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The same turbulence that has chall enged the 
globa l economy has also created pockets of oppor
tunity around the world. Simultaneously, entre
preneurship is at a high, as recent co ll ege gradu 
ates create their own opportunities, as layoffs at 
senior levels transform executives into entrepre
neurs. And the evolution of technology, along 
with the booming growth of worldwide networks, 
has made it possible for those same entrepreneurs 
to launch businesses that can operate immediately 
on an international basis. Now, as neve r before in 
histor y, a business can be "global from birth:' 

But predi ctabl y, as in a ll entre pre neuri al 
ventures , with opportunity com es s ignifi ca nt 
ri sk. Planning, launching, and growing a start 
up are complex tasks- a ll the more so when the 
star t-up must operate from the beg inning on a 
globa l scal e. To be successful, the fo unders 
must be prepared for an in tens ive, accelerated, 
and ongoing planning process. T hey fa ce a se 
ri es of critica l decisions that wi ll d ete rmine 
success or failure. 

Questions they must anti cipate a nd address 
include how to structure the business and what 
juri sdiction to incorporate in . Predictably, 
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much of their effort must be direc ted at tax 
planning. The leader of a global start-up must 
determine almost immediately how to plan for 
taxat ion in multipl e worldwide juri sdictions. 
Failure to engage in comprehensive up -front 
planning can lead to tax consequences so se 
vere that they can put the fl edgling start-up out 
of busi ness. 

Consultation with lega l and accounting pro
fessiona ls well versed in international taxation 
and globa l commerce should be among the first 
item s on the entrepreneur's "to do" list. These 
profeSSionals can provide guidance through the 
labyrinth of tax rul es and reg ul ations. Taking 
thi s step in the ea rly stages will help ensure that 
pitfalls are avo ided and tbe business ca n g row 
unencumbered by the misbandling of interna 
tional tax. 

At the outset, the global entrepreneur needs 
to address two basic but far-reacbing questions: 
What should I be? and Where should J base my 
operation? T hat is, how should the entity be 
structured? What a re the tax con sequences of 
establi shing a headquarters in one jurisdic tion 
vs. another? Embedded in the second question 
is another critica l issue: Ho w can J effectively 
avoid paying double tax, or worse, being taxed at 
100% of my income? Membership in the "100% 
club" is so mething to be avoided if at a ll possi-
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• 
In many 
respects, the 
time has never 
been better to 
launch a global 
start-up. 

3 



• 

ble. T here are seve ral rem edies fo r do uble taxa
tion , am o ng th em th e effective use of the US. 
foreign tax credit. 

Much as the process is chall e nging, effec ti ve 
international tax pla nning can also provide ye t 
another form of a competitive advantage for an 
entrepre neur ove r competitors that are no t as 
knowledgeable o r skill ful in the deve lopment 
of intern ation al tax strategies . In o ther wo rds, if 
entrepreneurs put the effo rt into tax pl anning 
early on , they will find th at the extra wo rk in 
volved is ampl y rewa rd ed . 

The followin g provides an overvi ew of majo r 
tax issues fo r global start-ups, and outlines 
methods for arri ving at an optimal finan cial 
structure while minimizing ove rall tax li ability. 

How should the entity be structured? 
A start-up founder/CEO can select from two 
main options to house the entity- a corporation o r 
a transparent entity (pass through entity) . 

In the United States, the income of a "C" cor
pOl'ation is taxed twice- once at the corpo rate 
level and the n again when the net-afte r- tax
earnings are di stributed as dividend income to 
the shareholder. 

"Vhen start -ups asp ire to go glo bal, they 
o ften ove rlook the impact that intern ati o nal tax 
structures and offshore ope rati o ns will ulti 
mately have on the i r o pe ra ti o ns and on the i I' 
inves tors. Start -ups need to understand the im 
plicati o ns and take proacti ve m easures that w ill 
help avo id double taxa ti o n and minimize th eir 
ove ra ll effecti ve tax ra tes. 

T he re are multiple ways of ap proaching in 
te rn ati o na l tax structures. If the sta rt-up will 
initi a ll y o perate in the United Sta tes, it might 
still be benefi c ia l to fo rm the sta rt-up in a for
eig n jurisdictio n at the ve ry o utse t. In the case 
o f a start -up that is develo ping intangible as
se ts, for example, it can be ve ry costl y to trans
fe r such asse ts to a related o ffsho re entity at a 
future time when va lue has been created. 
Therefo re, it might be benefi c ial to have the in 
tangibl es owned initi a ll y by an offsho re entity, 
eve n though intang ible develo pme nt is being 
perfo rmed at an arm's length price by a related 
US. entity. 

Jurisdi ction plays perh aps th e most criti cal 
ro le in the tax structure o f a business . The In 
tern et provid es boundl ess and borderless op
po rtunities. Whe n launching a n Inte rn et or e
comme rce business, there is a stro ng possibility 

Planning, launching, and growing a start-up are complex tasks-all the more so 
when the start-up must operate from the beginning on a global scale. 
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Alte rnati ve ly, a s ta rt -up might b eg in as a 
tran spare nt entity, s uch as a partn e rship, a 
limited liability company or a US . Subchap 
te r S corporation. Th ese entities ge nera ll y do 
not pay in come tax on the ir in com e becau se 
the own e rs includ e th eir share of th e sta rt 
up's in com e in the ir own tax return s. At pres 
e nt , the maximum fed e ral ta x rate for indi 
vidual s is 35% (not including payroll tax), 
thus tax on th e start -up's di s tributed ea rnings 
can be s ig nifi ca ntl y redu ced by beginning 
ope ration s as a fi scall y tran spare nt e ntity. 
Subj ec t to li mitation , bus in ess losses in 
c urred by a transparent entity, whi ch can be 
significant in an e ntity's ea rl y years, might be 
dedu c tibl e by th e s tart -up's own e rs aga in st 
other sou rces of in come. 

Where should the operation be based? 
The entrepreneur needs to think about three main 
options for locating the business . In the United 
States' Somewhere in Europe? In a lo w-tax rate ju 
risdiction ' 

CORPORATE TAXATION JANUARY I FEBRUARY 20 11 

that a start-up will be glo bal- in o ne way o r an
other. For example, a business m ay li cense soft 
wa re or have sa les in no n-US. jurisdi c tions or 
it may outsource some o f its development to 
India , the Ukraine, or Is rael. C onve rsely, there 
may be a non - US. parent co mpany, say in Israel 
o r Europe, which has se t up a branch or a sub 
sidia ry in the US. T hese types of arrangem ents 
categorize a sta rt-up as a "global business:' 

Therefore, an entrepreneur must understand 
the basic aspects of internati o nal ta x law that will 
gove rn which countries have the ri ght to tax the 
future profits of not only the business but also its 
owners and employees. T he entrepreneur needs 
to know what ac tiviti es wi ll create a "taxable 
presence" on a state or federal level. In addition , 
the entrepreneur needs to understand which 
countries will provide tax benefits, tax holidays 
and the use of current tax losses. 

Nationality and territoriality 
T he first step to deciphering in te rnati o nal tax law 
is to understand the concept of jurisdi ction. Juri s-
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dicti on defines the "taxing ri ghts" of a country, 
over peo ple and transactions. Taxing rights are 
generally imposed based on two ove rriding prin 
ciples: nationality and/or territoriality. 

Nationality for individ ual s is easy. It de
pe nds on citi zen ship. A citizen of the US. is a 
pe rson born or naturalized in the US. Nation 
a lity for a US. corporation , howeve r, depends 
on w here in corporation took place. T he US. 
taxes its ci ti zens, non -citizens who are US. res 
idents, and corporations that we re in corpo
rated in the US. on the ir worldwide income re
ga rdl ess of where they do business. It should be 
no ted that the US. is o ne of the few countries 
that bases jurisdiction to tax on "nationality:' 

Territoria lity, on the othe r hand , depends on 
the location of people, property, income, or 
wealth. Countri es that utili ze a territor ial sys 
tem of taxation impose tax on business profits 
of a nonresident ea rned within their country as 
well as investment incom e arising within their 
country such as dividends, inte rest, royalties, 
and rents. Income ea rned by res idents outside 
the country is not subj ect to loca l tax unde r a 
territorial system. 

Outbound VS. inbound 
Understanding taxing rights of va ri ous countries 
is only one piece of the jurisdiction puzzle. An en
trepreneur must also understand how the move
ment of a start-up's business transactions is char
acterized- a concept that is often thought of in 
terms of "outbound" \IS. "inbound." 

In the case of an outbound transaction from 
the United States, US. citi zens, res idents, and 
corporations are conducting busin ess and in 
vesting outside of the US. Such investments 
can take pl ace directly o r thro ugh US. o r fo r
eign corporations, partnerships, o r other types 
of entiti es. As mentioned above, the US. wi ll 
tax o nl y citi zens, res idents, and do mesti c co r
po rations on their worldwide income. Income 
of transparent entities such as pa rtnerships 
wo uld be taxed to the owners. 

Alternatively, with an inbound transaction , 
non -res ident aliens or foreign co rporations are 
ope rating or investing in the US. Ge nerally, 
such entities are not subj ect to US. taxation on 
their wo rldwide incom e. Rather, they are taxed 
under a terr itorial con cept based either on US. 
net taxable incom e or on US. g ross incom e. 
Gross incom e, representing non business or in 
vestment incom e in the US. is taxed at a rate of 
30%, unless such rates are reduced by applica-
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tion of an incom e tax treaty entered into with 
the non -residen t's home country. 

Avoiding double taxation and membership in 
the '100% club' 
Understanding the basis of a country's taxing rights 
helps to better understand the types of situati ons 
that could lend themselves to double taxation. 

Imagine a tournament of "World C up Soc
cer" where each referee uses a unique loca l rule
book. Conflicts wo uld inevitably arise. In inter
nationa l tax law, the gam e is no different. 
Co nflicts among countries with unique taxing 
ri ghts arise and can result in double taxation for 
the taxpaye r. In fact, if not addressed co rrectl y, 
taxes ca n be imposed by num erous jurisdi c
tio ns - poss ibly resulting in an overa ll tax rate 
in excess of 100% of profits! • 

Membership in the' 100% club' is something 
to be avoided if at all possible. 

Double taxa tion can present itself in a va ri 
ety of di fferent scenarios such as: 
• Multiple countries assert taxing rights over 

the start-up: Two countries each claiming that 
the sta rt-up is a resident and taxable in their re
spective country. 

• Multiple countries assert taxing rights over 
the transaction: Two countries claim that the 
income from a particular transaction is ea rned 
in and should be taxed by each country. 

• Split tax assertion over party and transac
tion: One country claims that it is entitl ed to 
tax the start-up because it is a res ident of its 
country and the other country cl aims that it 
has the right to tax because the transacti ons are 
taking place within its borders. 

How to avoid the pitfalls 
Whi le most taxpayers are moti vated to reduce 
double taxation, most countries are motivated to 
maximize their revenue, especia ll y during eco
nomic downturns. Yet, the international tax world 
is not the "Wi ld Wesf' Government efforts exist to 
alleviate double taxation in order to promote in 
ternational trade. 

Th ro ugh coordinat io n among co untri es 
direc tl y with each other or v ia m embe rship in 
organi za ti ons such as the Organization for 
Eco no mic C o -operation and Development 
(OECD), effo rts are mad e by govern m ents 
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and bus in esses to mi nim ize inte rn a ti ona l 
co n fli cts and prov id e a fa ir shari ng of th e 
g lo ba l tax p ie. 

Unilateral methods. T he fo ll owing unil ate ral 
meth ods can help start-ups all eviate do uble taxa

tio n. 
Some countr ies do not tax fo reign inco me of 
their citizens, reside nts, or co rpo rati ons. 

O th er co untri es offe r a credit fo r fo reign taxes 
paid on income ea rn ed abroad. In add itio n, 

some countri es offer a ded ucti o n fo r fore ign 
taxes pa id rather th an a cred it. 
Bilateral methods applied via tax treaties. 

Trea ti es ge nera ll y prov ide red uced tax rates on 
ce rtain types of income. To cla im th e benefit of the 
treaty, tax returns may neve rtheless be req uired in 
the US. merely to obtain a red uced rate or a ze ro 
rate of tax . Treati es also provide common defini 

t ions fo r terms including: 
W hat constitu tes res idence ve rsus phys ica l 
presence? 
How should the source of income be character
ized ? 

Es tabli shing a prio rity fo r the r ights of a coun
try to impose tax on income earn ed with in its 

country o n a te rrito ri al bas is, leaving me rely 
res idual rights to the country that asse rts juris
d icti on on th e basis of natio na lity. 
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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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