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When a corporation's operations and shareholder base straddle several continents, figuring out how to minimise the tax burden, encompassing several conflicting national schemes, is a challenge. 

And devising cross-border merger schemes that reduce taxation for UK companies and their foreign shareholders would seem essential for any company wishing to expand beyond its own borders. 

For UK corporations, the particular challenge is how to get the most out of advance corporation tax (ACT), a singular tax designed to reward companies for distributing their profits to shareholders rather than retaining them. 

The tax works like this: for every 75 Pounds (pds) (Dollars 126) in dividends a company distributes, it pays, says 25 pds in ACT. Then, when the Inland Revenue tots up the company's tax bill for the year, it deducts the amount paid in ACT. Furthermore, UK-based investors may also claim that same ACT as a tax credit, resulting in after-tax dividends of 100 pds. However, while the tax offers lots of benefits for UK corporations with largely domestic operations and shareholders, the minute a company expands extensively abroad, ACT loses its charms. For instance, if a company has foreign operations and profits and is subject to overseas taxes, it may not offset those taxes against the ACT it pays in the UK. 

Furthermore, its non-UK shareholders may not claim the ACT tax credit, so the company will actually have to pay out 100 pds in dividends in order for its foreign shareholders to earn the same returns as its domestic investors. 

Now, Morgan Guaranty and Goldman Sachs have designed securities for the planned merger of UK-based Beecham and US-based SmithKline Beckman that they say can maximise tax benefits on both sides of the Atlantic, resulting in both higher corporate profits and higher returns for investors. 

Furthermore, officials at both firms say the securities need not be used only in cross-border mergers. They can be sold as new securities to raise fresh capital outside the domicile of the issuer. 

In the case of SKB, the use of the securities allowed Beecham to equalise the after-tax returns paid to shareholders on both sides of the Atlantic. 

Under terms of the merger, each Beecham share is traded in for one share in the new company plus 1.75 pds of three-year floating rate loan stock. SmithKline shareholders receive four instruments: one share in the new company; one share in Allergan, a US subsidiary which is being spun off to shareholders; a share in Beckman Instruments; and Dollars 5.50 in cash. However, what is unusual is that the share in the new company is in fact two securities attached to each other. One side of the share certificate is for the new company; the reverse a preferred share in the US subsidiary. 

The securities are inseparable from each other and the presence of the preferred share allows dividends to be paid through the US subsidiary. 

According to Mr Francis Sandison, tax partner at Freshfields which advised on the merger, Beecham had been unable to use up all its ACT. However, under the merged structure, it would have been paying more dividends and its unusable payments of ACT would have had to be deducted from profits. 

In addition, Mr Sandison said, had US shareholders been paid dividends directly by the newly created company, based in the UK, they would have had to pay full tax on dividends they received. However, if they earn those dividends from a US company, there is 70 per cent tax deduction available. 

To be fair, staple security has been used before. 

Freshfields designed a staple securities structure to raise fresh capital for UK-based Gestetner, which has a substantial presence in Australia and a large investor base there. In that case, investors bought Gestetner common stock which was attached to a share in the company's Australian operations. The Australian share had a nominal value of one cent and allowed the investor to be paid dividends from the Australian subsidiaries, thus taking advantage of domestic tax breaks.
