

















base company income includes foreign base
company sales or foreign base company services
income. Such income is generated from trian-
gular sales or services, where one leg of the
transaction is between related parties. Such
triangular transactions could be used to shift
income to a low-tax jurisdiction by manipu-
lating the prices that the related parties
charged each other for the activities or serv-
ices rendered.

In another scenario under the Subpart F
rules, it becomes impossible to defer tax if the
foreign corporation’s earnings are invested in
the U.S. Such investments are considered to be
the economic equivalent of a deemed dividend
to the U.S. parent. As with a true dividend, the
amount of the investment is considered taxable
in the current year even though no actual divi-
dend was declared or paid.

Yet another technique that was used to shift
income out of the U.S.—until it was specifically
disallowed—was to transfer appreciated prop-
erty out of the country. This was known as the
outbound transfer.

The U.S.foreign tax credit and intellectual
property

The treatment of outbound transfers of intangible
assets such as intellectual property (IP) is particu-
larly worth noting. This has been specifically for-
bidden in the tax avoidance rules. When intangi-
bles are transferred to a controlled foreign
corporation, the company is treated as having sold
the intangible at fair market value in exchange for
royalties over the life of the property. Fair market
value is determined based on the income attribut-
able to the intangible. Why such a harsh treat-
ment? The reason is that deductions and tax cred-
its for development expenses were allowed against
U.S. taxable income while the future resulting in-
come would be deferred indefinitely from current
U.S. taxation. Obviously, U.S. tax authorities want
to prevent that from happening,

The main imperative—'Walk the Line’

Taking all the provisions of the U.S. foreign tax
credit into account, it becomes evident that, in
structuring foreign operations and in seeking to
minimize the overall effective tax rate of a com-
pany, global start-ups must “walk the line” be-
tween the hazards of the “tax avoidance provi-
sions” and the benefits of tax credits and tax
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deferral, in order to minimize their tax liability.
Clearly, the skillful application of the U.S. foreign
tax credit can result in substantial reduction of tax
liability for companies doing business overseas.
But there are many pitfalls. Subpart F restrictions
are difficult to understand, and if missed, they can
negate the positive effects of the credit. In the
worst case scenario, the start-up may wind up
owing a double tax and paying out all, if not most,
of its profits in taxes, thus becoming a member of
the 100% club.

Conclusion

Start-ups and their founders/owners/investors
who are engaged in borderless Internet and e-
commerce transactions, outsourcing develop-
ment of intellectual property, or whose ambition
is to establish a beachhead in another country and
to become globally relevant, must deal with issues
of tax jurisdiction, not only for the business but
also for themselves and their employees. The
complexities and conflicts among international
tax laws effectively require that an international
tax practitioner be a member of the advisory team.

The right time to engage in international tax
planning is when the company is being formed.
The appropriate form of legal entity for inter-
national operations located in the US. or
abroad; the necessity to establish potential sub-
sidiary entities in multiple countries to mini-
mize the worldwide effective tax rate can best
be achieved when the start-up is being formed.
It is possible to restructure an existing business
structure but it can be very expensive and the
result will seldom be optimal. When the start-
up is in a pre-revenue phase, an international
tax plan may, under certain circumstances, be
customized so that it is phased in, as revenue is
generated, provided the foundation has been
set up properly at the outset.

An entrepreneur thinking about starting a
business—domestic or global—is well-advised
to seek the assistance of a full service account-
ing firm with international expertise that can
work with the entrepreneur’s legal team and
help guide them through the process.

A full-service accounting firm with interna-
tional experience can assist entrepreneurs de-
veloping global start-ups by developing effec-
tive strategies to minimize tax liability in global
operations. Such a firm can and should be en-
gaged to work alongside the entrepreneur’
legal team. M
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