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Mergers and acquistions a few years ago, accounted for 20 per cent of all foreign direct investments in developed countries and 10 per cent in the developing countries, according to UNCATDs world investment report. Since 1997, the date of this report, the incidence of mergers and acquisitions has been ever increasing. In both cases, the foreign investor becomes a shareholder in a company either through the purchase of existing shares or new shares. A foreign investor may acquire complete ownership or merely own shares which do not give him a controlling interest. Roughly two-thirds of crossborder mergers and acquisitions today involve the acquisition of a controlling interest. 

Mergers differ from acquisitions. It is possible to acquire a company completely or partly, but a merger can never lead to complete ownership. However, it is still possible in both cases for a company to own more than 50 per cent equity or voting rights. True mergers between a foreign and domestic company are relatively rare. In such cases, the amalgamated company becomes a branch or permanent establishment (PE) of the amalgamating company. Such mergers (or demergers) could have significant tax implications. Moreover, unlike domestic mergers and acquisitions, international transactions are usually for cash and not a share swap exchange among shareholders. An acquisition or merger leads to several tax considerations. It may give rise to capital tax on the issue of new shares, stamp duty payment and capital gains tax on the sale of shares or assets. The foreign investor is also concerned with the withholding tax on future dividends and whether concessional withholding is available under treaty laws. 

If the foreign acquirer owns a controlling interest, he may be liable to pay tax on the undistributed income of the subsidiary at home under the controlled foreign corporation rules (if applicable). The choice between the purchase of assets of the company or its shares affects the buyer and seller differently. Generally, the seller prefers sales of shares, while the buyer would elect to buy the assets. The method of acquisition also affects the tax basis of the transaction. 

Asset acquisition: This is normally preferred by the purchaser due to his concern over taking over the liabilities (particularly contingent liabilities) of the acquired company, or if he intends to purchase only some of its assets. In an asset purchase transaction, the acquisition is normally made through a local subsidiary and the interest on funds borrowed would be deductible against its future income. However, the buyer does not get the tax attributes, of the acquired company such as carry-forward of unused tax losses, foreign tax credits, capital losses to name a few. There is also the cost of setup of a new subsidiary in the host country. The asset purchase also enables the purchaser to revalue the assets for tax purposes. The assets acquired by the purchaser at their fair market value are depreciable fully (at the revalued rates) for tax purposes in the future. The nontaxable elements, such as goodwill, non-compete or non-solicitation covenant, have long-term benefits, which may never be realised, unless the cost can be allocated to depreciable assets. While intangible assets such as goodwill can usually be amortized for tax purposes, few countries (such as Belgium, Denmark, Korea, United States) allow the tax write-off, of payments for covenants not to compete. 

The purchase of assets is not normally tax beneficial to the seller. The sale of inventory leads to a taxable profit, while depreciation allowances are recaptured if the written down value of assets exceeds their net book value. There may be capital gains to pay if the asset values have gone up in value. The transaction may also involve higher transfer taxes or stamp duties, especially on immovable property. Finally, the sale of assets, followed by subsequent distributions of the proceeds to shareholders, leads to payment twice on the same capital gains, namely when the company sells the assets, and again when the liquidation surpluses are distributed. In some countries, liquidation proceeds may be paid as dividends. 

Sale of shares: The seller prefers a sale of shares since he is only liable to pay capital gains tax on its sale, if applicable. The sale of shares involves a single tax on the selling shareholders. Moreover, the capital taxes and stamp duties are usually lower on a share purchase than on an asset purchase. In the purchase of shares, the corporate entity and its tax attributes are normally retained. Unfortunately, many countries limit the loss carry-forwards when there is a change in ownership, or a change in nature of the business. A share acquisition could, therefore, involve a possible loss of tax attributes such as past operating losses and other unused tax benefits. Moreover, the purchaser acquires the assets at their written down value for tax purposes. As the assets are acquired at the depreciated book and tax values, the price consideration should be adjusted for the lower tax basis of the acquired assets at their written down values. 

The purchaser also buys the foreign company on as is basis and must carry out a due diligence for contingent liabilities. 

Share swap: Although a purchase or sale of assets or shares in return for shares of the acquiring company is attractive from a commercial viewpoint, such transactions are rare since foreign shares may not be readily marketable in the host country. They also create tax issues for the now foreign shareholders in the acquired company. For example, they are now subject to withholding taxes on the dividends they receive from the ultimate parent company overseas, with possible problems of excess foreign tax credits or loss of imputation credits. The attempts by a foreign parent company to pay directly the dividends to the shareholders in the country in which the income is earned have led to structures such as stapled shares arrangements. These are shares in a acquired subsidiary that are issued along with the shares of the parent company, and cannot be transferred separately. The dividends are paid on these stapled shares directly to the shareholders from the profits of the subsidiary. 

While many countries (for example, Germany, United Kingdom, United States) provide for tax-free reorganisations for companies within a domestic group, similar provisions do not usually apply to crossborder restructuring. A capital gains tax may be payable in the host country when a foreign investor sells or transfers its shares in overseas subsidiaries. The shares should be held originally through an intermediary entity in a tax haven. If there is no change in legal ownership in the host country, the sale could be tax-free. 

Under the OECD Model treaty, there is usually no capital gains tax in the host country on the sale of shares in a foreign subsidiary. The subsidiary will, however, be taxable on the sale of its assets. If the capital gains on the sale of shares in a foreign subsidiary are not taxable in the foreign country under a tax treaty or domestic law, it may be preferable to transfer the assets to a new subsidiary and then sell the subsidiary with no capital gains tax to pay. 

This capital gain exemption on share sale does not exist in treaties that follow the UN Model (it is adopted by most treaties entered into by India). If taxable, the capital gains can sometimes be reduced by extracting the profits from the foreign subsidiary (dividend stripping) prior to the sale as dividends to reduce the share value. In certain countries, liquidation proceeds can also be paid as dividends to shareholders. 

(The author is an international tax adviser)
