a convertible loan as an equity instrument under the debt equity tests both prior to and following conversion.
  The debt teat generally does not apply, as the amount of the conversion is excluded from the return in applying the debt test.

2.3
Limited Liability Partnership (LLP) – Interest Double Dip 

2.3.1
Structure

The partnership interest structure is based on an entity incurring interest expenses which are allowed as deductions in two countries.  The partnership generally incurs tax losses which can be utilised by the partner in the partners country as well as by the partnership and related entities in the second country.  The partnership is separate from income earning operating companies in the second country, and uses its borrowed funds to finance the operating company with equity capital.  

The structure generally requires the investing country to have a partnership entity, to treat foreign dividends as tax exempt, and allow an interest deduction for the related funding costs.  The structure also requires the borrowing country to treat the partnership entity used as a corporate for tax purposes to allow consolidation of the tax losses with business activities of related companies in the borrowing country.

Summary Table

US

Borrower
Allows election as corporate and deduction of interest

UK 

Investor
Allows partner deduction and exempt income

Germany
Investor
Allows partner deduction and exempt income

France 
Investor
Mat allows partner deduction, allows exempt income

Netherlands
Investor
Allows partner deduction and exempt income

Luxembourg
N/A

Unlikely to allow interest deduction


Italy

Investor
Allows partner deduction and exempt income

Sweden
Investor
Allows partner deduction and exempt income

Switzerland
N/A

Unlikely to allow interest deductions

Denmark
Investor
Double dips subject to specific anti avoidance

Australia
Borrower
Allows corporate deduction of interest

2.3.2
US - Borrower

The US can be used as the borrower country by using a limited liability partnership which elects to be taxed as a corporate.

The US generally is not used as an investor for the LLP structure as it taxes foreign dividend income.  A variant of the structure based on foreign tax credits is discussed at 2.6.2 below.

2.3.3
UK - Investor

Under UK law the LLP will only be considered a partnership if it has a business which is carried on with a view to a profit. As it is expected that the combination of SPV dividends and capital growth will exceed the LLP borrowing costs it can be said that the business is carried on with a view to a profit and thus is a partnership under UK law.

The notional company provisions treat the partnership as a company, transfers its profits and losses, including losses arising from interest payments determined in accordance with Finance Act 1996, in respect of its borrowing, and attributes the resulting net deficit to its partners in their respective LLP partnership shares. 

The UK investor should be entitled to deductions in respect of interest costs incurred by the LLP on its borrowing.  Where the borrowing is through a foreign entity with a foreign counterparty, executing documentation in outside the UK using foreign  law  and providing for payments outside the UK, the interest payments made by the LLP should not be UK sourced and, therefore, not subject to withholding tax in the UK.

2.3.4
Germany - Investor 

Germany can be used as the investor in the LLP structure.  The LLP should not constitute a PE under the Treaty. LP’s activities consist merely of holding and managing a single asset, i.e. the shares in AustCo. The simple fact of holding and managing investments is generally not enough to warrant characterization as a trade or business.
 This is even more true if the amount of assets so held and managed is relatively small. Further, in the field of consolidated returns, regulations state that holding a single participation is not enough to characterize the group parent’s activities as a trade or business.
 As a result, LP’s activities should in our view not amount to a trade or business.

As a result, a look-through to the underlying income should occur, at least for treaty purposes. Under a look-through approach, income from the underlying shares would constitute dividend income of the partners, according to their interest in LP.

2.3.5
France - Investor

France can be used as the investor in the LLP structure.  France recognises the limited partnership as the societe en commandite simple.  The related interest can be deductible providing the acquired company held by the partnership does not consolidate for tax purposes with the parent company. 

2.3.6
Netherlands - Investor

The Netherlands has limited scope for the LLP structure, as restrictions on interest deductions can apply.  The Netherlands recognises the limited partnership commanditaire vennootschap.   This is used for joint business operations in which all the partners are limited partners and a commonly owned company acts as the managing partner. The limited partners are each liable for the debts to the extent of their capital contributions. A limited partnership is considered an open limited partnership if the limited partnership rights can be transferred without the consent of the other partners.  
An open limited partnership is subject to corporate income tax as a taxable person according to the normal rules. A closed limited partnerships and general partnerships are transparent for corporate income tax purposes. The partners are taxed separately on their share of the proceeds.

The Netherlands recognises the limited partnership as the societe en commandite simple.  The related interest is deductible providing the acquired company does not consolidate for tax purposes with the acquiring company. 

The participation exemption can apply so that the dividends are exempt from tax.  Related interest is generally not however deductible.

2.3.7
Luxembourg - Investor

Luxembourg has limited scope for the LLP structure, as restrictions on interest deductions apply.  Luxembourg recognises the limited partnership as the société en commandite simple. Luxembourg will exempt foreign dividend income where the participation exemption applies.

Interest relating to exempt income is not deductible to the extent of the exempt income derived during the same year.
 Consequently, interest paid during a year on a loan contracted to acquire a shareholding that qualifies for the dividend participation exemption is only deductible to the extent that it exceeds the exempt dividends derived from said shareholding during the same year. 
2.3.8
Italy -  Investor

Italy can be an investor under the structure. Italy recognises the limited partnership società in accomandita semplice.

Partnerships do not have legal personality. Italy will exempt foreign dividends from tax where the participation exemption applies, however the full exemption is limited for non EU subsidiaries.  The related interest is deductible.

2.3.9
Sweden - Investor

Sweden can be an investor under the structure.  A Non-registered Partnership is defined as a partnership that, according to the legislation in its state of residence, has no legal existence separate from its members, can not plead its cause before courts and other authorities, and can not acquire rights and take on obligations (instead the partners have a beneficial interest in the partnership’s assets),

Accordingly a Swedish partner of a foreign LLP will as a result hereof not be regarded as a partner in a Non-registered Partnership. This implies that all assets and liabilities held by the LLP, for Swedish tax purposes, will be regarded as held directly by the Swedish partner. Dividends received by the LLP will consequently be treated as if they were received directly by the Swedish partner. The same line of reasoning is applicable on any expenses suffered by the LLP

2.3.10  Switzerland

Switzerland has limited scope for the LLP structure.  Dividends derived by partners are exempt where the participation exemption applies.  Related interest expenses are not deductible.

2.3.11  Denmark - Investor

Denmark may be an investor under the structure, however specific anti avoidance provisions should be considered. Denmark recognises the limited partnership kommanditselskab.  Foreign dividends are exempt from tax if the participation exemption applies.  
Expenses that are deducted as part of a double dip structure are not deductible if the income related to the expenses is not taxable in Denmark.
 Though generally worded, the provision mainly applies to double dip structures combining group consolidation in Denmark and abroad. Its principal application is where only a part of a group's non-resident subsidiaries are included in group consolidation in Denmark with their Danish-resident parent, while the non-resident subsidiaries and second- tier subsidiaries are subject to group consolidation in their residence country
2.3.12
Australia - Borrower

Australia can be a borrower under the structure.  A limited liability partnership (LLP) can be treated as a hybrid entity between Australian and overseas tax jurisdictions, and would be a limited partnership under state partnership law.
  The LLP would be treated as a company for income tax purposes, being a ‘corporate limited partnership.
  The LLP’s partners would be treated in the same way as shareholders of a company, with drawings out of profits, or anticipated profits, would be treated as dividends paid out of profits.
 

The interest expenses of the LLP would therefore be deductible in Australia as a deemed corporate.
 

2.4
US Check-the-box 

2.4.1
Interest Double Dip

The US check the box provisions are relevant to the interest double dip structure, as losses resulting from interest expenses of the foreign entity can be offset against profits of the US parent company. 

The provisions allow the owners of certain non-US and some US entities to elect to be taxed on a transparent basis by checking the box on the relevant form.
  The election is available if the entity is not a trust or other entity for which the IRC provides for special treatment, and is also not a listed per se corporation.

Domestic US entities cannot elect their own tax status if they are organised under a US statute that describes or refer to the entity as incorporated or as a corporation, a body corporate, a joint stock company or a joint stock association. Therefore US corporations and joint stock companies are always classified as corporations for tax purposes.  US LLCs and partnerships can elect classification. 

2.4.2
US Check the box – Tax Paid double dip

US multinational can use the election in a number of ways relating to foreign tax credits. Where the foreign entity is a per se corporation and it is desired to treat it as a transparent entity in the US, it is first converted (if possible) to the private company form. For example, a German AG is a per se corporation. It would be converted to a GmbH, in respect of which an election can be made. One reason that this might be useful is to convert the nature of the income in the US from dividend income to business profits. This may well have an impact on the US group’s foreign tax credit position – in particular if the “dividend” basket has too much income and there is room in the “business income” basket. 

Conversely, some foreign partnerships, previously treated as being transparent in the US, could become non-transparent dividend paying entities. Therefore what was previously business income is now converted to dividend income for US tax purposes.
2.5
Derivative Cashbox Structures – Deep In The Money Options and Other Derivatives

2.5.1
Structure

Cashbox structures can be used to accrue income which is not fully taxed.

The Deep in the Money (DIMO) structure relies on the treatment of purchase options in some jurisdictions.   The option is exercised at the end of the transaction term to acquire valuable company for nominal consideration by exercising an option which is deep in the money (meaning small amount to exercise to acquire a much more valuable asset)  This can effectively realise a gain by the acquisition of a valuable company, which is not taxed but which establishes the cost base of an asset in the event of a future sale. 

A similar structure is based on the liquidation of a company which has accrued income, where the gain on a liquidation is not taxed.

A general option or swap derivative contact can be used to derive income at the end of the transaction which is not taxed until receipt, which can achieve a deferral of taxation on income effectively accruing during the transaction.   This is most effective where accounting provisions allow profit recognition on an accruals (mark to market) basis, meaning that the income on the whole term of the transaction is recognised in each year, by allocation of total income (accruals) or by revaluation of the investment (mark to market) in each year.

This can also be done by investing in a company with tax losses, which can utilise its losses against the investment income and then pay an exempt dividend back to the investor.  

The tax treatment of derivatives is briefly described below, as this is integral to the use of derivative cashbox structures such as the DIMO.

Summary Table

US

Investor
Deferral of income from derivatives structure

France 
Investor
Exempt income from branch structure


Luxembourg
Investor
Exempt income from option and liquidation


Denmark
Investor
Exempt income from liquidation


Australia
Investor
Exempt income from option structure

2.5.2
 US 

2.5.2.1  Derivatives - Notional Principal Contracts (NPCs) - Ordinary Income

NPCs are certain derivatives contracts that provide for multiple payments including interest rate swaps, currency swaps, basis swaps, interest rate caps, interest rate floors, commodity swaps, equity swaps, equity index swaps, and similar agreements.
 A single payment derivative must either be classified as an option contract for caps or floors, or as a contract similar to a forward contract for a single payment or bullet swap transaction.

All payments made in connection with an NPC result in ordinary income and losses, irrespective of the purpose of the contract. In addition a loss deduction is available for the amortised deduction it receives for an up-front premium payment.

2.5.2.2
Equity options - Gain or loss on property

An equity option is defined as any option to buy or sell stock or any option the value of which is determined directly or indirectly by reference to stock, a group of stocks, or a stock index.

For U.S. tax purposes, gain or loss attributable to the sale or exchange of, or a loss attributable to the failure to exercise, an option to buy or sell property is considered to be a gain or loss from the sale or exchange of property that has the same character as the property to which the option relates has in the hands of the taxpayer, under  Section 1234(a).  

2.5.2.3
Non equity options and regulated futures contracts - Mark to Market

Regulated futures contracts and non equity options are treated as Section 1256 contracts, and are generally taxed under a mark-to-market tax rule that corresponds to the daily cash settlement mark-to-market and margin systems used on U.S. exchanges.  Accordingly realised and unrealised gains and losses in contracts owned at any time during the year are reported annually. 

Non equity options are listed options not related to shares, which are traded on a qualified board or exchange. Regulated futures contracts are traded on domestic commodities exchanges, and  include contracts traded on foreign exchanges where the foreign exchange uses a cash flow system similar to the variations margin system in the U.S, and the exchange is designated by the U.S. Secretary of the Treasury as a qualified board or exchange. 

The 60/40 rule applies to treat gain or loss as if 40 percent of the gain or loss is short-term capital gain or loss, and 60 percent is long-term capital gain or loss. The usual holding period rule for determining whether a gain or loss is short-or long-term is ignored for these contracts. If a taxpayer reports gain or loss on a section 1256 contract that was taxed in a prior year under the mark-to-market rules, that gain or loss is adjusted to reflect the gain or loss that was reported in that prior year or years.  The mark-to-market and 60/40 rules do not apply to hedging transactions entered into as part of the taxpayer's trade or business.
 

2.5.2.4
Cashbox structure

One potential US cashbox structure is based on the use of derivative contracts.  
The structure can use a derivative contract for differences, where a person acquires the benefit of a Derivative Contract. The Contract is created independently between an initial investor and a third party. The initial investor subsequently sells the beneficial interest to the acquirer.  The third party may be a company located in an offshore jurisdiction, and is wholly independent, and not owned or controlled by the acquirer or any other US person, and is owned by a quasi-charitable purpose trust and controlled by the trustee.  The contract is initially created by a non US resident which acquires the right to participate in the assets of the Issuing Company on its final liquidation.  The initial investor sells the benefit of the contract to the acquirer, who becomes the subsequent holder of the rights. 

Where a US person acquires the Contract rights, there is no reporting requirement, and no income or capital gains tax in relation to assets held by the issuing company.  On the maturity of the contract, capital gains tax will be payable on the difference between the purchase price of the Contract and the maturity value. 

If the Contract rights are sold, inherited or gifted during the term of the transaction, the value of the contract for such purposes cannot be more than the value for which it was purchased.

2.5.3

UK

2.5.3.1
Derivatives

The UK government has proposed substantial changes to the taxation of derivatives in the Finance Bill 2002.  Clause 75 inserts a new section 93A into Finance Act 1996.  Securities falling within section 93A are not to be given the advantageous tax treatment of section 93, which only brings interest into account under the loan relationships rules.  The securities concerned are those which are connected with transactions in futures or options in circumstances where

· the return from the loan relationship taken alone is not one which gives a guaranteed interest like return, and 

· the return on the options or futures, taken separately from the loan relationship, is not one which gives a guaranteed interest like return of the sort that Schedule 5AA ICTA 1988 taxes as income; but 

· where, if the returns are taken together, there is an interest like return of the sort that Schedule 5AA ICTA taxes as income where futures and options alone are concerned.
The effect of the clause is that the return on the security falls wholly within the loan relationships rules, and not within the provisions of TCGA 1992. 

Clause 77 amends Schedule 5AA to provide that, where there is an arrangement of the type caught by new section 93A FA 1996, the profits, gains and losses from the options and futures involved in that arrangement fall within Schedule 5AA where they would not otherwise do so and that the return on them is taxed as income in accordance with that Schedule. 
  

2.5.5
   France

2.5.5.1  Derivatives

The French tax treatment of financial derivatives distinguishes between over-the-counter transactions and transactions on organised markets.

The following instruments are considered as over-the-counter financial products:

· Interest rate swaps;

· Forward Rate Agreement;

· Option-derived products (caps, floors, collars); and

· Forward sale and purchase contracts.

Unrealised profits are taxable only at the outcome of the contract.
 The losses incurred may be deducted through a deductible reserve only to the extent that a global estimated budget of the operation involved has been prepared and reflects a global loss.

The following products are considered as dealt in the organized market:

· Contracts and options traded on the MATIF and MONEP; and

· Foreign currency transactions (including currency swaps).

The Code sets out as a general principle the application of the mark-to market rule to operations involving financial futures on organised markets. This provides a special tax treatment for operations, the sole purpose of which is the hedging of a transaction due to occur during the following financial year. In this case, the profit realised through the hedging instrument is not taxable at the end of financial year but at the outcome of the contract. To qualify for the tax treatment of hedging transactions, an economic hedge must meet the following conditions:

· The sole purpose of the use of a forward instrument must be hedging of a transaction

· due to happen in the following year and traded in another type of market;

· The occurrence in the next year of the transaction must be highly likely; and

· The correlation between the value of the hedging instrument and of the hedged element must be sufficient (however, a sufficient correlation is not defined).

In addition, a document indication the main characteristics of the hedged element and of the hedging instrument must be transmitted to the tax authorities.

Transactions will be considered as matching transactions if changes in value of the two positions are opposed and correlated. As a consequence of this qualification, the loss incurred on the first transaction is only deductible up to the part that exceeds the untaxed profits on the other transactions. When a company or a financial institution realises matching transactions, it must transmit to the tax authorities a document mentioning all these transactions. If this return is not made, the losses are non-deductible.

2.5.5.2  Branch structure

France does not tax income of foreign branches.  One cashbox structure relating to France is triangular financing. 

The territoriality principle provides that foreign-source income of French resident companies from a business activity abroad is exempt from corporate income tax when earned or received.

Exceptions to this exemption are the consolidation of income and the corporate income tax on certain profits of subsidiaries situated in low tax countries where a concurrent tax credit is granted in respect of the underlying tax.
 

The exemption from corporate income tax on the profits earned may only be temporary, because of the imposition of the précompte on the exempt income upon redistribution of the profits.  However if the income is redistributed to a foreign parent, the précompte is generally refunded.
The French company can use a branch in a low taxing country to derive interest income.  Tax treaties generally allow a withholding tax reduction or exemption in the country paying interest based on the residence of the French company in France, rather than the low taxing country where the branch is situated.  Accordingly the French company and foreign branch may be used to derive interest income free of withholding tax. 

2.5.6
Netherlands - Derivatives
A resident taxpayer who trades in derivative products is generally taxed on their trading profits. The concept of trading profits does not distinguish between income and capital gains. The determination of profits on long-term transactions (i.e. transactions spanning the balance sheet date) is a matter of tax accounting and recognised according to sound business principle and principles laid down by the courts. The most relevant principles are principles of prudence and principle of reality. Consequence of the first principle is that a loss can be accounted for when it arises, but accounting of profits can be postponed till they are realised. 

If a transaction is hedged, it is not acceptable to show a loss on one leg without accounting for an offsetting gain on the other leg. There is a conflict between two principles. Principle of prudence will allow to book loss without booking profits whereas principle of reality will require reporting of combined results.  Refer Shefali Goradia, at  www.nishithdesai.com  

2.5.7
  Luxembourg

2.5.7.1 DIMO Option structure

The option structure can be used in Luxembourg.

The tax treatment of options follows the accounting treatment. Consequently, profit accounted for in the P&L is taxable whereas charges accounted for in the P&L are tax deductible (e.g. provisions accounted for are tax deductible). From a tax point of view, the opportunity to use options can depend on the type of the underlying asset (e.g. shares, bonds,…) and, specifically, on the tax regime applicable to this underlying asset (e.g. capital gains participation exemption on qualifying shares). It depends also on the settlement of the option (i.e. delivery of the underlying assets or cash settlement).

Where a Luxembourg bank acquires a call option on underlying shares in a fully taxable non-resident company and the acquisition of the option is financed through equity. If the Luxembourg bank acquires the shares at strike price, it should record the shares at that strike price plus premium paid in its assets.

If the shares are sold in the market within the conditions for benefiting from the capital gains participation exemption, the capital gains realised upon sale will be exempt..

In the case of cash settlement, the bank will receive a payment of 60 (= 150 – 90) which should be fully taxable (this is not a capital gain on shares) but it will deduct an amount of 10 (premium paid) so that the net taxable result is 50. The physical delivery may imply an exempted gain. 

2.5.7.2
Liquidation Structure

The liquidation structure can be used in Luxembourg.

Luxembourg does not tax capital gains on liquidations where the participation exemption applies as discussed under the repo structure above. 
Accordingly a liquidation structure can be used where an offshore company can hold a Luxembourg company which has investments anticipated to increase in value.  The Luxembourg company is liquidated at the end of the transaction. The non resident shareholder is not subject to Luxembourg tax on the gain on liquidation or Luxembourg withholding tax.  This is appropriate for investment from low taxing jurisdictions normally subject to significant withholding tax on income distributions.

2.5.10  Switzerland

The tax treatment of swap agreements is not subject to special regulations. Instead, the general rules apply.  Payments received under swap agreement, although having characteristics of interest payments are not considered as interest but rather as payments under contractual obligations.  Periodic payments constitute taxable income or tax-deductible expense. The payments are generally not subject to any withholding tax.  Gains and losses over the lifetime of the swap constitute taxable income or are expensed in the respective tax period.

2.5.11  Denmark - Liquidation Structure

Denmark does not tax capital gains on the sale or liquidation of Danish companies where the shares held for at least 3 years.
  Accordingly a liquidation structure can be used where an offshore company can hold a Danish company which has investments anticipated to increase in value.  The Danish holding company can also be used to hold investments in European countries and receive dividends free of Danish tax under the participation exemption applies.  

The Danish company can be liquidated at the end of the transaction. The non resident shareholder is not subject to Danish tax on the sale of the Danish company or gain on liquidation or Danish withholding tax.  

The Danish company can also be geared to allow return of interim profits before the end of the transaction, with the Danish company repaying the loan and interest during the term of the transaction.  There is no Danish withholding tax on any interest paid on the loan.

The structure can be used for investment from low taxing jurisdictions normally subject to significant withholding tax on income distributions.
 

2.5.12      Australia

2.5.12.1   DIMO Option Structure

The acquisition cashbox structure can be used in certain circumstances in Australia.

The capital gains tax provisions may include amounts in assessable income where there is a disposal of an asset and the asset was acquired on or after 20 September 1985.  A liability to tax under the capital gains tax provisions will arise on any gain on the sale or disposal of assets where the consideration on disposal exceeds the cost base on acquisition of the asset.
 A capital gain calculated under the provisions is included in assessable income.  A capital loss may be carried forward indefinitely and utilised to offset future capital gains. Rollover relief from capital gains tax is be available in certain cases, including the transfer of assets between companies in the same wholly owned group at the time of the transfer.

The acquisition of an asset such as shares in corporation by exercising an option is not taxable under the capital gains tax provisions, until the acquirer ultimately disposes of the shares.

It is necessary to have a commercial purpose for the arrangement in view of the Australian general anti avoidance provisions.

2.6
Foreign Tax Credit and Domestic Tax Paid – Double Dip

2.6.1
Structure

The partnership tax paid structure is based on an entity paying tax which is creditable in two countries.  The partnership generally derives taxable income, and pays tax which is creditable by the partner in the partners country as well as by the partnership in the second country.  The partnership income is not however fully taxable in one of the countries, generally because distributions are treated as deductible in that country, resulting in an excess foreign tax credit which reduces tax on other income.  

The silent partnership is a common form of business or investment in Germany, Switzerland and Austria, but it certainly exists in a number of other jurisdictions.  A silent partnership stille gesellschaft exists if an individual or entity participates in an existing business or a separable division of the business by making a contribution of money, property or services to the enterprise for a participation in the latter’s profit without taking an active part in its management. The enterprise in which the investment is made may be a business organisation of any type. Depending upon the rights of the silent partner, a distinction is made for tax purposes between typical and non-typical silent partnership. 

The typical silent partner is regarded as an investor and not a co-owner of the business in which his investment is made. Depending on the agreement between the silent partner and the active partner, the typical silent partner participates in the profits and losses of the business or only in the profits. However, he does not participate in the capital and in the assets of the business. Under German law, distributions made to a typical silent partner can be deducted as business expenses, but distributions to a non-typical silent partner are not deductible. 

Summary Table

US

Borrow/Invest
Allows domestic tax credit and deemed deduction

UK 

Investor
Allows foreign tax credit

Germany
Borrower
Allows domestic tax credit and deemed deduction

France 
Investor
Allows foreign tax credit

Netherlands
Investor
Allows foreign tax credit

Luxembourg
Investor
Allows foreign tax credit



Italy

Investor
Allows foreign tax credit
Sweden
Investor
Allows foreign tax credit
Switzerland
Borrower
Allows domestic tax credit and deemed deduction

Denmark
Investor
Allows foreign tax credit
Australia
Borrow/Invest
Allows domestic tax credit and deduct hybrid interest

2.6.2
   US

2.6.2.1  US tax paid

The US is an effective jurisdiction for the payment of US tax and the utilisation on that tax in a foreign country.

A US Limited Liability Company (LLC) or Limited Liability Partnership (LLP) can be treated as a corporate entity for US tax purposes by making an entity election.
  The entity will then derive taxable income and pay US tax.

The LLC is likely to be treated as a corporate under foreign tax laws.  In this case the foreign country may allow a foreign tax credit for underlying tax paid by the LLC where the foreign company has a sufficient shareholding in the LLC.  The LLP is likely to be treated as a partnership under foreign tax laws.  In this case the foreign partner can generally obtain a foreign tax credit for the US tax paid by the LLP in relation to their partnership interest in the LLP.   The result is that the non resident can derive effectively tax free income by utilising a tax credit for the tax paid by the LLC or LLP.

The structure can be effective where the foreign investor receives a sub LIBOR return (London inter-bank offered rate - general reference interest rate for loans between banks).  This can be acceptable where the return is effectively tax exempt due to the credit to the foreign investor, which allows a fee to be derived by the US party.

The US party may also defease the holding for accounting purposes, by making a forward sale of its interest in the US entity, and placing the related payment in a defeasance deposit with a third party financial institution.

2.6.2.2   US Credit for Foreign Tax Paid

The structure is effective in the US for foreign tax paid.

The US will treat a limited partnership as transparent for tax purposes.  Accordingly a US general partner investor will obtain a US tax credit for foreign tax paid by the partnership as a partner, which will exceed related income recognised for US tax purposes because distributions to the limited partner will be treated as deductible for US tax purposes.

The US investor should include in income its distributive share of the partnership's  income after deducting the payments to the limited partners with respect to their limited partnership interests. The US investor should be eligible to claim a foreign tax credit for their general partnership share of the foreign income taxes paid by the partnership and all of the foreign interest withholding tax imposed on its distributive share of the partnership's income.
Where a US company directly or indirectly controls less than 10% of the foreign company’s voting shares, the taxable dividend is the net dividend received plus withholding tax.  Where a US company directly or indirectly controls 10% or more of the foreign company’s voting shares, the taxable dividend is the net dividend received plus withholding tax plus corporate taxes relevant to the profits of the foreign company out of which the dividend has been paid (underlying tax).

The tax on the dividend is calculated by applying the US rate of corporation tax (likely 34%) to the taxable dividend and reducing this tax by the credit for foreign withholding taxes and, if the US company holds 10% or more of the voting shares of the foreign company, the underlying tax also. The underlying tax is not restricted to that incurred by direct subsidiaries, but takes into account taxes suffered in respect of the dividends down to sixth tier subsidiaries. 

Credit for foreign corporation tax is based on the actual tax paid by the foreign entity, rather than the tax charge shown in the foreign company’s financial accounts. However, when determining the amount of tax attributable to the dividend paid by the foreign company, the profits available for dividends are those calculated under US tax principles rather than those indicated by the company’s financial accounts as being available for dividend payment. Foreign corporate taxes are pooled for purposes of determining the amount of taxes attributable to earnings distributed. 

The related provisions are based on sections 901 and 904 of the code and related provisions, which limit the US credit for foreign taxes paid on non US sourced income. The credit allowed for foreign taxes is limited on an overall basis rather than a per country basis. Dividends from a low-tax country may therefore be used to bring taxes paid to a high-tax country within the foreign tax credit limitation. However, under the 1986 Tax Reform Act foreign taxes on certain types of income are subject to a separate ‘basket’ limitation, which reduces the ability to offset low-taxed income against high-taxed income.

Foreign tax credits that exceed the limitation may be carried back two years and forward five years, subject to the limitation in effect for the year to which they are carried. A US company may also elect to take foreign taxes as a current-year deduction.

When calculating the foreign tax credit, each subsidiary determines its foreign-source taxable income or loss into nine separate categories which are then combined to calculate the foreign tax credit. After each separate category of income is combined, foreign losses in one separate limitation category must be allocated to income in other separate limitation categories. A net foreign loss in each category is allocated on a pro rata basis to income in other categories. 

2.6.3
UK - Credit for Foreign Tax Paid

Foreign tax credit structures can be used for investors the UK.

A foreign tax credit is available on foreign sourced dividends. Credit relief is given strictly on a source-by-source, item-by-item basis. Relief is given only for those foreign taxes, including national, provincial and municipal taxes, which correspond to UK income or corporation tax. 
 

Where a company has 10% or more voting power in a non-resident company, credit relief is also given in respect of the underlying tax paid on the profits out of which the dividend payment is made. This relief follows through any number of companies in a chain, irrespective of their country of residence, so long as there is a 10% voting-power relationship at each level.

The taxable dividend is "grossed-up" by the amount of such underlying tax.  The credit is then limited to the amount of UK corporation tax:
From 31 March 2001, the rate of underlying foreign tax attributable to foreign dividends paid up through overseas subsidiaries is capped at 45%, and it is no longer possible to mix certain dividends from controlled foreign companies with other dividends.  If the foreign tax cannot be relieved in the current accounting period, it can be carried backwards for 3 years or carried forward indefinitely, to be set against the UK tax payable on dividends of the permitted type. The foreign tax can also be transferred to another company in the group.
 

2.6.4
Germany - Credit for Foreign Tax Paid

The structure is effective for a silent partnership in Germany, as a deduction is allowed for the distributions made to the silent partner.  This is required to be a typical silent participation, with no rights to appreciation of assets, goodwill, or proceeds on liquidation, and where thin capitalisation limits are not exceeded.
  

Resident taxpayers may credit foreign national, provincial and local income taxes on the permanent establishment's income against their German tax on foreign source income. The foreign tax must be comparable to the German individual or corporate income tax.
 The foreign tax credit is limited to the amount of German tax due on the foreign-source income on a per country basis.  Where the foreign tax is 25% or below on the recalculated foreign-source income, the foreign tax is fully credited. 
2.6.5
France - Credit for Foreign Tax Paid

France has potential scope as an investor for the structure.  

France recognises the limited partnership as the societe en commandite simple. 

The territoriality principle in France provides that foreign dividend income is generally exempt and no foreign tax credits are therefore available.  Upon receiving approval from the Ministry of Economy and Finance, however, a French company or other entity subject to tax can consolidate all its qualifying domestic and foreign direct operations and indirect operations with its own for corporate income tax and précompte purposes.
 

Accordingly there can be scope for the structure if there is a hybrid which is an expense of the limited partnership which is a deductible expense in France, which can result in an excess French foreign tax credit.

French generally prevents double taxation of foreign-source income is exemption of foreign-source income of French resident companies from a business activity abroad under the territoriality principle.
 However, where the tax administration allows consolidation of income derived through a foreign permanent establishment or subsidiary, taxes on foreign income and foreign withholding taxes are credited against French corporate income tax.  Where foreign source income is not exempt from French corporate income tax, France allows a deduction for foreign taxes paid.

2.6.6
Netherlands - Credit for Foreign Tax Paid

The Netherlands has limited scope for foreign tax credit transactions for a Netherlands investor.  The Netherlands does recognise a partnership treated as a corporate.

A participation exemption is generally allowed for dividends, rather than a foreign tax credit. In the case of foreign dividends derived from developing countries, relief may be granted through a foreign tax, where the dividends are subject to income tax on behalf of the developing country.  The credit may not exceed the amount of foreign tax paid, 25% of the dividends received, the Netherlands corporate income tax attributable to these dividends, and the total amount of Netherlands corporate income tax.
  The foreign tax credit for developing countries is not available if the Netherlands has concluded a tax treaty with a particular country or if the participation exemption applies to the dividends.

2.6.7
Luxembourg - Credit for Foreign Tax Paid

Luxembourg allows a foreign tax credit to resident companies for tax in respect of income received from a country with which Luxembourg has no tax treaty, and the foreign tax is a tax comparable with the Luxembourg corporate income tax.
. Foreign tax is treated as comparable where the rate is similar to the Luxembourg corporate income tax. 

The credit is limited to the Luxembourg corporate income tax attributable to the foreign net income.
  The credit is computed using income baskets, comprising for each treaty state net income where double taxation is relieved using a treaty credit system, for each non-treaty state net income where double taxation is relieved using the domestic credit system, foreign income which is exempt under a tax treaty; and Luxembourg source net income.

Only directly connected expenses are generally deductible in computing the foreign net income.  If the foreign tax exceeds the maximum credit, the excess is generally deductible. 

2.6.8
Italy 

Italy has limited scope for foreign tax credit transactions for an Italian investor, as Italy has a participation exemption system.

There is no indirect credit to offset the corporate income tax paid on the profits out of which the dividends are paid. However certain tax treaties provide for special regimes with respect to dividends paid to qualifying Italian companies. 
2.6.9
Sweden - Credit for Foreign Tax Paid

Sweden has limited scope for foreign tax credit transactions for a Swedish investor, as Sweden has a participation exemption system. 

The credit is limited to where the tax paid in the foreign country is not comparable to Swedish tax, in which case the gross dividends are included in the taxable income of the recipient, but a tax credit equal to 13% of the gross dividends will be granted, in addition to the credit for any withholding tax paid in the source country.
  Any surplus credit may be carried forward for 3 years. 

2.6.10     Switzerland

2.6.10.1  Swiss Tax Paid

The structure may be effective for a silent partnership in Switzerland, as a deemed deduction is allowed for related partnership distributions.

2.6.10.2  Switzerland - Credit for Foreign Tax Paid

Switzerland has limited scope for foreign tax credit transactions for a Swiss investor, as Switzerland generally provides a partial exemption system for foreign sourced dividends.  
2.6.11     Denmark  - Credit for Foreign tax paid

Denmark has limited scope for foreign tax credit transactions for a Danish investor, as Denmark generally provides a full or partial exemption system for foreign sourced dividends.  Certain treaties however allow an underlying tax credit.

2.6.12     Australia

2.6.12.1  Australian Tax Paid

Australia is an effective jurisdiction for the payment of Australian tax and the utilisation on that tax in a foreign country.

A corporate or deemed corporate entity such as an LLP in Australia which has paid Australian tax on income can distribute franked dividends which are not taxable to a corporate shareholder.  An overseas holder of an interest in the entity may also be allowed a domestic tax credit for the Australian tax paid.

The dividend imputation system provides that dividends may be franked in respect of corporate tax borne by the paying company.  The dividends are effectively free of tax in the hands of resident shareholders to the extent the dividends are franked, due to a tax credit allowed to the shareholder for the tax paid by the company on its income.

The consolidation provisions applying from 1 July 2002 allow election for wholly owned companies to be treated as a single taxable entity, with intra-group transactions such as payment of dividends ignored for tax purposes.
   Dividends paid to companies which are not in the same consolidated group are grossed up to the original pre tax income amount, and then allowed a tax offset equal to the franking credit.
  Accordingly fully franked dividends received by a corporate are effectively free of tax. 

Arrangements to derive benefits relating to imputation credits have been limited by provisions including the requirement to frank shares of one class to the same extent and to minimum amounts,
 anti avoidance provisions relating to dividend streaming arrangements which typically aim to limit franking credits to exempt entities or non residents or allow greater franking benefits to particular shareholders,
 schemes with a purpose other than an incidental purpose of obtaining a benefit relating to franking credits,
 and requiring shareholders not to have a materially diminished risk of loss or opportunities for gain, for at least 45 days for ordinary shares and 90 days for preference shares, and not to obtain related payments for passing on benefits of dividends, to obtain related franking credits.
 

Overseas owned and tax exempt companies would have the exempting company provisions of applying to their franking credits.
  Withholding tax exemption is however available for franked distributions by such companies to an overseas parent.

2.6.12.2 Australian Credit for Foreign Tax Paid

Foreign tax credit structures can be used in Australia.

The foreign tax credit provisions allow a credit to reduce Australian tax for foreign tax on foreign sourced income.
  The credit is also available for underlying foreign tax which has been paid where a 10% direct voting interest between each company in a chain of companies and a 5% indirect voting interest in a company whose profits have been distributed through a chain of companies. The credit may be disallowed where a benefit is provided which is referable to the foreign tax. 

The credit is available on baskets of foreign income comprising passive income, offshore banking income and other income.
 The amount of the credit is the lesser of the amount of foreign tax and withholding tax paid in respect of the income, and the amount of Australian tax payable on the foreign income.
 If the amount of foreign tax paid exceeds the Australian tax payable an excess foreign tax credit will arise which can be carried forward for five years.
 

A foreign general partnership incurring tax on foreign income should give rise to an Australian credit to the Australian general partner for that tax.  The foreign holder of interests in that partnership may derive a domestic credit after allowing a deduction for the distributions made to the Australian partner.

In relation to foreign trusts, where a taxpayer derives an amount of income from sources in foreign countries, and tax has been paid on that income by a trust estate in which the taxpayer is the beneficiary, or by or through another person under an arrangement with the taxpayer, the taxpayer will be deemed to have been personally liable for and to have paid the amount of the foreign tax.
  Further, where a beneficiary under a trust derives an amount of foreign income attributable to another amount of foreign income on which tax has been paid by another person, the beneficiary will be deemed to have been liable for, and to have paid, an amount of foreign tax equal to the difference between the amount actually derived and the amount upon which the foreign tax was paid.
 These consequences apply without reference to the debt equity provisions.

Therefore, an Australian partner will be deemed to have been personally liable for and to have paid its share of the amount of foreign tax paid by a foreign trust on the interest income received from the portfolio.
  The Australian partner will be entitled to a credit of an amount equal to the lesser of the US tax actually paid or the Australian tax payable on the grossed up amount of foreign income.
 The credit to which the Australian partner is entitled will only be available to offset the tax payable on this and other income which falls within the same class of income. 
 

2.7
US Real Estate Investment Trusts (REIT)

The REIT structure can enable an effective interest double dip, due to a deduction in the US for distributions.

A REIT is a corporation or trust that combines the capital of many investors to acquire or provide financing for real estate. The REIT is similar to a mutual fund as  retail investors can obtain the benefit of a diversified portfolio with professional management.  Shares in the REIT are freely traded and can be listed on stock exchanges.

A corporation or trust that qualifies as a REIT generally not taxable, and nearly all of the REITs income can therefore be distributed to shareholders, with no double taxation of income.
 The REIT is not able to pass tax losses to the investors.

The REIT should be a corporation, business trust or similar association, managed by a board of directors or trustees.  The shares should be fully transferable, have a minimum of 100 shareholders, and have no more than 50 percent of the shares held by five or fewer individuals during the last half of each taxable year.  

The REIT is required to invest at least 75 percent of the total assets in real estate, and derive at least 75 percent of gross income from rents from real property or interest on mortgages on real property.  The REIT should also derive no more than 30 percent of gross income from the sale of real property held for less than four years or securities held for less than one year, and is required to pay dividends of at least 95 percent of REIT taxable income.

Accordingly a structure can be used where income is derived in the US by a REIT which is not taxed providing the distribution requirements are met.  In addition the income may be treated as an exempt dividend income in the investors country.

2.8
US Fixed Asset Securitisation Investment Trust  (FASIT) - US Borrower 

The FASIT structure can enable an effective interest double dip, due to a deduction in the US for distributions.

A FASIT is a non-taxable, flow through vehicle which provides certain tax and structuring advantages.  By statute, FASIT securities are debt instruments for tax purposes.  For single-seller conduits, FASIT structures provide greater flexibility and permit the issuance of medium term notes along with the short-term commercial paper.  For conduits that purchase securities issued by a FASIT, they have certainty in knowing that the securities will be treated as debt and not equity.

The FASIT itself is not be subject to taxation.  In determining the taxable income of the holder of the ownership interest in a FASIT , all assets, liabilities, and items of income, gain, deduction, loss, and credit of a FASIT are treated as assets, liabilities, and such items (as the case may be) of such holder.

Accordingly a structure can be used where income is derived in the US by a FASIT which is not taxed providing the distribution requirements are met.  In addition the income may be treated as an exempt dividend income in the investors country.

The US is currently reviewing FASIT provisions, and transactions should not be concluded until there is certainty following this review.

2.9
UK Open Ended Investment Company (OEIC) - UK Borrower

The OEIC structure can enable an effective interest double dip, due to a deduction in the UK for distributions.

The OEICs is pooled investment company. The OEIC is subject to UK corporation tax at the rate of 20% on net income from investments, however it is not subject to taxation on capital gains from the disposal of investments. 

The OEIC is required to hold qualifying investments of money placed in fixed income securities, with a total market value exceeding 60% of the market value of all its investments.

No UK withholding tax applies to dividends paid by the OEIC to non residents.  
Since the OEIC is resident in the UK for tax purposes, the investor is generally not subject to CFC taxation in their home country, as the UK is generally treated as a comparable taxing jurisdiction.

All withdrawals from the OEIC are by way of the sale of shares. When the investor sells their shares in the OEIC they may realise a gain, which may be free of tax if the investor resides in a country with no capital gains tax, and if the investor has not acquired the shares for the purpose of resale, is not a dealer in shares, and has not purchased the shares as part of a profit-making scheme.  Distributions from the OEIC that are reinvested or are automatically accumulated in the OEIC may be taxable to foreign investors in their home countries as a foreign dividend. 
Accordingly a structure can be used where income is derived in the UK by a OEIC  which is not taxed providing the distribution requirements are met.  In addition the income may be treated as an exempt dividend income in the investors country.

2.10
Tax Spared Loans

Tax spared loans are based on tax treaty provisions which allow a tax credit for withholding taxes which are not actually imposed by the paying country due to special tax incentives.

An example of the provision is contained in the Sri Lanka - Netherlands DTA as follows:

Where, by reason of special incentive measures designed to promote economic development in Sri Lanka, the Sri Lanka tax actually levied on dividends, interest and royalties arising in Sri Lanka is lower than the tax Sri Lanka may levy according to paragraph 2 of Article 10, paragraph 2 of Article 11 and paragraph 2 of Article 12, respectively, then, for the purpose of the preceding paragraph the tax paid in Sri Lanka on such dividends, interest and royalties shall be deemed to have been paid at the rates of tax mentioned in the said provisions.

This clause therefore allows the benefit of exemptions from withholding tax on interest, dividends and royalties from specific economic incentives allowed in Sri Lanka to be passed on the investors from the Netherlands.  The Netherlands is therefore funding the concession by allowing relief from Netherlands tax although no foreign tax has actually been paid.

Tax sparing provisions are generally being removed in the process of updating DTAs,  or have timing provisions after which the concessions are not allowed.   However this is a gradual process and there are still a large number of these provisions. 

The tax spared loan structure is based on a concession by the country granting the credit, so that incentives allowed in the paying country are not cancelled by tax in the recipient country.

The structure generates a deal benefit based on the allowed tax credit in the recipient country in excess of any tax actually paid.  This can offset income from trading or investments by the same company or another company in a consolidated group.

A structure can be used where dividends are paid to a country with a DTA allowing tax sparing, resulting in effectively tax free income in the recipient country.   Dividends can then be paid to a third country which may be exempt under participation exemption or non portfolio dividend provisions.

3.
Related Planning Issues 

3.1
Enhancing Yields - Credit Default Swaps (CDSs) and Collateralised Debt Obligations (CDOs)
The yields on an investment transaction may be based on the profits of the corporation or other entity invested in, or may be linked to an agreed portfolio of investments, typically debt securities such as corporate bonds paying interest based on the level of risk.

Accordingly cross border arbitrage transaction may have a return which can be increased by altering the risk profile of the related investments. 

This can be done using credit default swaps, which are instruments which yield a return based on the acceptance of risk on an underlying asset.  This may include taking a certain level of loss in the event of default or bankruptcy on corporate entities.  This is a risk derivative and carries risk of loss, accordingly it is essential to analyse the risks and to invest in a portfolio to diversify the risk.  

CDOs are repackaged portfolios of risk which are made into a marketable form and can therefore be actively traded by fund managers to alter their levels of risk and return.  CDOs are also marketed in leveraged fund form, where the fund uses debt to increase holdings and potential returns.  CDOs are also now being issued in index linked form, with returns based on a large index of credit default swaps. 

3.2
Thin Capitalisation

3.2.1
Provisions

Thin capitalisation relates to subsidiaries of foreign parent companies which are largely financed by debt from the parent company, instead of by equity capital such as shares. In some countries, the provisions can also apply to arm’s length debt which is secured by a parent company guarantee.

This issue is very relevant to cross border funding structures, as it can limit the amount of funding in the borrowing country where that funding is treated as debt in that country. This will generally result in a requirement for some level of equity funding.  The provisions also create an opportunity in that double dip funding structures are more significant in allowing debt capacity to be used more effectively be allowing deductions for interest in two jurisdictions.

A company can be thinly capitalised where the ratio of debt to equity capital is low.  This may have been done for tax planning purposes, to enable tax deductions in the subsidiary country, particularly where this has a higher tax rate than the lending country.  In addition withholding tax on interest may be lower than withholding tax on dividends.  It may also allow return of income by repayment of loan balances rather than dividends which may be subject to withholding tax.

Tax planning to reduce or eliminate thin capitalisation provisions may include:

Back to back loans, where the subsidiary borrows from a bank branch in the same country, and the parent makes a loan to the parent bank in the parent's home country.  In several thin capitalisation systems bank debt is not included in debt.

Non interest bearing loans - these loans do not generate interest deductions, and can be used where thin cap limits are exceeded and interest would otherwise be non deductible in the paying country while still assessable in the recipient country. 

Short term loans, including trade receivables, can be excluded from debt subject to the thin capitalisation provisions.  In this case long term debt may be reduced while increasing interest on trade credit accounts with the overseas parent company.

Debt factoring and securitisation can be used to raise finance from the sale of receivables, which is then used to reduce parent company debt.

Cascade structures, where the parent company invests equity and debt in a subsidiary, and the subsidiary in turn borrows, to invest increased debt and equity in its own subsidiary.  This allows substantial interest deductions in the ultimate subsidiary while keeping each tier within thin capitalisation debt to equity limits.

Hybrid instruments, which are treated as equity in the paying country and therefore not included in debt for thin cap purposes.  This does not provide a debt deduction in the subsidiary country, however it can be useful for amounts otherwise exceeding thin capitalisation limits, ad where the parent has tax losses or is otherwise not taxed on the related interest income, or has a matching deduction for interest on bank financing.

3.2.2
US

The US can deny an interest deduction by treating interest and principal payments as dividends to the parent, to the extent of current or accumulated earnings after the loss of interest deduction. Accordingly foreign parents with US subsidiaries should ensure that US subsidiaries are adequately capitalised. 

There are no legislative tests for ratios of debt to equity. However, a ratio of 3 to 1 is generally considered acceptable. Case law rules has determined factors to be taken into account in determining whether loans are treated as debt or equity. The factors include the interest rate and maturity date, subordination features and the expectation of repayment, as discussed in Debt Equity Hybrids at 2.2 above.  Earnings-stripping provisions should also be considered as they can have a similar result to the thin-capitalisation rules. 

The IRS may apply the thin capitalisation provisions where capital is low or negative, or treat bank loans that are guaranteed by the parent as if the loans had been made to the parent, which then made a contribution to the US subsidiary’s capital. 

3.2.3
UK

The UK thin capitalisation provisions can apply to treat interest paid by a thinly capitalized subsidiary to a non-resident 75% parent as a dividend, and therefore non deductible.  This can apply to the extent the interest exceeds what would be paid between unconnected parties dealing at arm's length, having regard to the debt/equity ratio, rate of interest and other terms that would have been agreed between unconnected parties.
 There is no fixed debt/equity ratio, however a 1:1 ratio is generally accepted. 

The provisions do not apply if the recipient company is chargeable for UK Corporation Tax,
  however excessive interest can still be disallowed. 

3.3.4
Germany

The German thin capitalisation provisions treat interest payments as non-deductible dividends for corporate income tax purposes if the interest is paid on excessive debt financing.

The thin capitalization rules apply to resident companies with a non-resident or tax-exempt shareholder that holds a substantial interest, where persons with common interests owns directly or indirectly more than 25% of the company's capital.  Debt are regarded as excessive if they exceed the prescribed debt-equity ratios. The debt-equity ratios depend on the nature of the debt financing. A distinction is made between two kinds of debt.

Interest bearing debt has a debt-equity ratio of 1.5:1. Interest on debt exceeding this ratio is not deductible and treated as a dividend, unless an unrelated person would also have granted the loan under a third-party test.  The ratio decreases for variable interest debt to 0.5:1, which applies to profit-participating loans, participations and contributions by silent partners, where interest is not be payable due to losses, and interest free debt. The thin capitalization rules include any debts from
a non-resident or tax-exempt shareholder with a substantial interest, a non-resident or tax-exempt related party, or from a third party with a guarantee from a related party.  Trade liabilities are excluded from the provisions. 
Equity is based on the accounts, reduced by the book value of participations in other companies and temporary losses.

As a holding company privilege that increases the debt-equity ratio for fixed interest-bearing loans to 3:1, and nil for variable interest.  The concession applies where at least 75% of assets are participations in two or more companies, being more than 20% of capital, in other companies, or at least 75% of average gross income for the last 3 years was dividend and interest income. 

3.3.5
France

Interest paid to controlling shareholders is deductible subject to a debt/equity ratio of 1.5 to 1.
 Thus, interest remunerating that part of the debt which exceeds 1.5 times the capital of the debtor is not deductible. For the purposes of the ratio, the amount of capital to be taken into account is the nominal capital excluding profits and reserves as well as losses incurred by the debtor. The amount of debt is that owed to all controlling shareholders to which the limitation applies, excluding amounts deposited on blocked accounts which are destined to be incorporated to capital.  Shareholders to which the rules apply are those which legally or factually control the debtor or who own 50% or more of the economic or voting rights in the debtor.

3.3.6
Netherlands

The Netherlands has no thin capitalisation provisions.  There are restrictions on the deductibility of interest which apply to related party loans, however these provisions may not apply where there are sound business reasons for the transaction.

3.3.7
Luxembourg

Luxembourg has no thin capitalisation provisions.

3.3.8
Italy

Italy has no thin capitalisation provisions. However, companies with lower debt/equity ratio enjoy a reduced corporation tax rate of 19%, instead of the ordinary tax rate of 36%. The lower rate applies on that slice of profits deemed to be generated from increases in equity capital.

3.3.9
Sweden

Sweden has no thin capitalisation provisions.

3.3.10  Switzerland

Interest paid on inter-company loans is treated no differently to interest paid on loans from non-related parties. So long as the interest rate does not exceed the current maximum rate, as determined and published regularly by the federal direct tax authorities, it is regarded as being in accordance with the arm’s length principle (depending on the currency).

The level of related party debt that can be supported without being reclassified as ‘hidden equity’ will depend on the value and nature of the assets held in the balance sheet. As a rule of thumb, however, the debt to equity ratio of 6:1, and 4:1 for real estate companies, may be applied. 

3.3.11  Denmark 

The thin capitalisation applies to resident companies with debt to controlling non-resident natural or legal persons.
 Non-resident companies that are included under Danish law in group consolidation with a Danish parent company are also subject to the thin capitalization rules. Permanent establishments in Denmark of non-resident companies are not covered. The definition of control is the same as for purposes of CFC taxation, i.e. the main test is direct or indirect ownership of more than 50% of capital or direct or indirect control of more than 50% of voting power. 

The thin capitalisation rules apply if a company's debt-to-equity ratio exceeds 4:1 at the end of a tax year. 

Debt is defined as debt covered by the Law on Taxation of Gains and Losses on Debt-Claims, Debts and Financial Instruments. This law covers all types of debt in money, e.g. whether short term or long term, secured or unsecured or whether interest-free or not. Convertible bonds are also considered debt. Debt is valued at the fair market value at the end of the tax year. 

Equity is defined as the fair market value of assets less the value of debt. Equity capital contributed by non-resident shareholders is taken into account only if it is contributed for a period of at least 2 years.
 If withdrawn within 2 years, assessments for earlier years for which the withdrawn equity capital was taken into account will be reopened.

The thin capitalisation regime also applies to permanent establishments of non-resident companies. In this case, only assets and liabilities that are related to the permanent establishment are taken into account for purposes of computing the debt and equity of the permanent establishment, under Section 11(5).

The consequence of applying the thin capitalization rules is that interest expenses relating to the debt in excess of the 4:1 ratio are not deductible, under Section 11(1). Capital losses on such debt are also not deductible, but may be carried forward and set off against future capital gains in respect of the same debt relationship. The limitation on the interest deduction applies only to interest on debt to controlling persons. For this purpose, a loan from a third party guaranteed by a controlling person is considered debt supplied by that controlling person. The same applies to "back-to-back loans", where a third party (e.g. a bank) grants a subsidiary a loan while, at the same time, the parent company grants a similar loan to the bank.

The regime contains an anti-avoidance rule to prevent the dilution of the 4:1 ratio by using a chain of companies.
 This chain could be continued to achieve even higher ratios. To avoid this, the anti-avoidance rule provides that an overall test is to be used under which shareholdings between group companies are disregarded.

If the debt-to-equity ratio is exceeded, a company can avoid the limitation on the interest deduction if it shows that a similar loan relationship could exist between unrelated persons.
  No safe harbours exist for this purpose. Rather, each case is decided on its own merits and all the circumstances can be taken into account including the factors mentioned in the 1986 OECD report on Thin Capitalization.

The application of the thin capitalization regime does not mean that non-deductible interest expenses are recharacterized as a distribution of profits. This is so for both domestic law and tax treaty purposes. The result is that no dividend withholding tax is due under Danish domestic law. It also means that the actual payment of non-deductible interest expenses to a non-resident creditor does not give rise to any tax consequences because there is no withholding tax on interest payments in Denmark.
3.3.12  Australia

The Australian thin capitalisation provisions were significantly amended with application from the end of the tax year commencing 1 July 2001.  The provisions apply to Australian corporates with overseas subsidiaries or branches
 and Australian companies and branches with foreign controllers.
  Interest deductions may be disallowed if debt exceeds a safe harbour debt amount of 75% of assets
, and the corporation does not meet an arm’s length capital amount that a non associated lender would provide
, and Australian companies with overseas subsidiaries do not meet a worldwide gearing test allowing Australian operations to be geared at 120% of worldwide gearing
.

Financial institutions may have interest deductions disallowed if capital is below a safe harbour debt amount of 4% of risk weighted assets as determined by the Australian Prudential Regulatory Authority (APRA)
, and the financial institution does not meet an arm’s length capital amount that a non associated lender would provide.
 

The thin capitalisation provisions allow grouping of sister companies with a common Australian or overseas parent.
  On this basis the thin cap position of companies under common ownership can be combined.  The companies are generally required to have the same year end.  Is it proposed that the new consolidation provisions will also apply for thin capitalisation purposes.

3.3
Controlled Foreign Corporations (CFCs) 

3.3.1
Provisions

Controlled Foreign Corporation (CFC) provisions are generally intended to attribute income earned by offshore entities in low tax jurisdictions to shareholders in the investor's own country.  The provisions are therefore intended to eliminate the use of offshore companies in tax havens to accrue income free of tax in the home country.  

CFC provisions often have a broad scope, and should be considered where there is cross border investment from a country with these provisions.  The provisions are therefore relevant to cross border funding transactions as they can attribute income earned by related entities in low taxing countries or income benefiting from specific tax concessions to tax in the investors home country.  This can particularly apply where a structure is used to fund a special purpose vehicle overseas, which then makes passive type investments generating interest, dividend or royalty income.

The related planning issues are therefore choosing jurisdictions which are treated a as comparable taxing in the investor's own country, rather than as tax havens, and income which is not treated as passive under these provisions.

3.3.2
US

The US has CFC provisions to counteract the diversion of profits to low-tax country companies, which are then under the control of US residents. The US company can be assessed to US corporation tax on its share of low-taxed income (known as ‘Subpart-F’ income) which has not been distributed by the foreign company to the US company. Subpart-F income 

Subpart F income is defined to include income including insurance income, foreign base company income, income derived from international boycotts, illegal payments, and from countries where tax benefits are denied under specific provisions where the US does not have diplomatic relations.
   Foreign base income includes passive investment income such as interest and dividends, foreign base-company sales income such as sales to a related party of property produced and sold for use outside the CFC’s country of incorporation, foreign base-company service income, foreign-base company shipping income, and net gains from the sale of passive investment assets.

Controlled foreign corporation is defined to be any foreign corporation if more than 50 percent of the total combined voting power of the corporation, or the total value of the stock of the corporation, is owned by United States shareholders.

The US also has provisions relating to investments in overseas funds.  A foreign company may be classified as a Passive Foreign Investment Company (PFIC) where either 75% or more of its gross income is passive income, or 50% of its assets produce passive income.
 
3.3.3
UK

The UK CFC provisions can assess tax on a UK resident company on the undistributed profits of a non-resident company.  The provisions apply where the resident has an interest with associates of at least 25% in the undistributed profits of the non UK resident, the non resident is UK controlled, and is resident in a low-tax country. 

Control is defined as more than 50% of the share capital or voting power.
  The provisions also apply where there are two persons who together control the company; one of the persons is resident in the UK and controls at least 40% of the company; and the other person controls at least 40% but not more than 55% of the company.

A country is treated as low-tax where the tax rate is less than 75% of tax applying if it was UK resident. The Inland Revenue has published a list of countries not treated as low-tax.  A company which is resident and carrying on business in a country in Part I of the list is excluded from the provisions.  A company in Part II is excluded unless the company benefits from specific listed exemptions.

The term carrying on business in a country means deriving at least 90% of income in the country of residence according to accounting standards, however disregarding profits or losses of a capital nature.  

The profits of a CFC resident in a country which is not on the list are taxed unless  the CFC pays a dividend of 90% of the profits which are subject to corporation tax, carries on real commercial transactions, other than in an investment business, chargeable profits do not exceed GBP50,000, at least 35% of the voting power is held by the public and the shares are quoted on a recognized stock exchange, or the activities were carried out for bona fide commercial motives and any reduction in tax was minimal or not the main purpose of the transaction.

3.3.4
Germany

The German CFC provisions can apply where German residents directly or indirectly hold more than 50% of the share capital in the foreign company and one German resident holds at least 10% of the share capital of the foreign company, the intermediate company yields passive income; and passive income was subject to a tax rate of less than 25%.

Passive income includes dividends, interest, royalties, and certain leasing transactions.  Dividend income is excluded if derived from an active subsidiary in the same country, or if the participation is an active business of the company.  The provisions do not apply if the passive income does not exceed DEM 120,000 and 10% of gross income of the company.

3.3.5
France

The French CFC provisions can impose tax on income derived by a controlled entity established in a low-tax jurisdiction. The provisions generally apply if a French company has a permanent establishment abroad or holds directly or indirectly at least 10% or FRF 150m in a non-resident entity which benefits from a low-tax regime.

3.3.6
Netherlands

The Netherlands has no controlled foreign corporation provisions.

3.3.7
Luxembourg

Luxembourg has no controlled foreign corporation provisions.

3.3.8
Italy

Italy introduced CFC provisions from 1 January 2001 where an Italian resident controls, directly or indirectly, a foreign entity resident in a tax haven listed by the tax authorities.  The profits of the foreign company are allocated to the resident on an accrual basis in proportion to their holdings. The income is subject to a separate tax  regime at the average rate applying to other gross income of the resident and at least 27%.

A person is deemed to control a foreign entity where the shareholder owns the majority of the voting rights; voting rights that allow a dominant influence on an ordinary shareholding meeting; or dominant influence on an ordinary shareholding meeting under other contract rights.

The provisions do not apply if a ruling is obtained that the CFC performs real industrial or trading activity in the other country, or the greater part of the resident shareholder's income is not concentrated in a fiscal haven.

3.3.9
Sweden

The Swedish CFC provisions apply to a resident shareholder in a foreign entity on a share of that entity's worldwide net profit, where the shareholder is liable to tax on their profit share in the foreign country, or at least 10% of the capital or voting rights in the foreign legal entity is controlled by the shareholder or associates, and at least 50% of capital or voting rights is controlled directly or indirectly by Swedish residents.

There is an exception for specified foreign companies, which are companies subject to similar tax to Sweden, and includes foreign companies resident and subject to income tax in listed treaty countries. The list includes presently all treaty partners, except Australia, Cyprus, Malaysia, Spain and Thailand.

A shareholder of a CFC is not entitled to deduct the CFC's losses from their other income; the losses can only be carried forward to be set off against any future taxable income from the CFC.  A shareholder of a CFC is not liable to Swedish tax on an actual distribution received from the CFC to the extent that they are liable to Swedish tax on their share of the CFC's net profit.

3.3.10  Switzerland

Switzerland has no controlled foreign corporation provisions.

3.3.11  Denmark 

A resident company is subject to tax under the CFC provisions on the net financial income of a non-resident subsidiary, where the subsidiary is controlled by the resident, the business of the subsidiary is mainly of a financial nature; and the profits of the subsidiary were subject to substantially lower taxation than would apply in Denmark. 

The provisions apply so that resident companies and their subsidiaries become subject to the group consolidation.  CFC losses are not set off against the profits of other group members, and can only be carried forward against future profits of the company.  

3.3.12  Australia

The Australian CFC provisions can apply to cause accruals taxation to an Australian company on earnings derived by an overseas subsidiary. In relation to dividend income derived by a US or UK company, attributable income is determined for a broad exemption listed country.
  If the company fails the active income test, then it includes tainted eligible designated income if this is not taxed.  Tainted income is defined as passive income.
  Passive income is defined as dividends, interest, etc.
 Eligible designated income is defined as designated income not taxed.
 Designated income includes interest, royalties, etc, but not dividends.
 The result is that dividends derived by the company are not attributable even if exempt in the US or UK.

The Foreign Investment Fund provisions can apply to share investments in companies which are not CFCs.
  Accordingly where US or UK companies are a CFC, the FIF provisions do not apply to the income of US or UK company to make the income attributable on an accruals basis.  

3.4
Interest Withholding Tax - Exemptions and Equity Swaps

3.4.1
Provisions

Cross border structured finance structures frequently include amounts treated as interest or dividends.  In relation to interest, there are several exemptions and structures which can reduce or eliminate tax.

One general structure is where a company uses a branch in a low taxing country to derive interest income.  Tax treaties generally allow a withholding tax reduction or exemption in the country paying interest based on the residence of the recipient company, rather than the low taxing country where the branch is situated.  Accordingly the recipient company and foreign branch can be used to derive interest income free of withholding tax. 

3.4.2
US

Payments of dividends and interest on U.S. securities to foreign persons are generally subject to withholding tax at the rate of 30%. Foreign persons may be entitled to claim reduced withholding rates (or complete exemption) under income tax treaties or under U.S. domestic law. The principal US provision which can exempt from withholding tax is the portfolio interest exemption, with most interest paid on U.S. securities qualifies as exempt portfolio interest.

In relation to portfolio interest, no withholding is required form interest unless the person required to deduct and withhold tax knows, or has reason to know, that such interest is not portfolio interest. Portfolio interest is defined to means any interest including original issue discount, which would otherwise be subject to tax and includes interest which is paid on any obligation which is not in registered form and is listed in the provisions,
 or interest which is paid on an obligation in registered form where the US person who would otherwise be required to withhold tax receives the required statement that the beneficial owner is not a US person. 
 Portfolio interest does not include any interest received by any person who owns 10 percent or more of voting stock.

The regulations require a withholding agent, generally the U.S. issuer or its paying agent, or the U.S. financial institution in whose name the securities are held, to withhold tax at the rate of 30% from payments to foreign persons, unless it has the required documentation of the entitlement to a reduction or exemption.
 The Qualified Intermediary (QI) regime allows certain foreign financial intermediaries to assume primary responsibility for withholding, or certify the applicable lower withholding rate under a treaty or the portfolio interest exemption.
 

3.4.3
UK

The lower income tax rate of 20% must be withheld from the payment of interest to non-residents. However, there is no withholding tax on interest payments to non-residents on quoted Eurobonds. The payment of short interest, i.e. interest paid in respect of borrowing of less than 1 year, is also exempt from withholding tax. In  addition withholding tax does not apply to non UK sourced interest.
3.4.4
Germany

Germany generally imposes domestic withholding tax on all interest, accordingly treaty relief is generally required if interest is paid from Germany to a non resident.

The domestic provisions provide that interest paid to non-residents on profit-sharing bonds and convertible loans is subject to withholding tax at the rate of 25%. 

Interest on coupons of bearer bonds that is not credited to a bank account at a foreign bank (over-the-counter transactions) is subject to withholding tax at the rate of 35%, increased to 36.93% by the 5.5% solidarity surcharge. 
 In the case of interest on a loan secured by a mortgage on German immovable property or on a German ship, corporate income tax is imposed by assessment at the general rate.  These rates may be reduced by tax treaties.

3.4.5
France

France does not impose withholding tax on interest paid to non residents on bank deposits, government bonds issued from 1 October 1984, corporate bonds issued from 1 January 1987, and loans contracted abroad.

Interest which is not exempt is subject to withholding tax, with the standard rate of 15%.  Lower or higher rates may apply depending on specific types of bonds.  These rates may be reduced by tax treaties.

3.4.6
Netherlands

The Netherlands has no withholding tax on interest. Interest payments on profit- sharing bonds are, however, treated as dividends and as such subject to dividend withholding tax.

3.4.7
Luxembourg

Luxembourg does not impose withholding tax on interest, except on interest from profit-sharing bonds.  Interest on loans secured by immovable property in Luxembourg may be fully taxed.

3.4.8
Italy

Italy does not impose withholding tax on interest on inter company loans.  In addition, interest on bonds issued by the state, banks or quoted companies paid to residents of countries having a tax treaty with Italy allowing exchange of information is also generally exempt, where the non-resident deposits the bond with a resident bank or other approved intermediary.  The exemption does not apply if the recipient is resident in a country outside the EU with a preferred tax regime.   Interest paid to non-residents on deposit accounts with banks and post offices is also exempt.

Interest payments which are not exempt are subject to withholding tax at 12.5% on bonds with maturity of at least 18 months, and 27% on other bonds with maturity of less than 18 months, as well as on bank deposits and current accounts, which can be reduced by tax treaties 

3.4.9
 Sweden

Sweden has no withholding tax on interest.

3.4.10  Switzerland

Switzerland does not impose withholding tax on ordinary loans, including loans from foreign parents to Swiss subsidiaries.  Withholding tax at 35% is levied on bank interest and on interest from publicly offered bonds, debentures and other instruments of indebtedness that are issued by a Swiss resident borrower, which can be reduced by tax treaties.

3.4.11  Denmark 

Denmark has no withholding tax on interest.

3.4.12  Australia

Australia has specific exemption from withholding tax under the public offer test.  The provisions allow five alternative tests for exemption on interest on debenture securities.
  The debentures can be offered for issue to at least 10 persons who were each carrying on the business of providing finance, or investing or dealing in securities, as participants in a financial market.  The persons must not be known or suspected to be associates of each other.
  An offer can include an inquiry from a potential investor unaware of the formal announcement of the issue,
 and can include an advertisement that the company wishes to issue debentures.

The debentures can also be offered for issue to 100 or more investors.  The test is designed to accommodate financing operations undertaken in retail capital markets.
  

The issuing company can have previously agreed with its dealers, managers or underwriters that a listing be sought for the issue on the stock exchange following issue.  The listing of the debenture on the stock exchange can occur after issue. 
  

The issuing company can quote the debentures as a result of negotiations initiated publicly in either electronic form used by financial markets for dealing in debentures,
 or other form used by financial markets for dealing in debentures.

The debenture can also be sold to a dealer, manager or underwriter on the basis that it will place the debenture in a capital market.  The dealers, managers or underwriters can subscribe for the debentures on their own behalf if there is an agreement to offer the debentures for sale within 30 days, and provide written advice stating the particular public offer test which has been satisfied. 

If no exemption applies, interest withholding tax may be imposed at 10%.  This rate may be reduced by tax treaties.

3.5
General Anti Avoidance

3.5.1
Provisions

There are several specific anti avoidance provisions which have been discussed above.  A significant issue for all structured finance transactions however is whether there is a general anti avoidance provision, so that a transaction with tax benefits can be cancelled where tax benefits are a significant element to the transaction.

3.5.2
US

The US does not have a general anti avoidance provision, however several doctrines, including substance over form, are used. 

3.5.2.1  Substance over form

The substance over form provisions are discussed by the IRS as follows:

To be respected, a transaction must have economic substance separate and distinct from the economic benefit achieved solely by tax reduction. Under the economic substance doctrine, the courts generally will deny claimed tax benefits where the transaction giving rise to those benefits lacks economic substance independent of tax considerations. The Tax Court recently described the doctrine as follows:

The tax law . . . requires that the intended transactions have economic  substance separate and distinct from economic benefit achieved solely by tax reduction. The doctrine of economic substance becomes applicable, and a judicial remedy is warranted, where a taxpayer seeks to claim tax benefits, unintended by Congress, by means of transactions that serve no economic purpose other than tax savings.

The seminal authority most often credited for laying the foundation of the economic substance doctrine is the Supreme Court and Second Circuit decisions in Gregory v. Helvering.

In Gregory, a transitory subsidiary was established to utilize the corporate reorganization provisions of the Code, to take advantage of a tax advantaged distribution from a corporation to its shareholder of appreciated corporate securities that the corporation (and its shareholder) intended to sell. Although the court found that the transaction satisfied the literal definition of a tax-free reorganization, the Second Circuit held (and the Supreme Court affirmed) that satisfying the literal definition was not enough:

To dodge the shareholder’s taxes is not one of the transactions contemplated as corporate reorganizations. 26 Since Gregory, several cases have denied tax benefits on the grounds that the subject transactions lacked economic   bstance.27 The economic substance doctrine can apply even when a taxpayer exposes itself to risk of loss and where there is some profit potential (i.e.,  there the transactions are real) if the facts suggest that the economic risks and profit potential were insignificant when compared to the tax benefits.28 In other words, the doctrine suggests a balancing of the risks and profit potential as compared to the tax benefits in order to determine whether the  transactions had “purpose, substance or utility apart from their anticipated tax consequences.”29

3.5.2.1  Anti shelter Provisions

There are specific anti avoidance provisions discussed by the IRS in Tax Topic 454  which include:

A tax shelter is an investment that usually requires substantial contributions with a degree of risk. It often involves current losses to produce future gains. An investment in low income property that provides depreciation benefits is one example of a legitimate tax shelter. Generally, the amount of your deductions or losses from most activities is limited to the amount that you have at risk. You are considered at risk in an activity for the following amounts: The amount of cash you invested in the activity, The adjusted basis of other property you contributed to the activity; and The amount you borrowed to invest in the activity, to the extent that you are personally liable on the loan or have pledged property not used in the activity as security. For more information on the at–risk rules, refer to Publication 925, Passive Activity and At–Risk Rules. 

Note – –Tax shelter trade or business activity losses or credits are often considered passive activity losses or credits. Such losses or credits may only be used to offset income from other passive activities. They cannot be deducted against other income such as wages, salaries, professional fees, or portfolio income such as interest and dividends. Allowable losses or credits are computed on Form 8582, Passive Activity Loss Limitations.

The excess passive losses and credits generated from passive activity tax shelters can be carried forward until you can use them or until you dispose of your investment in the tax shelter.

For more information on passive income and losses, refer to Tax Topic 425, or to Publication 925.

Abusive tax shelters exist solely to reduce taxes unrealistically. Abusive tax shelters are often marketed by promising a larger write-off than the amount invested. These schemes involve transactions with little or no economic foundation. Generally, one invests money to make money. A legitimate tax shelter exists to reduce taxes fairly and also produce income. As with any investment, a real tax shelter involves risks, while an abusive tax shelter involves little risk, despite outward appearances.

A series of tax laws has been designed to halt abusive tax shelters. These include requiring sellers of tax shelters to register them using Form 8264, Application for Registration of a Tax Shelter, requiring sellers to maintain a list of investors, requiring investors to report the tax shelter registration number on their tax return using Form 8271, Investor Reporting of Tax Shelter Registration Number, and requiring investors to disclose the tax shelter on their tax return using the form described in 1.6011 — 4T(c) of the Income Tax Regulations.

Investors in abusive tax shelters whose returns are examined may be required to pay more tax, plus penalties and interest. Also, promoters of abusive tax shelters may be liable for significant penalties.

There are several legitimate investments you can make that will defer income until a later date, such as Individual Retirement Arrangements, retirement plans for self–employed individuals, and deferred annuities. These are not considered tax shelters because they usually do not involve tax losses. For more information concerning tax shelters, including issues to consider before investing, refer to Publication 550, Investment Income and Expenses.

3.5.3
UK

There is no general anti-avoidance provision in UK law. Commencing with the Ramsey case in 1981, the courts may have regard to the substance of a transaction rather than to its legal form.  This may result in not recognising for tax purposes any steps in a series of planned transactions that have no commercial purpose other than the avoidance of a liability to tax.

Lord Brightman in Furniss v Dawson 
 summarised the Ramsay doctrine. If the statutory language was construed as referring to a commercial concept, then it followed that steps which had no commercial purpose but which had been artificially inserted for tax purposes into a composite transaction would not affect the answer to the statutory question. The government had argued that the payment was purely for the purpose of avoiding tax and therefore fell within the principle in WT Ramsay Ltd v Inland Revenue Commissioners 
 and should be disregarded. The absence of a commercial purpose meant that they did not count as payments within the meaning of s 338.

In Macniven v Westmoreland Investments Ltd,
  the House of Lords held that general anti avoidance principles did not apply to a transaction with a tax purpose rather than a commercial purpose.  A company borrowed a capital sum from a lender for the sole purpose of paying off accrued interest owed to the same lender, to create an allowable deduction for corporation tax purposes.  The Court held that the company had paid the interest and the payment was an allowable deduction.  

Accordingly if a transaction falls within the legal description, it made no difference that it had no business purpose. Having a business purpose was not part of the relevant concept.  Even if a statutory expression referred to a business or economic concept, one could not disregard a transaction which came within the statutory language, construed in the correct commercial sense, simply on the ground that it was entered into solely for tax reasons. 

Following the Macniven case the anti avoidance doctrine should generally not apply to transactions done with a tax purpose, where the related provisions have a legal meaning and those terms were complied with, rather than setting out a commercial concept.
3.5.4
Germany

The general anti-abuse provision in Germany can apply if structure is considered an abuse if it is unusual and if it was chosen exclusively for tax reasons.
 The anti-abuse provision does not prohibit the use of advantageous structures if there is at least one economic reason for the structure, in addition to the tax advantages.

If there is an abuse of law, the structure is disregarded for tax purposes, and the tax arises in the same way as if a normal structure had been used.

3.5.5
France

France does not have a general anti avoidance provision.

3.5.6
Netherlands

The Netherlands has general anti avoidance principles under which artificial or simulated transactions may be ignored by the tax administration and the Courts of Appeals through a determination of the facts rather than the form. In addition, there are two specific provisions to combat tax avoidance or evasion:

(1)
Just levying, richtige heffing, under which the legal act in dispute may be ignored for tax purposes.
  This procedure is subject to prior approval by the Ministry of Finance and involves a lot of administrative work. Therefore, this procedure is not commonly used;

(2)
Abuse of law, fraus legis, which is not laid down in tax law but is an interpretation method developed in case law. Under this provision, the spirit of the law is decisive, rather than the exact wording. The transaction in dispute may be converted to the closest equivalent which does not give rise to an abuse of law. 

3.5.7
Luxembourg

Luxembourg does not have a general anti avoidance provision.

3.5.8
Italy

The Italian general anti avoidance provision has limited scope, and provide that the tax authorities may disregard single or connected acts, facts and transactions intended to circumvent obligations and limitations provided under tax law and to obtain tax savings or refunds otherwise undue.
 Such anti- avoidance provision is applicable provided that such acts, facts or transactions include one of the following:

-
transformations, mergers, divisions, voluntary liquidations and distributions to the shareholders other than profit distributions;

-
contributions to the capital of companies and transactions concerning branches of activity;

-
transfers of credits;

-
transfers of excess tax credits;

-
operations covered by the legislation implementing the Merger Directive;

-
operations concerning transfers and valuations of participations and transfers of securities, foreign currencies and precious metals and transactions on derivative instruments.

In order to disregard the above operations for tax purposes, the tax authorities must first inform the taxpayer of the reasons for the application of the anti-avoidance provision. The taxpayer has the right to provide justifications. If such justifications are rejected, the tax authorities must expressly state the reasons for such rejection in the notice of assessment.

3.5.9
 Sweden

Sweden does not have a general anti avoidance provision.

3.5.10  Switzerland

Switzerland does not have a general anti avoidance provision.

3.5.11  Denmark 

There is no statutory general anti-avoidance provision, but the courts have, in several cases, applied a kind of "substance over form" principle. The Supreme Court decision of 11 February 1998 also referred to the existence of a general anti-avoidance rule in case law. 

3.5.12  Australia

The general anti avoidance provisions provide that the Commissioner has the power to make a determination cancelling a tax benefit.
   The provisions can apply where there is a ‘scheme’, there is a ‘tax benefit’ connected with the scheme; and the sole or dominant purpose of the scheme is to obtain the tax benefit. There have been several cases on the application of the provisions.  

In Spotless Services, an investment in an overseas deposit which returned exempt interest income under previous tax provisions was held by the High Court to be subject to the provisions, on the basis that the dominant purpose of the investment was to obtain the tax benefit.
 

In Eastern Nitrogen,
 the provisions were held not to apply to the sale and leaseback of manufacturing plant.  The Full Federal Court held that the transaction  was a financing arrangement but not a loan, and that the prevailing or most influential purpose was to obtain a very large financing facility on the best terms reasonably available.

In Consolidated Press, 
 the High Court held that the provisions applied to an arrangement to obtain interest deductions relating to a foreign equity investment.  In the case the borrowed funds relating to an intended UK acquisition were used for an equity injection in an intermediate Australian holding company, rather than to invest directly in an overseas subsidiary.  Though the overall transaction had a dominant commercial purpose, the funding arrangement relating to the Australian intermediary was held to have a dominant purpose of obtaining a tax benefit, and the anti avoidance provisions therefore applied.

A transaction which is primarily intended to provide tax benefits is therefore likely to be exposed to review under the provisions.  It is therefore always necessary in considering the tax position of an arrangement that strong commercial benefits are the reason for the transaction, and that any tax benefits are not the dominant reason.

4.
Conclusions

4.1
Trends in Anti Avoidance

The trend in anti avoidance is towards a combination of specific provisions and general anti avoidance or substance over form provisions.  

The most significant changes relate to the debt equity provisions, and the position of new cross border hybrid securities.  The progress of cases relating to the tax avoidance provisions discussed above should also be noted, as there are currently different approaches being taken by the respective legislators and courts.  

The domestic provisions may permit a transaction where there are dominant commercial considerations.  A cross border tax arbitrage may be consistent with this requirement because the structure complies with the tax provisions in the respective countries concerned, and constitutes a genuine funding or investment transaction.

4.2
Scope and Opportunities

There is a continued requirement for funding domestic and overseas investment opportunities, and tax considerations will continue to be a significant issue in evaluating funding and investment opportunities.  The position of cross border transactions has changed significantly in recent years with the changes including new hybrid entity and hybrid security provisions. 

Cross border opportunities continue to be a significant way of enhancing transactions, providing the commercial advantages are the primary consideration.
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� Refer to BDO, Inward Investment  Tax Implications: Switzerland, at   www.intax.co.uk


� Section 11(1), Corporate Income Tax Law.


� Section 11(1).





� Section 11(3).


� Section 11(4).


� Section 11(1).


� Section 820-85 Tax Act 1997


� Section 820-185 Tax Act 1997


� Sections 820-95 and 820-195 Tax Act 1997


� Sections 820-105 and 820-215 Tax Act 1997


� Section 820-110 Tax Act 1997


� Sections 820-310 and 820-405 Tax Act 1997


� Sections 820-315 and 820-410 Tax Act 1997


� Section 820-505 Tax Act 1997


� Code Section 952.


� Code Section 954(c).


� Code Section 957.


� Refer to Outward Investment Tax Implications: United States, BDO, www.intax.co.uk





� Sections 747 to 756, Schedules 24 to 26 Income and Corporation Taxes Act 1988


� Section 416.


� Schedule 25


� Sections. 7 to 14, Foreign Tax Law.


� Article 209B, Tax Law Code.


� Article 2359, Civil Code


� PriceWaterhouseCoopers, Tax News Network, 13 December 2000.


� Section 32(1), Corporate Income Tax Law


� Section 385 Tax Act 1997


� Section 386 Tax Act 1997


� Section 446 Tax Act 1997


� Section 317 Tax Act 1997


� Reg 152D Tax Act 1997


� Section 494 Tax Act 1997


� Section 1441(9) 


� Code Section 163(f)(2)(B)


� Section 871(h)


� A foreign investor that is the beneficial owner must furnish the borrower with a Form W-8BEN.  Flow-through entities such as certain partnerships and trusts should provide a Form W-8IMY to the payor, and attach to it the Forms W-8BEN of its beneficial owners.





� Refer to Carter, Ledyard & Milburn, New York, 26 October 2000





� Section 43a(1) No. 1 income Tax Law, increased to 26.38% by the 5.5% solidarity surcharge.


� Section 43a(1) No. 4 Income Tax Law.


� Section 128F(3) Tax Act 1936


� Taxation Determination TD 1999/13


� Taxation Determination TD 1999/8


� Taxation Determination TD 1999/24


� Taxation Determination TD 1999/14. This includes where an issuer of debentures sends letters to at least 100 persons whom it may reasonably regard as having acquired debentures from time to time;  offers made to at least 100 customers of a stockbroker who have previously purchased debentures;  offers made to at least 100 persons who have not previously purchased debentures from a stockbroker, but whom the broker has reason to believe may be interested in acquiring debentures or other securities; and  an agent acting on behalf of the company approaches at least 100 customers with an offer of the debentures for issue.


� Taxation Determination TD 1999/15


� Taxation Determination TD 1999/16 The company's offer of debentures can be quoted on an electronic financial information source, such as Reuters financial services or Bloombergs. The name of the company issuing the debenture must be included in the quotation, together with either the name of the program or the principal amount and the maturity date;


� Taxation Determination TD 1999/16. This includes publications monitored by financial markets as a source of information including a leading financial newspaper in London or New York, or prospectus or offering circulars publicly available in capital markets.


� Taxation Determination TD 1999/18


� www.irs.gov/pub/irs-utl/ ii.b_-_judicial_doctrines_ii.pdf


� Topic 454 Tax Shelters, at www.irs.gov


� [1984] AC 474, 527


� [1982] AC 300


� Daily Law Notes at www.lawreports.co.uk


� Section 42, General Tax Code.


� Article 31, General Law on Taxation.


� Article 37 Presidential Decree 600/73


� Decision TfS 1998, 199 HRD.





� Part IVA, particularly Section 177D Tax Act 1936


� FC of T v Spotless Services Ltd, 96 ATC 5201


� Eastern Nitrogen Ltd v FC of T, 2001 ATC 4164.  This decision is similar to the related case FC of T v Metal Manufacturers Ltd, 2001 ATC 4152.  Both cases are currently on appeal to the High Court.


� FC of T v Consolidated Press Holdings, 2001 ATC 4343
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