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THE FIRST PART
OF THIS TWO-PART
SERIES, CASH &
TAXES, APPEARED
ON PAGE 44 OF
THE SEPTEMBER
2012 ISSUE OF

THE TREASURER

some of the most commonly encountered tax
regulations that apply to treasury activities.
Now we will look at the activities undertaken
by cash managers and identify some of the
taxes that they should consider.

| n the first article of this series, we identified

1. Funding

The rate of corporate income tax varies from
territory to territory. It is typically preferable

to arrange for interest expense to be borne in
a territory that has not only a high rate of tax,
but also sufficient taxable profits against which
to relieve the expense. This can be achieved by
maximising the amount that can be advanced
to subsidiaries in the relevant territory by way
of loan rather than equity capital - subject to
thin capitalisation (thin cap) tax rules. Planning
to push debt down through the group, where
appropriate, will reduce, or at least defer, the
amount of tax paid by the group, although

the treatment of withholding taxes (WHTs)

on (probably intercompany) interest payments
must also be considered.

LIQUIDITY:

MANAGEMENT

Interest and other funding costs, including
FX movements, incurred on commercial funding
arrangements are generally tax deductible.

But rules vary from territory to territory as to
the timing of relevant deductions, ie whether
they can be claimed on an accruals basis (as
recorded in the accounts), or only when paid

or realised.

2. Pooling and netting

Both the physical concentration (sweeping)
of funds and the notional offset of balances
carry their own tax consequences, which may
influence the choice of method.

When cash balances are physically
concentrated (ie swept), participants replace
bank balances with intercompany loans
(amounts due to, or from, the group company
maintaining the concentration account).

Both thin cap and transfer pricing rules can
apply here. Participants will have to pay or

be paid interest at an arm’s-length rate on the
intercompany balance, and their ‘borrowing’
from the concentration account (as opposed
to borrowing from the bank) may be treated
as debt funding for thin cap purposes.

Under notional pooling (where funds are
not physically moved), participants retain their
own account with the bank. No intercompany
balances are created in this case (contrary to
the process of concentration), but any cross-
guarantee arrangements between participants
may cause the balances to be treated as though
they were loans between related parties and the
thin cap, and WHT implications should therefore
be considered.

Intercompany netting involves the offset
of receivables and payables balances between
companies of the same group to reduce
the number of cash settlements. Such >
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arrangements have potential tax consequences,
with the more sophisticated ones carrying
particular risks. Where a transaction is taxable
on a payments or receipts basis, it is vital to

be able to demonstrate to the tax authorities
how and when an item was paid or received
and so it is important that treasury systems and
procedures are in place to provide the relevant
data and meet the necessary requirements.

3. Interest payments

Some countries levy WHTs both on interest
paid by borrowers and earned by lenders.
This may depend on whether either party is

a resident or a non-resident. WHTs can apply
to both interest paid or received on cross-
border intercompany loans, as well as on bank
deposits. Where a double taxation agreement
exists between the countries involved, the
WHT is applied at a lower rate or may even

be eliminated. WHTs paid may not always be
allowed to be deducted as an expense against
taxable earnings.

4. Repatriation of monies
Returning cash to the parent country for
use within the group or for payment of
dividends is often a priority for any group.
There are various ways in which this can be
achieved, although each may have different
tax consequences:
@ Dividends are the most obvious way
of returning funds, but there may be two
particularly adverse tax consequences:

- WHTs on payment. It may be possible to
reduce the impact of WHT, but the rules can

be complex and should be understood in
advance of any action; and

- taxation in the parent’s jurisdiction.

Profits will typically be taxable in the home
country if the tax paid in the overseas
jurisdiction is less than the rate applicable
to the parent. (But if the tax paid overseas
is greater than the rate applicable in the
parent’s jurisdiction, the difference may
not be reclaimable.)

Accordingly, overseas profits should not
simply be remitted as dividends without full
consideration of the tax consequences.

@ Intercompany loans enable cash to be
repatriated in the form of interest and,
ultimately, the principal may also be repaid,
but transfer pricing rules will limit the amount
of interest payable, and thin cap rules constrain
the size of the loan.

@ Upstream loans - loans from the local
company to the parent may be an alternative
to dividends. Many tax authorities are, however,
becoming increasingly nervous of this strategy,
especially where they believe the loans are used

Planning to push debt
down through the group,
where appropriate, will
reduce, or at least defer,
the amount of tax paid
by the group

in order to avoid the parent’s jurisdiction tax,
which may attach to a dividend remittance.
The group must assess the tax authority’s likely
attitude to this in advance of adopting such a
policy, although such loans are a useful tool for
the cash manager.

5. Treasury centre and other

vehicle location

Tax is a major issue in the selection of a treasury
centre or shared service centre location. Areas
set up specifically to attract treasury operations
may be located in tax environments where

local taxes are low and where there is special
treatment of foreign earnings.

Such centres usually have practical tax rules
designed specifically for financial activities. They
will be located in countries with extensive tax
treaties and there will be no WHTs on interest
earned or paid, or income from dividends. These
locations should also enable the repatriation of
profits without tax deductions.

LOCAL REGULATIONS

Strictly speaking, while local regulations are
not necessarily a form of taxation, they should
always be considered before implementing
treasury structures.

For example, there may be legal constraints
forbidding cross-border right of offset,
prohibiting the co-mingling of resident and
non-resident bank accounts (ie the two cannot
be included in concentration arrangements
such as pooling), requiring central bank
reporting or requiring reserves to be maintained
on a gross basis.
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While local regulations
are not necessarily

a form of taxation,
they should always

be considered

before implementing
treasury structures

RESIDENT AND NON-RESIDENT

BANK ACCOUNTS

Some countries differentiate between resident
and non-resident bank accounts (ie bank
accounts belonging to entities with or without
residence in the country - normally defined
for tax purposes by whether or not the board
of the company meets in the country). The
different classification of account may result
in differences in:

@ access to local or cross-border services;

@ pricing structure (for example, whether
interest can be earned on the balance in

the account);

@ central bank reporting requirements; and

@ whether the account is subject to WHT.

In Germany, for example, resident and
non-resident accounts cannot be co-mingled
(pooled) and WHT is charged on interest earned
in resident bank accounts only.

DEEMED DIVIDENDS

In some countries (even where thin cap is not
an issue), payment of interest from a company
to its parent may be regarded as a dividend and
taxed accordingly by the parent’s tax authority.

Furthermore, a company consistently remitting

funds to a cash pool under a cash concentration

structure may attract deemed dividends taxes.

CENTRAL BANK REPORTING

Many countries require cross-border
transactions (which may include movements
from resident to non-resident accounts) and
foreign currency transactions to be reported

to the central bank or local monetary authority.
This can become extremely complicated

(and hence expensive) when subsidiaries are
included in cross-border pooling arrangements
and where such transactions are managed in
an outsourced vehicle such as a shared service
centre or payment factory.

IN SUMMARY

Like any other business transaction, when
doing business in an international environment
the cash manager needs to be aware of the
tax implications, some of which may be very
different from those in the home country.
The tax consequences of any transaction

will not only depend on the nature of

the transaction, but also on the specific
circumstances of the company or companies
involved, as well as the country of residence
of the parties concerned.

Taxation rules are constantly changing,
therefore up-to-date information should always
be obtained when making any decision with
possible tax effects. Every situation is slightly
different, which is why it is important to work
closely with colleagues and know when to seek
specialist expertise. &
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CHECKLIST FOR
CASH MANAGERS

While your tax colleague will undertake
much of the following, it is always
worthwhile checking that they have done
everything you would expect them to.
Points to consider include:

®

Checking the tax treaties between
countries you are moving funds between
(physically or virtually in the case of cash
pooling and netting).

®

Will the planned activity trigger

a permanent establishment?

®

Is central bank reporting required?

If so, who will do this?

®

Ensure that any activity undertaken by
treasury meets transfer pricing guidelines
(for example, fees for services are
frequently overlooked).

Check that thin cap rules are not triggered
by any activity undertaken by treasury.

®

Good documentation is essential to
provide support for decisions made and
as proof of arm’s-length pricing, etc.
Failure to produce documentation in the
event of an enquiry by the tax authorities
will reverse the burden of proof and, as a
result, an intention to shift profits abroad
may be deemed present.

®

Check loan agreements for

gross-up clauses.

Sarah Boyce is associate
director of education
at the ACT

www.treasurers.org December 2012/January 2013 The Treasurer 35



