










is in contrast to the territorial system used by 
many other countries, which taxes on ly the in 
come earned on their so il. 

The good news 
Having asserted that broad right to tax, the u.s. 
then proceeds to unilaterall y limi t or rest ri ct its 
tax coll ection in a number of ways. The rul es gov
erning these limitations provide an opportunity to 
red uce or el iminate double taxa tion and defe r 
payment of u.s. tax indefinitely and thereby re
duce the overall effecti ve tax rate on profits. 

The bad news 
To limit tax abuse and to prevent the erosion of the 
U.S. tax base, the government also imposes a fur 
ther se t of rules designed to limit the amount of 
foreign tax credits that are all owed in anyone year 
and to restrict the ways that a business can defer 
paying tax on foreign income. 

Why good planning is key 
[n other words, the rul es and res tri ctions that 
app ly to the foreign tax credit and deferral provi 
sions are complex and diffi cult to nav igate. As in 
all fore ign tax pl anning, skill and experience are 
needed to help a global start-up stay out of the 
"100% club:' 

The challenge for entrepreneurs is to steer 
clear of the pitfall s created by the "tax avo id 
ance provi sions:' wh ile taking adva ntage of all 
the benefits allowed to avo id doubl e taxa tion 
and the deferral of tax on un -repatriated for 
eign earnings. 

Help with the elimination of double taxation 
There are several mechanisms the u.s. uses to re
duce the tax burden: 
• Elimination of tax: This is the Sim ples t mech

anism. The foreign tax credit provides a direct 
credit for foreign taxes against the u.s. tax li a
bility. 

• Deferral or postponement of current u.s. tax 
on the foreign earnings of controlled foreign 
corporations: Generall y, ea rnings of a foreign 
subsidiary are not taxed until divi 
dends/di stributions are made to the U.S . par
ent, or when a ga in is rea li zed upon the sale of 
the stock of a corporation or upon liquidation. 

• Reduction of tax: SpeC ial deduct ions and ex
emptions are issued, such as the exemption for 
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certain ea rned income of qualified U.S. citi zens 
or U.S. residents living abroad or allows foreign 
tax cred its more broadly than the statute. 

• Treaties: There are a number of agreements 
among nations where the u.s. relinquishes or 
limi ts certain taxing rights. • 

if entrepreneurs put the effort into tax 
planning early on, they will find that the extra 
work involved is amply rewarded. 

Sin ce many of these rules are formali sti c in 
nature, va rious tax results can be achieved by 
simil ar businesses based on the manner they 
have stru ctured their business and th e extent 
and type of tax planning they have done. In this 
respect also, intern ational tax planning can be 
a co mpetitive advantage for an entrepreneur, 
vis-a-v is co mpetitors. 

The challenges of limitations on tax avoidance 
With one hand the u.s. giveth , with the other, it 
taketh away. Wh ile unilaterally limiting its author
ity to tax, the U.S . over the yea rs has continued to 
tighten enforcement on perce ived abuses that 
were seen to be eroding the u.s. tax base. It has 
curtailed many tax avoidance techniques involv
ing income ea rned offshore. 

Genera lly, a U.S. corporation operating 
abroad via a branch must pay tax in the U.S., in 
the current year on its worldwide income, and 
can use some or all of the fo reign taxes paid to 
host governments as a credit to reduce its U.S. 
tax payment. I f. however, a u.s. corporation is 
operating abroad through a forei gn corpora
tion, U.S. taxation is deferred until a divi 
dend /di st ribution is made by the foreign cor
porati on. Therefore, one of the main goa ls of 
the tax avo idance provisions was to eliminate 
or restrict the ab ility of corporations to defe r 
the payment of u.s. tax on current foreign 
earnings. 

Since the [(ennedy era , elaborate rules ca ll ed 
Subpart F have been enacted, des igned exp lic
itly to redu ce or eliminate deferral on certain 
types of income. A particu lar focus of the rules 
was the set of techniques (described below) by 
which a company "shifted" certain types of in 
come to a company offshore in a low taxed ju 
ri sd ict ion. 

For in stance, ce rtain inco me known asfor
eign personal holding company income ca n no 
longer be used to shelter in co me from passive 
inves tm ents in a low taxed jurisdicti on. O ther 
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base company incom e includ es foreign base 
company sales orforeign base company services 
incom e. Such income is ge nerated from trian 
gular sales or serv ices, w he re one leg of th e 
tran saction is be tween related parties. Such 
triang ular transac tions co uld be used to shi ft 
in com e to a low-tax jurisdiction by manipu 
lat ing the pri ces that th e related part ies 
charged each o the r for the activ iti es or serv
ices rende red. 

In another scenario under the Subpart F 
rul es, it becomes impossible to defer tax if the 
foreign corporation's earn ings are invested in 
the US. Such investments are considered to be 
the economic equivalent of a deem ed dividend 
to the US. parent. As w ith a true dividen d, the 
amount of the investment is considered taxable 
in the current yea r even though no actu al divi 
dend was declared or paid. 

Yet another technique that was used to shi ft 
income out of the US. - until it was specifica ll y 
disallowed - was to transfer appreciated prop 
erty out of the country. T his was known as the 
outbound transfn 

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 wo rth noting. T his has been specifica lly for 
bidden in the tax avo idance rul es. W hen intangi 
bles are transferred to a controll ed foreign 
corporation , the company is treated as having sold 
the intangible at fair market va lue in exchange for 
royalti es over the I ife of the property. Fai r market 
value is determined based on the income attr ibut
able to the intangible. W hy such a harsh treat
ment<' The reason is that deductions and tax cred
its for development expenses were allowed against 
US. taxab le income while the future resulting in 
come would be deferred indefinitely from current 
US. taxation. Obviously, US. tax authorities wan t 
to prevent that from happening. 

The main imperative-Walk the Line' 
Taking all the provisions of the US. fore ign tax 
credit into account, it becomes evident that, in 
structuring foreign operations and in seeking to 
minimize the overa ll effective tax rate of a com
pany, global sta rt-ups must "walk the line" be
tween the haza rds of the "tax avo idance provi
sions" and the benefits of tax credits and tax 
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deferral, in order to minimize their tax li ab ility. 
C lea rly, the skillful application of the US. foreign 
tax credit can resul t in substanti al reduction of tax 
li ability for compan ies doing business ove rseas. 
But there are many pitfa ll s. Subpart F restrictions 
are difficult to understand, and if missed, they can 
negate the positive effects of the cred it. In the 
worst case scenario, the start -up may wind up 
owing a double tax and pay ing out all, if not most, 
of its profits in taxes, thus becoming a member of 
the 100% club. 

Conclusion 
Start -ups and thei r fou ndersl owners/ i nvesto rs 
who are engaged in borderl ess Internet and e
commerce tra nsactions, outsourcing deve lop
ment of intell ectual prope rty, or whose ambition 
is to es tabli sh a beachhead in another country and 
to become globa lly relevant, must deal with issues 
of tax jurisdi ction , not only for the business but 
also for themselves and their employees. T he 
complex iti es and confli cts among in ternat io nal 
ta x laws effectively require that an international 
tax practitioner be a member of the advisory team. 

T he ri ght time to engage in international tax 
plann ing is when the company is being formed. 
T he app ropr iate form of lega l entity for in ter 
national operatio ns located in the US. or 
abroad; the necessity to establish potential sub 
s idi ary e ntiti es in multiple countri es to mini 
mize the wo rldwide effective tax rate can bes t 
be achieved w hen the start-up is being formed. 
It is possible to restructure an existing business 
structure but it ca n be ve ry expensive a nd the 
result will seldom be opt ima l. When the sta rt 
up is in a p re- revenue phase, an internationa l 
tax p lan may, unde r ce rtain c i rc um stan ces, be 
customized so that it is phased in , as revenue is 
generated, prov ided the foundation has been 
set up properl y at the o utse t. 

An ent repreneur thinking abo ut starting a 
business - domestic or global - is well -advised 
to seek the ass istance of a full service account
ing firm with inte rnatio na l expertise that can 
work with the entrep ren eur's legal team and 
help guide them through the process. 

A full -se rvice accou nting firm with interna
tional expe rience can ass ist entrepreneurs de 
veloping global start-ups by developing effec
tive st rategies to minimize tax liab ility in globa l 
operat io ns. Such a firm can and shou ld be en 
gaged to wo rk alongside the entrep rene ur's 
lega l team. • 
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