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U.S. Income Tax Treatment of a Dual Listed Company 

By Kenneth J. Krupsky, Esq., Jones Day, Washington, DC 

The "dual listed company" (DLC) structure has a long but slim history. Successful examples in existence today include Royal Dutch Petroleum (Netherlands) and Shell Transport (U.K.) formed in 1903, Unilever NV (Netherlands) and Unilever Plc (U.K.) in 1930, and Brambles Industries Ltd. (Australia) and Brambles Industries Plc (U.K.) in 2001. Short-lived DLCs include ABB AB (Sweden) and ABB AG (Switzerland), formed in 1988 but dissolved in 1999.

BHP Billiton, formed in 2001, comprises BHP Billiton Ltd. and BHP Billiton Plc. The two entities exist as separate companies, but operate as a combined group. The headquarters of BHP Billiton Ltd. and the global headquarters of the combined "BHP Billiton Group" are in Melbourne. BHP Billiton Plc is in London. Both companies have identical boards of directors and are run by a unified management team. Shareholders in each company have equivalent economic and voting rights in the BHP Billiton Group as a whole. This DLC has primary listings on the Australian Stock Exchange (BHP Billiton Ltd.) and London Stock Exchange (BHP Billiton Plc), and secondary listings on the Johannesburg Stock Exchange (BHP Billiton Plc) and the New York Stock Exchange (through American Depositary Receipts).

To my knowledge, no U.S. company has yet formed a DLC. (A proposed DLC of Royal Caribbean Lines (U.S.) and P&O Princess Cruises (U.K.) in 2002 was not consummated.) A major impediment may be that the U.S. income tax treatment of a DLC presents significant uncertainties and risks. What is a DLC and what are the U.S. tax issues?

In an actual merger, two companies combine into one legal entity, and the two groups of shareholders become one group of shareholders holding only shares of the single surviving company. All the shareholders have the same legal rights (e.g., common or preferred shares) against the single surviving company--e.g., the right to vote, the right to receive dividends if declared, the right to liquidation proceeds. The shares of the one company trade at the same price, even if traded in different geographic markets. Because there is only one company, corporate law requires that there be a single board of directors to manage and control the merged business. The single company legally owns all the assets and is subject to all the liabilities of the merged business. Acquisitions and dispositions of assets by the single company affect the economic results of that company and all of its shareholders. However, the merger transaction may be a taxable event, particularly in the case of a cross-border, international merger.

In contrast, a DLC or "virtual merger" seeks to achieve nearly the same economic results as an actual merger, while maintaining the two companies as separate legal entities governed by two separate sets of legal rights and obligations. The "unity" of the DLC is achieved through commercial contracts between the two companies, and sometimes contracts--e.g., in the form of special classes of shares or voting trust arrangements--between the two groups of shareholders and the two companies. A virtual merger seeks to achieve essentially equivalent trading of the two groups of shares on the two (or more) different stock exchanges--hence the name "dual listed companies." By maintaining the separate legal identities of the two companies, the DLC also seeks to avoid the tax consequences of an actual cross-border merger.

The main commercial contracts in a DLC typically address the following:

(1) Voting rights. The two groups of shareholders directly or indirectly elect a common board of directors or managers for both companies. As a result, the managers direct the two operations in a unified manner, as if they were one. For example, acquisitions and dispositions of assets can be made by either legal entity for the unified economic benefit of both.

(2) Dividends. A "dividend equalization agreement" provides for payments by either company to the other as needed to assure dividends are paid to shareholders by both companies in a specified ratio.

(3) Liquidation. A "liquidation equalization agreement" provides for payments by either company to the other as needed to assure that capital payments to shareholders, especially on liquidation, are made by both companies in a specified ratio.

(4) Liabilities. A "cross-guarantee agreement" provides for payments by either company to the other, or to creditors, as needed to assure that liabilities of one company do not adversely affect the shareholders of both, except in the specified ratio.

The fundamental U.S. tax risk is that the IRS could recharacterize these contractual relationships in an unpredictable and adverse way. For example, depending on the facts, the IRS might argue that "a significant purpose" of the DLC was to avoid the adverse tax consequences, while achieving the same economic effects, of an actual cross-border merger. In this regard, §6662(d) defines the term "tax shelter" as a partnership or other entity, any investment plan or arrangement, or any other plan or arrangement, if "a significant purpose" of the partnership, entity, plan or arrangement is the avoidance or evasion of U.S. income tax.

What are the possible IRS recharacterizations of a DLC? First, the IRS might claim that a DLC creates a "dual incorporated entity"--i.e., a new single corporate entity for U.S. tax purposes that has been incorporated in two different jurisdictions. The regulations provide that "a joint venture or other contractual arrangement may create a separate entity for federal tax purposes if the participants carry on a trade, business, financial operation, or venture and divide the profits therefrom," even if there is not a single separate entity under local corporate law. Regs. §301.7701-1(a)(2). "Whether an organization is an entity separate from its owners for federal tax purposes is a matter of federal tax law and does not depend on whether the organization is recognized as an entity under local law." Regs. §301.7701-1(a)(1).

If the DLC were treated as a single taxable entity, then the following could arise: (1) foreign (i.e. non-U.S.) source income earned by either of the two DLC companies could be subject to U.S. tax at the corporate level (but perhaps subject to a U.S. foreign tax credit); (2) dividends paid to shareholders by either company could be subject to U.S. withholding tax; and (3) losses in the non-U.S. company could not be used in the U.S. return.

Second, the IRS might argue that a DLC creates a single partnership, defined in the Code to include "a syndicate, group, pool, joint venture, or other unincorporated organization, through or by means of which any business, financial operation, or venture is carried on .…" The deemed partnership might exist at the company level and/or at the shareholder level. If the DLC creates a partnership, the following could arise: (1) the foreign DLC company could be subject to U.S. tax on both U.S. and foreign source income that is deemed to be "effectively connected" with the U.S. business carried on by the partnership; and (2) the partnership could be required to withhold U.S. tax on its effectively-connected income allocable to the foreign partner.

Third, the IRS might argue that a DLC results in the two companies being "stapled entities." Section 269B(c)(3) provides that two or more interests are "stapled interests, if, by reason of form of ownership, restrictions on transfer, or other terms or conditions, in connection with the transfer of 1 of such interests the other such interests are also transferred or required to be transferred." If the DLC were treated as creating "stapled entities," then the following could arise: (1) the foreign corporation that is "stapled" would be treated as a U.S. domestic corporation; (2) the foreign corporation would be subject to regular U.S. corporate level tax on all its worldwide income (but subject to a U.S. foreign tax credit); and (3) dividends paid to shareholders by the foreign company could be subject to U.S. withholding tax.

How can these uncertainties be addressed? Consideration could be given to discussions with policy-level and technical personnel at the Treasury Department and IRS. If the government's reaction was encouraging, an IRS advance ruling could be sought. In addition, a "competent authority proceeding" under an income tax treaty could be considered, to provide advance assurance of both the U.S. and foreign tax consequences. In sum, whether a U.S. company can participate in a DLC structure will depend in a significant way on the U.S. tax consequences and, accordingly, on whether U.S. tax officials can see their way to providing greater certainty.

This commentary also will appear in the June 11, 2004, issue of the Tax Management International Journal. For more information, in the Tax Management Portfolios, see 700 T.M., Choice of Entity, and 771 T.M., Corporate Acquisitions -- (A), (B) and (C) Reorganizations, and in Tax Practice Series, see ¶7120, Foreign Persons' U.S. Activities, and ¶7130, U.S. Persons' Foreign Activities.
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