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■ Multinationals are facing a tougher tax environment, and it's coming at
them from a number of different angles, including: the OECD's effort to
tackle base erosion and profit shifting; the EU going after sweetheart tax
deals; the Treasury department chipping away at inversions; disputes with
tax authorities; etc. Countries around the globe seem to be fed up with
profits being shifted to tax havens and could use some more tax revenue.
■ Four steps to flag companies that may be at risk. The main driver of
lower effective tax rates are lightly taxed foreign profits and the focus of
many reforms is to try and tie where profits are booked to where economic
activity takes place. As such, we figure companies most at risk are those
with the lowest foreign tax rates, whose earnings have benefitted the most
and where there's a profit/activity disconnect: Health Care and Tech
standout.
■ Bottom line: Tax rates may not be sustainable. It should get harder and
harder for companies to have their profits taxed in just the right low/no tax
place (i.e., tax haven). From where we sit it looks like tax risk is on the rise
and the companies that have been benefiting the most from the complexity
in the system (i.e., those with the lowest tax rates) could see their effective
tax rates head higher over time. On the bright side they could benefit from
efforts to soften the blow, like a repatriation holiday or a patent box. A tax
rate that's driven by the underlying business should be more sustainable
than one that's due to aggressive tax planning and profit shifting.
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Foreign Tax Risk
In this world nothing can be said to be certain, except death and taxes
Benjamin Franklin
If taxes are so certain then why is there so much uncertainty when it comes to corporate
tax rates? Taxes are a black box for investors and are probably the least understood line
item on the income statement. In many cases analysts/investors feel like they have little
choice but to go along with company guidance on taxes when valuing a company. Weak
disclosure, mountainous tax codes, indecipherable rules, multiple taxing jurisdictions,
complex tax planning, etc. make this a difficult area for investors to deal with.
Clearly the tax rate that you plug into your model can have a significant impact on what
you think a company is worth. From a shareholders' perspective, generally the lower the
tax rate the better (assuming the company's tax planning is legal). Less cash paid to the
tax authorities means more cash to pay a dividend, buyback stock, grow the business,
etc. (assuming the cash is accessible and not trapped overseas; too bad for many
companies that's an assumption you just can't make and as a result that free cash flow
may not be so free after all).
But which tax rate do you use? Should it be the statutory tax rate, the effective tax rate,
the cash tax rate or something else? Before you give companies credit for a low rate in a
valuation (especially in those cases where you think, "gosh darn it, I wish my tax rate
looked like that") ask yourself a simple question, does the tax rate seem sustainable?
Despite having among the highest statutory tax rates in the world (35%), U.S. companies
(especially multinationals) have been quite successful at reducing their effective tax
rates. The main driver of those lower tax rates is having profits taxed at low rates
overseas. So, if tax codes around the globe were never to change then the effective tax
rates that we see today may be sustainable.

Before you use that tax rate
in your model, STOP: Is it
sustainable?

Main driver of lower
effective tax rates is lightly
taxed foreign profits

Tax Environment Seems to Be Getting Tougher
However, it looks like companies are facing a tougher tax environment and it's coming at
them from a number of different angles, including: the OECD's effort to tackle base
erosion and profit shifting; the UK's diverted profits tax (i.e., the Google tax); Ireland
shutting down the Double Irish; the EU going after sweetheart tax deals; the Treasury
department chipping away at inversions; tax reforms; disputes with tax authorities;
negative media attention; public scrutiny; increased transparency; etc. All of this stuff
plus the couple trillion in earnings parked overseas and U.S. companies changing their
tax address could be the spark that finally gets a U.S. tax reform moving (see below for
potential timing per the CS Washington Policy team). But keep in mind even if the U.S.
were to continue to sit on its hands when it comes to tax reform, U.S. multinationals
would still be impacted by all the changes taking place overseas.
It's simple, countries around the globe seem to be fed up with profits being shifted to tax
havens and they could use some additional tax revenue. As a result it should get harder
and harder for companies to have their profits taxed in just the right low/no tax place (i.e.,
tax haven). From where we sit it looks like tax risk is on the rise and the companies that
have been benefiting the most from the complexity in the system (i.e., those with the
lowest tax rates) could see their effective tax rates head higher over time. A tax rate
that's driven by the underlying business should be more sustainable than one that's due
to aggressive tax planning and profit shifting.

Foreign tax risk is on the
rise, companies with the
lowest tax rates appear to
be most at risk

Effective tax rates could
head higher over time for
some multinationals;
domestic and multinational
company tax rates may start
to converge

In this report we don't quantify the exact exposure or hit to earnings / cash flows, there's
just too much that's up in the air at this point and too little disclosure (it's unclear as to
what countries will do and how companies will respond). Instead we cover the following:
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■

A four-step framework to help you gauge the exposure to foreign tax risk for the
companies you own and follow (which we applied to the S&P 500). Focusing on the
companies that may be at risk if changes take place that try to tie where profits are
booked for tax purposes to where real economic activity takes place (a novel idea).

■

An overview of the changing tax environment.

■

A brief walk through some of the techniques that companies use to shift profits.

On the bright side, the same companies at risk could benefit from efforts by countries to
soften the blow (e.g., lower statutory tax rates and patent boxes). Or from certain
aspects of a U.S. tax reform (we'll believe it when we see it) that moves us to a territorial
tax system, lowers the tax rate on the earnings piling up overseas (i.e., some type of
repatriation holiday), includes an innovation or patent box (providing a preferential tax
rate on intellectual property driven profits) and lowers the statutory corporate tax rate.

It's not all bad news

Bottom Line
If there's a disconnect between where profits are booked and where economic activity
takes place, that low effective tax rate may not be sustainable. Even lower statutory tax
rates and patent boxes might not be enough to offset the inability to shift profits to tax
havens. As a result effective tax rates could head higher for some companies.

Brief Tax Review
Before we take you through our tax four step, here's a little bit of background. When it
comes to taxes (and football) we do things differently here in the good ole US of A. While
other countries corporate tax rates have fallen over time (see Exhibit 2) the U.S. has
held steady with a federal statutory tax rate of 35% for the past 23 years, add state and
local taxes and the statutory tax rate in the U.S. is nearly 40%.
Exhibit 2: Statutory Corporate Tax Rate, U.S. vs. OECD

U.S. Tax Policy Is Unique
U.S. companies are taxed under a Worldwide
system where all profits are eventually subject to
the USA’s 35% tax rate. The U.S. is the only G7
country that still taxes foreign profits under a
worldwide tax system. Per PWC, 91% of the
largest foreign companies are domiciled under a
Territorial tax system that doesn't tax foreign
profits. Before you feel too bad for U.S.
companies remember that they get a foreign tax
credit against their U.S. tax bill for taxes paid
overseas and they can defer U.S. tax by keeping
the foreign profits parked overseas (no surprise,
over $2 trillion is stashed abroad).
Source: Organization for Economic Co-operation and Development (OECD); Credit Suisse estimates; Evolution of Territorial Tax Systems in the
OECD. April 2, 2013
Note: Tax rates include central and sub-central (state/regional and local) government corporate income tax rates.

The U.S. is also one of the few countries that still impose a worldwide tax system, where
all of the profits of U.S. companies no matter where on the planet they are generated are
eventually subject to U.S. tax. Taxes paid overseas to other countries can be used as a
foreign tax credit against U.S. taxes to eliminate double taxation.
A high tax rate and a worldwide tax system sound like a pretty nasty combination for U.S.
companies. However, as you can see in Exhibit 3, U.S. companies are not booking that
much in tax expense on their income statement or paying that much in cash taxes. In the
aggregate the book effective tax rate for the S&P 500 companies over the past ten years

Foreign Tax Risk
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was 29% (median-32%) while the cash effective tax rate was 25% (median-26%). We
found (see Exhibit 4) that in 66% of the cases over the past ten years, the book effective
tax rate for S&P 500 companies was below 35%. Companies had even more success
with cash taxes, 78% were below 35%.
Exhibit 3: Effective Tax Rates are Below Statutory Rates, S&P500

Exhibit 4: Most Effective Tax Rates are Below 35%, S&P500

Source: Compustat, Company data, Credit Suisse estimates
Note: Universe is S&P 500 companies excluding REITs and companies
domiciled outside the U.S. Companies are excluded in the years in which they
have pretax losses.

Source: Compustat, Company data, Credit Suisse estimates
Note: Universe is S&P 500 companies excluding REITs and companies
domiciled outside the U.S. Companies are excluded in the years in
which they have pretax losses. Rates were calculated individually for the
years 2005 through 2014.

A key driver of those lower effective tax rates are foreign profits taxed at lower rates
overseas. Even though the U.S. uses a worldwide tax system, U.S. companies have
been able to benefit from the drop in corporate tax rates around the globe. That's
because it's not exactly a worldwide system, since the U.S. doesn't tax the "active"
profits of a foreign subsidiary until they are repatriated back to the U.S. (there's an
exception for passive or Subpart F income of a foreign sub, including royalties, interest,
rent, dividends, etc. which are taxed immediately by the U.S. regardless of whether or
not it's repatriated, profits of a foreign branch which is an extension of the U.S. company
are also taxed immediately by the U.S.).
In other words U.S. companies can defer the U.S. tax on their "active" foreign profits as
long as they keep the earnings parked overseas. In addition, if they claim the foreign
earnings are "indefinitely" reinvested overseas they can avoid recognizing a U.S. tax
expense on their income statement. Hence the lower effective tax rates, boosting
earnings and cash flows. Of course, that has caused a bit of a problem, giant piles of
cash that are "trapped" overseas. See our March 17, 2015 report for a further discussion,
Parking A-Lot Overseas, Nearly $690 Billion in Cash and Over $2 Trillion in Earnings.

Parking earnings overseas
= lower tax rates = trapped
cash

Is the Tax Rate Sustainable?
We'd suggest caution when it comes to giving companies credit for a low tax rate in a
valuation, ask yourself, is the tax rate sustainable? It might be under the current rules,
even if it’s the result of creative tax planning. But it looks like things are changing and it
could get harder for companies to shift profits to the lowest tax country they can find. In
that case if there's a disconnect between where profits are booked and where economic
activity takes place, that low tax rate might not be sustainable.

Low tax rate might not be
sustainable if disconnect
between location of profits
and economic activity

In other words (as we show in Exhibit 5) if it's aggressive tax planning and profit shifting
that are driving taxes lower today, the tax rate may not be sustainable and the tax risk is
higher. On the other hand, if a low tax rate is simply a function of the underlying
business, the assets, people, revenues, etc. just happen to be in low tax countries, there
is less tax risk.

Foreign Tax Risk
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Exhibit 5: Tax Risk Spectrum

Source: Credit Suisse Accounting & Tax Research

So, which companies in your portfolio are at risk from a tougher profit shifting
environment? How do you figure out who has exposure? We'd suggest trying our fourstep process as a starting point:
■

Step 1. Look for Low Foreign Tax Rates

■

Step 2. Locate Where Foreign Taxes Have Provided Biggest Boost to Profits

■

Step 3. Find Disconnect Between Profits and Economic Activity

■

Step 4. Ask Some Questions

But keep in mind that the companies highlighted by our tax four step could benefit from
other tax changes being discussed, like a repatriation holiday or patent box. That said
we still expect to see tax rates gradually move higher over time for multinationals as it
will get harder to keep shifting profits to the zero and ultra-low tax jurisdictions.

Step 1. Look for Low Foreign Tax Rates
Our first step when trying to gauge which companies have exposure to a tougher profit
shifting environment is to find those with low foreign effective tax rates (as it may indicate
profits are being shifted to low or no tax countries). But how do you define a low tax
rate? In our view if a company's foreign effective tax rate is lower than the weighted
average corporate tax rate in the countries where it does business (outside its home
country) it has a low foreign tax rate.
Coming Up with a Sustainable Tax Rate
To arrive at that weighted average tax rate, ideally you'd weight the tax rate from each
country where the company does business by the economic activity in that country
including things like sales, assets, employees, etc. That should be a pretty good
indicator of a sustainable foreign tax rate. Too bad most companies don't provide that
much detail about their economic activity by country (so you're going to have to make
some guesstimates). As a shortcut we'd suggest using revenues as a proxy for
economic activity (if not by country then by region).
As an alternative you could use the corporate tax rates of the 34 countries in the OECD
(Organization for Economic Cooperation and Development) in Exhibit 6 (especially since
these countries account for 63% of the world's GDP). The U.S. is at the bottom of the list
with a statutory corporate tax rate nearing 40% and Ireland is at the top of the list with a
12.5% corporate tax rate. Looking for a benchmark, the OECD average tax rate (exU.S.) is 24.6% and the GDP weighted average (ex-U.S.) is 27.7%. Notice that list is
missing four countries, Brazil (34% tax rate), China (25%), India (35%) and Russia
(20%) which account for another 21% or so of world GDP, including them would take the
GDP weighted average corporate tax rate (ex-U.S.) to 27.4%.

Foreign Tax Risk

GDP weighted average
corporate tax rate (ex-U.S.):
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Exhibit 6: Statutory Corporate Tax Rates for OECD Countries (2015)

Source: Organization for Economic Co-operation and Development (OECD), Credit Suisse estimates
Note: Tax rate includes central and sub-central (state/regional and local) government corporate income tax rates.

Finding Foreign Effective Tax Rates
Armed with an estimate of what the foreign tax rate should be you now need to find the
company's actual foreign effective tax rate. The best place to look is in the dreaded tax
footnote, it's where companies usually split both their pretax income and book tax
expense into U.S. and foreign components. You can divide the foreign tax expense by
foreign pretax income to arrive at an estimate of the foreign effective tax rate. See
Exhibit 7 for an example using Apple's tax footnote.

Foreign Tax Risk
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Exhibit 7: Foreign Effective Tax Rate, Apple as an Example

Source: Apple Inc's 2015 10-K (income tax footnote)

Source: Credit Suisse estimates

Foreign Effective Tax Rates Are Pretty Low
We pulled this data together for the past ten years for each S&P 500 company. In the
aggregate, the foreign book effective tax rate for the S&P 500 over the past ten years
was 27% and the median was 23%. If you exclude the Energy sector the rates drop to
20% and 22%, respectively.

Foreign effective tax rate
(ex-Energy) over past ten
years for S&P 500 is 20%

At the sector level you can see in Exhibit 8 that most sectors have low foreign effective
tax rates. No matter how we slice the data the foreign effective tax rates tend to come in
below the OECD GDP weighted average tax rate of 27.7% (ex-U.S.). Of course there
are some sectors that standout like Health Care and Tech which are no surprise, as the
two sectors combined account for nearly half of the $2.1 trillion of earnings parked
overseas for the S&P 500 (see our March 17, 2015 report). That could have something
to with the fact that the main driver of their cash flows and profits is intellectual property,
that's highly mobile making it easier to put those assets in just the right low tax place to
cut taxes and boost earnings and cash flows (though some of that cash is trapped).
Remember, having profits taxed at lower rates overseas is the main driver behind
companies reporting lower effective tax rates. Except for the Energy sector which gets
hit by higher foreign taxes (mostly due to petroleum related income tax).

Foreign Tax Risk
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Exhibit 8: Foreign and Total Book Effective Tax Rates by Sector, S&P 500

Source: Compustat, Company data, Credit Suisse estimates
Note: Excludes REITs and companies domiciled outside the U.S. Years in which companies had pretax losses are excluded in the
calculations for total effective tax rate. Years in which companies had foreign pretax losses are excluded in the calculations for foreign
effective tax rate. Foreign effective tax rates under 25% are highlighted (25% is close to the OECD average).
N/M: Not meaningful
1: Foreign Effective Tax Rate = (Foreign Current Tax Expense + Foreign Deferred Tax Expense )/ Foreign Pretax Profit
2: Total Effective Tax Rate = Total (foreign + domestic) Tax Expense / Total Pretax Profit
3: For each company, each year is considered a separate data point while calculating the median.
4: Sector includes only five companies of which only Verizon and Level 3 Communications have reported foreign pretax income over the
period 2005-2014. Almost all of the foreign profits in the sector were from Verizon.

Why Not Run the Analysis on Foreign Cash Taxes?

Ideally we'd run this type of analysis on cash taxes too however the disclosure is really
weak. In most cases the only information you get is the total amount of cash taxes paid.
There is typically no further breakdown, as a result investors don't really know in which
jurisdiction the cash taxes are being paid (the FASB is finally looking to change that).
But in the meantime there may be a clue in the tax footnote, the current tax provision.
The current tax provision should reflect cash taxes paid/payable and companies disclose
both a foreign and domestic current tax provision. That's why we decided to have a look
at current foreign tax rates too (you can think of it as a proxy for a foreign cash tax rate).
We didn’t find much of a difference between current foreign taxes and the overall level of
foreign taxes. In other words foreign cash taxes may not be all that different than foreign
book taxes.

It's about time: FASB has
tentatively decided to
require companies to
disclose both domestic and
foreign taxes paid

Foreign Effective Tax Rates for Individual Companies

When we drill down to individual companies we find pretty low foreign effective tax rates.
In Exhibit 9 we put each S&P 500 company's foreign effective tax rate for each of the
past ten years into one of two buckets (1) under 25% and (2) over 25%. Notice how in
57% of the cases the foreign effective tax rate comes in below 25% (remember the
OECD average tax rate unweighted ex-U.S. is 24.6%) and if we exclude the Energy
sector it jumps to 60% of the cases. It might be more than just a coincidence that the
lower the tax-rate the higher the average pretax foreign income (ex-Energy).

Foreign Tax Risk

60% of cases (ex-Energy)
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Exhibit 9: Most Foreign Effective Tax Rates are Below 25%, S&P 500

Source: Compustat, Company data, Credit Suisse estimates
Note: Analysis excludes REITs and companies domiciled outside the U.S. Companies are excluded in the years in which they have
pretax losses. Rates were calculated individually for the years 2005 through 2014.

In Exhibit 10, we further disaggregate the data for those companies (ex-Energy) with a
foreign effective tax rate below 25%. Notice how the average pretax profits tend to rise
as the foreign tax rates fall. Whether those tax rates are sustainable depends upon
what's driving them, is it a function of where the company does its business or creative
tax planning?
Exhibit 10: More Info on Cases with Foreign Effective Tax Rate Less Than 25%, S&P 500 (ex-Energy)

Source: Compustat, Company data, Credit Suisse estimates
Note: Analysis excludes Energy, REITs and companies domiciled outside the U.S. Companies are excluded in the years in which
they have pretax losses. Rates were calculated individually for the years 2005 through 2014.
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Over the past ten years, there were 525 cases (20% of the total) where an S&P 500
company (ex-Energy) reported a foreign effective tax rate below 10% (remember even
Ireland has a 12.5% tax rate). It just so happens that those cases accounted for 24% of
the aggregate foreign pretax income over the past ten years.

20% of cases (ex-Energy)
foreign effective tax rate
below 10%

But when it came down to highlighting the companies with the lowest foreign tax rates,
instead of focusing on tax rates in a given year, we decided to have a look at cumulative
tax rates over the past ten years. We found 36 companies with ten-year cumulative
foreign effective tax rates below 10%, including the 12 companies in Exhibit 11 where it
was less than 4% (pop quiz – quickly name five countries with tax rates below 4%).
Exhibit 11: Cumulative Foreign Effective Tax Rate Less Than 4%, Are Those Sustainable?

Source: Compustat, Company data, Credit Suisse estimates
NM: Not meaningful
NA: Not available
Note: Only companies with foreign pretax income for four or more years were considered. Analysis excludes years in which companies had pretax foreign
losses. For companies that filed 10-Ks for 2015, their foreign tax rates were as follows: WDC 4.4%, NVDA 2.8%, LLTC 1.7%, AAPL 6.2%, XLNX 1.3%.
1: One of the company's subsidiaries relocated to Luxembourg in 2007, resulting in an income tax benefit of $272 million.
2: Company received an exemption from Macau's 12% Complementary Tax on casino gaming profits through Dec. 31, 2020. The company has an
agreement with the IRS, allowing the Macau Special Gaming Tax (35%) to be claimed as a U.S. foreign tax credit.
3: Company has a tax holiday, which expires in 2017, for its operations in Switzerland.
4: Company's tax incentives in Singapore expired in March 2014; The Company now uses Irish trading companies, resulting in similar tax incentives.
5: The Company reported revenues from foreign operations of $6.7 billion in 2014, yet had foreign pre-tax income of $8.2 billion. GILD did not disclose
any foreign tax incentives, but the Company has operations in lower tax jurisdictions such as Ireland.
6: Company has tax holidays and incentives in Malaysia, the Philippines, Singapore and Thailand, which expire from 2016 through 2025. The IRS
assessed the Company for additional taxes of $72 million and $723 million for fiscal years 2008 and 2009 for intercompany payable balances and
transfer pricing with foreign subsidiaries. The assessment could lead to significantly higher federal tax expenses, and the Company is contesting them.
7: The Company has low foreign tax rates because of income earned in lower tax jurisdictions such as British VI, Hong Kong, China, Taiwan and the UK.
8: Company has partial tax holidays in Singapore and Malaysia effective through August 2019 and July 2025, respectively.
9: Tax incentives in Singapore expire Dec. 31, 2021.
10: The European Commission has an ongoing investigation into whether Irish corporate taxes on two of the Company’s Irish subsidiaries comply with
European Union rules on state aid. A ruling against Ireland could result in higher future taxes for the Company. Ireland may also have to recover from the
Company past taxes for up to ten years for the disallowed state aid.
11: Company's manufacturing operations in Singapore has been granted "Pioneer Status," which reduces taxes on the majority of its Singapore
operations to 0% through 2021.
12: Company has an income tax agreement in Switzerland through 2024 that exempts it from most income taxes on its Swiss operations.

Sweetheart Tax Deals, Tax Holidays and Incentives

As you can see in the footnotes to Exhibit 11, nine of the 12 companies listed have
disclosed some form of tax incentive or holiday from countries like Singapore, Malaysia,
Ireland, Switzerland, etc. These tax holidays can be a key driver of the low foreign tax
rate for these companies, which in some cases have had a material earnings impact. For
example, tax incentives from four countries (Malaysia, Philippines, Singapore and
Thailand) increased Western Digital's net income by $641 million in 2015, that's 44% of
the $1.5 billion in net income. Another example, Celgene's tax agreement with
Switzerland reduced its effective tax rate by 18, 25.1 and 26.6 percentage points in 2014,
2013 and 2012, respectively.
But just because there's a tax holiday in place, don't automatically assume that the tax
rate is sustainable. In Step 4 we suggest a number of questions to ask including some if
you run into companies that have tax holidays. Like when does the tax holiday expire
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and what's the likelihood of the company being able to keep moving profits to the country
that's providing a tax holiday.
In addition these tax holidays are coming under scrutiny, for example the European
Union is investigating whether Apple's Irish tax incentives were illegal state aid. An
adverse ruling could lead to higher foreign taxes for Apple, here's what Apple had to say
about it in its most recent 10-K:

A tax holiday does not mean
a low foreign tax rate is
sustainable

"… in June 2014, the European Commission opened a formal investigation of
Ireland to examine whether decisions by the tax authorities with regard to the
corporate income tax to be paid by two of the Company’s Irish subsidiaries comply
with European Union rules on state aid. If the European Commission were to
conclude against Ireland, it could require Ireland to recover from the Company past
taxes covering a period of up to 10 years reflective of the disallowed state aid, and
such amount could be material."
Foreign Tax Rates from A Slightly Different Perspective

The extent of a company's tax savings from foreign operations is also evident in what
type of U.S. tax liability they'd be on the hook for if they repatriated their foreign earnings.
There are five companies in Exhibit 11 that were kind enough to provide an estimate of
that off-balance sheet tax liability, it's $30 billion for Apple (plus the $26.9 billion deferred
tax liability that the company has already accrued on its balance sheet), $5.5 billion for
Gilead Sciences, $3.1 billion for Western Digital, $144 million for Wynn Resorts and
$939 million for Xilinx. In each case that tax liability represents over 32% of the earnings
that have been parked overseas implying that the companies have been paying a tax
rate of less than 3% overseas (i.e., U.S. tax rate of 35% less the 32% that they'd owe to
the U.S.).
Challenges by Tax Authorities Can Result in Higher Taxes

In addition a number of companies disclosed challenges from tax authorities on their
foreign tax savings, which could lead to higher taxes if the tax authorities prevail. For
example, the IRS assessed Western Digital for additional taxes of $795 million related to
foreign subsidiary transactions (which the company is challenging).
Sometimes Companies Provide Some More Info on What Drives Their Foreign Tax Rate

Some companies voluntarily provide additional information on the drivers behind their
low foreign tax rates others need to be prodded a bit. For example, on May 30th, 2013,
the SEC staff (in a comment letter) asked Thermo Fisher to start providing a more robust
discussion around the company's foreign tax rate. Below is part of the company's
response to the SEC:
The company has operations and a taxable presence in nearly 50 countries
outside the U.S. All of these countries except three have a lower tax rate than
the U.S. The countries in which the company has a material presence that have
significantly lower tax rates than the U.S. include Germany, the Netherlands,
Sweden, Switzerland and the United Kingdom. In addition, in some instances,
the company obtains interest expense deductions outside the U.S. on
intercompany loans for acquisitions where the offsetting interest income is
earned and taxed in lower rate jurisdictions. Thus, the foreign rate differential
does not relate proportionally to the amount of pre-tax foreign income reported
in the company’s breakdown of domestic and foreign pre-tax income.
The last sentence in the above paragraph is interesting. Over the period 2005-2014,
Thermo Fisher reported foreign profits of $3.7 billion, but over the same period its
earnings parked overseas increased by $7.8 billion. Perhaps, the foreign income from a
tax perspective is higher than the book number they report or foreign profits are
considered "indefinitely reinvested" while foreign losses are not or they might have
reclassified past foreign earnings as indefinitely reinvested.

Foreign Tax Risk
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Step 2. Locate Where Foreign Taxes Have Provided
Biggest Boost to Profits
We know what you're thinking, why bother with a step 2, isn't it enough to focus on the
companies with the really low foreign tax rates. We don't think so. You also need to
consider materiality. Just because a company has a low foreign effective tax rate doesn't
necessarily mean that it's having a material impact on earnings or cash flows. For
example, the foreign profits might be a small portion of the total (however, as highlighted
above it seems like the companies with the lowest foreign tax rates tend to have the
highest levels of overseas profits).
In Step 2 we look for those companies whose earnings have benefitted the most from
having their profits taxed at low rates overseas. If it gets harder to move profits around
the globe to low tax locations, these companies might have the most to lose from an
earnings perspective (ideally we'd run this analysis on cash flows too, but as mentioned
above companies don't yet provide any breakdown of their cash taxes).

These companies may have
the most to lose from an
earnings perspective

Finding Foreign Tax Boost to Profits
To find out just how much earnings have benefitted from lightly taxed foreign profits we
turn once again to our old buddy, the tax footnote in the 10-K; specifically the tax rate
reconciliation. For each company in the S&P 500 we compiled each and every line item
disclosed that caused the effective tax rate to differ from the statutory tax rate over the
past ten years. The item that causes the largest discrepancy is referred to as: foreign tax
rate differential, taxes on foreign earnings, benefit of lower foreign tax rates, effect of
foreign operations, etc. It's the impact on the book effective tax rate of having profits
taxed at different (usually lower) tax rates overseas which is what we focus on in Step 2.
See Exhibit 12 for an example (using Merck) of the tax rate reconciliation and our
approach for estimating how much earnings benefitted from low taxed foreign earnings.
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Exhibit 12: Foreign Tax Boost to Earnings, Merck as an Example

Source: Merck 2014 10-K (income tax footnotes)

Source: Compustat, Company data, Credit Suisse estimates
1: Net income from continuing operations

If Not for Foreign Tax Savings S&P 500 Earnings Would Have Been Lower by More
Than $300 Billion
In fact, over the past ten years, the S&P 500 companies managed to shave an estimated
$317 billion in tax expense by having their foreign profits taxed at a lower rate overseas,
boosting earnings by around 4% in the aggregate. As a result, earnings would have
been 4% lower if the foreign tax savings were removed.
As you can see in Exhibit 13 the Tech and Health Care sectors standout once again,
with a 13% or $165 billion earnings boost for Tech and a 13% or $101 billion boost to
earnings for Health Care over the past ten years due to lower taxed foreign earnings.
Keep in mind that impact includes 2005, a year that saw many companies take a U.S.
tax hit on their foreign profits as a result of bringing back earnings that had been parked
overseas in response to the repatriation holiday in the American Jobs Creation Act. (i.e.,
if we excluded 2005, the impacts would have been even larger).
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Exhibit 13: Boost/(Hit) to Earnings from Profits Taxed at Different Rates Overseas (At Risk?), by Sector S&P 500

Source: Compustat, Company data, Credit Suisse estimates
Note: Excludes companies in years in which they have pretax losses

As for the individual companies whose earnings have benefitted the most from having
foreign profits taxed at lower rates overseas, we found 98 where the tax savings was
more than 10% of net income over the past ten years. In other words we estimate
cumulative earnings would have been lower by 10% or more if you removed the tax
benefit from foreign profits. In Exhibit 14 we highlight the nine companies where that tax
benefit has provided the biggest boost to earnings over the past ten years.

Earnings for 98 companies
would drop 10% or more if
you removed tax benefit
from foreign profits

Exhibit 14: Biggest Boost to Earnings from Profits Taxed at Low Rates Overseas, Is That At Risk?

Source: Compustat, Company data, Credit Suisse estimates
Note: Excludes years in which the companies have pretax losses. For companies that filed 10-Ks for 2015, estimated tax savings
from overseas profits were as follows: WDC $457M, 31% of net income; NTAP $141M, 25% of Net Income. Only companies with
foreign pretax income in five or more out of the 10 years are considered.
1: Estimated Total Tax Savings from Overseas Profits is calculated by multiplying the % tax rate differential due to
foreign/international income by pre-tax earnings. The tax rate differential is found in tax rate reconciliation table in 10-K tax footnote.
The estimate includes items labeled: effect of foreign tax law and rate changes; Foreign dividends; Non-taxable foreign income;
Foreign tax credits; US Taxes on foreign Income (i.e. repatriated foreign earnings). Our estimate of Tax Savings from Overseas
Profits excludes other less discrete foreign tax items that are not clearly labeled foreign or that are grouped together with US items.
For example, companies can report a tax benefit due to change in deferred tax assets, tax settlements, or other that is a combination
of U.S. and foreign related matters.
2: Net Income from continuing operations as defined by Compustat (Pretax income less taxes less minority interest).
3: Company received an exemption from Macau's 12% Complementary Tax on casino gaming profits through Dec. 31, 2020. The
company has an agreement with the IRS, allowing the Macau Special Gaming Tax (35%) to be claimed as a U.S. foreign tax credit.
The Company is subject to taxes based on gross gaming revenue in the jurisdictions in which it operates, subject to applicable
jurisdictional adjustments. These gaming taxes are an assessment on the Company’s gross gaming revenues and are recorded as
casino expenses in the accompanying Consolidated Statements of Income. These taxes totaled $1.8 billion, $2.0 billion and $1.8
billion for the years ended December 31, 2014, 2013 and 2012, respectively.
4: Company has tax holidays and incentives in Malaysia, the Philippines, Singapore and Thailand, which expire from 2015 through
2025. The Company received a Notice of Proposed Adjustment ("NOPA") from the IRS relating to intercompany payable balances
and transfer pricing with the Company's foreign subsidiaries that could result in additional federal tax expense of approximately $72
million and $723 million, respectively, subject to interest.
5: Currently undergoing federal income tax audits in the United States (U.S.) and several foreign tax jurisdictions. Transfer pricing
calculations are key issues under audits in various jurisdictions, and are often subject to dispute and appeals.
6: Data is post separation from Abbott and only includes five years of history. Tax levied on gross inventory purchases from entities in
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Puerto Rico is included in cost of product sold in the consolidated statements of earnings. The majority of the tax is creditable for U.S.
income tax purposes. The effective income tax rate in 2014 and 2013 reflects income tax expenses relating to current earnings
outside the United States that are not deemed indefinitely reinvested.
7: The four principal jurisdictions in which the Company manufactures are the U.S., Ireland, the United Kingdom and Singapore,
where the marginal effective tax rates were approximately 37.5%, 12.5%, 21.5% and 0%, respectively, as of December 31, 2014. The
Company has a contractual tax rate in Singapore of 0% through March 2016, based upon achievement of contractual milestones.
8: Granted a long-term tax holiday In Malaysia, scheduled to expire in 2027, pursuant to which substantially all of the income earned
in Malaysia is exempt from income tax.

As shown above, the tax savings from foreign earnings can be significant and provide a
meaningful boost to earnings. However, our analysis has some holes in it, for example, it
misses companies like Pfizer and Apple that are benefitting from having their profits
taxed at low rates overseas but have taken a book tax hit for the portion of their
unrepatriated foreign profits not treated as indefinitely reinvested. So their earnings may
not be benefitting as much from low taxed foreign profits as other companies, but their
cash flows sure are. Apple's cumulative book tax rate for the last three reported years
(2013-2015) was 26% compared to the cash tax rate of 18%. Pfizer's book and cash tax
rates were 25% and 18% respectively over the period 2012-2014. Remember accruing
taxes is not the same as paying them.

Some companies take a
U.S. book tax hit on foreign
profits but still get cash tax
savings

Keep in mind that risks to tax savings from low taxed foreign earnings come in a number
of different flavors: including disputes with tax authorities which could result in back
taxes, penalties, interest, legal fees, etc. For example, Boston Scientific (BSX) per its
most recent 10K discloses a potential incremental tax liability of $1.162 billion from IRS
audit adjustments related to transfer pricing/licensing agreements between domestic and
foreign subsidiaries for the years 2001 – 2007. Here's what their investor relations had to
say about this issue earlier this year:
Boston Scientific (BSX) Susan Vissers Lisa, IR at the Leerink Global Health Care
Conference, 2/2015: "Our IRS litigation. This, too, is more of an industry-wide type of
issue, relates to transfer, pricing and disagreements between IRS and the industry over
how much value essentially is contributed by contract manufacturing. We feel we have a
different fact pattern than some of the others in the industry feel very good about our set
of facts, but this has been a very slow timeline here. And next step is to set a trial date,
but we see it's unlikely to get any sort of final resolution there until probably 2017 or
maybe even later type of timeframe. And this is a separate – we have a total tax liability
reserve of $1.5 billion."

Step 3. Find Disconnect Between Profits &
Economic Activity
Just because a company has a low foreign effective tax rate and it's provided a big boost
to earnings doesn't necessarily mean it's at risk from the increasingly unfriendly profit
shifting environment. If a company really does have economic activity in those low tax
countries instead of just a P.O. Box then efforts to tighten up on the taxation of overseas
profits might not have that much of an impact.
The focus of many of the reforms (in fact the entire BEPS effort) is to try and tie where
profits are booked to where economic activity takes place. That's in response to the
disconnect between economic activity and profit that exists today.
Disconnect Between Profits & Economic Activity at a Macro Level
For example, check out Exhibit 15 which compares the profits of foreign subs (controlled
foreign corporations or CFC's) of U.S. companies with the GDP of the countries in which
they are located. Those are not typos, there are five countries (Bahamas, Bermuda,
British Virgin Islands, Cayman Islands and Luxembourg) where the profits of U.S.
subsidiaries located in those countries are greater than GDP and for a couple it's more
than ten times the GDP.
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Exhibit 15: Profits of U.S. Foreign Subs Relative to GDP, 2012

Exhibit 16: Ten Most Popular Countries for U.S. Foreign
Subs by Profits, 2012

Source: Source: IRS Statistics of Income (2012), United Nations, Credit
Suisse estimates

Source: Source: IRS Statistics of Income (2012),Credit Suisse
estimates

Per the Congressional Research Service study, Corporate Tax Base Erosion and Profit
Shifting (BEPS): An Examination of the Data, released in April of this year, "of the $1.2
trillion in overseas profits American companies reported earnings in 2012, $600 billion
was attributed to seven tax havens: Bermuda, Ireland, Luxembourg, the Netherlands,
Singapore, Switzerland and the U.K. Caribbean Islands…Further analysis reveals that
the share of profits reported is significantly disproportional to the amount of hiring and
investment made by American companies in these countries…While accounting for 50%
of reported profits reported worldwide, 5% of employees and 11% of property can be
attributed" to those countries. See Exhibit 16 for the ten most popular countries for
foreign subs of U.S. companies based on profits.

Half of overseas profits
reported by U.S. companies
attributed to seven tax
havens which account for
only 5% of employees

Using Sales as a Proxy for Economic Activity
That leads us to Step 3, where we try to get a sense for whether there is a disconnect
between where a company is booking its profits and where they are doing business.
Specifically we compared foreign sales as a percent of total sales to foreign profits as a
percent of total profits. We focused on situations where the foreign profits are a higher
percentage of the total than foreign sales, as that may indicate profit shifting is taking
place or that the companies just happen to have higher margin businesses overseas (we
also compare U.S. versus foreign pretax margins).

Higher % of foreign profits
than foreign sales may
indicate profit shifting

Of course this type of analysis has some holes, for one it may not pick up those
companies that are shifting profits from country to country amongst their foreign
businesses. In addition sales are not the one and only way to measure economic activity,
you could also look to where the employees and assets are located, where R&D takes
place, etc. As a result our analysis is just a starting point.
In Exhibit 17 you can see at the aggregate level how foreign profits had grown as a
percentage of total profits for the S&P 500 from 33% ($284 billion) of pretax income in
2005 to 43% ($516 billion) at its peak in 2012. However, there has been a noticeable
drop off in the past couple of years to 34% ($459 billion) of pretax income in 2014.
Maybe corporate behavior has already started to change and companies are shifting
fewer profits overseas or it could be other factors like the drop in oil company profits or
the stronger dollar.
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Exhibit 17: Profit Split, U.S. vs. Foreign, S&P 500

Source: Compustat, Company data, Credit Suisse estimates
Note: Analysis excludes REITs and companies domiciled outside the U.S. Companies are excluded in the years in which they have
pretax losses.

Drilling Down to the Sector Level

When we compare the percentage of foreign profits (40% of the total) in the aggregate
for the S&P 500 over the past five years with foreign sales (34%) we find a more than six
percentage point disconnect (see Exhibit 18). However, at the sector level there are two
major disconnects, Health Care and Energy. In the Health Care sector only 22% of sales
are overseas but 52% of profits come from outside the U.S. (a 31 percentage point
disconnect) and for Energy it's 43% of sales but 67% of profits. Notice how the
disconnect goes in the opposite direction for the tech sector, with a higher percentage of
sales overseas than profits (remember, there could be profit shifting amongst the foreign
countries too).
Exhibit 18: Disconnects – Foreign Sales vs. Foreign Profits, Margins too, by Sector, S&P 500

Source: Company data, Credit Suisse estimates
1: Net Income from continuing operations as defined by Compustat (Pretax income less taxes less minority interest)
2: Sector includes only 5 companies of which only Verizon and Level 3 Communications have reported foreign pretax income over the period
2005-2014. Almost all of the foreign profits in the sector were from Verizon.
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The OECD suggested that higher profit margins in low tax countries are an indicator of
base erosion and profit shifting. We slice the data a bit differently on the right side of
Exhibit 18, and compare foreign with domestic pretax margins by sector. There are six
sectors where profit margins are higher outside the U.S. (Consumer Staples, Energy,
Health Care, Materials, Telecom and Utilities). Once again notice the big disconnect for
Health Care where the U.S. pretax margins are only 7% in the aggregate versus 27%
outside the U.S. Combine these disconnects with low foreign tax rates that have
provided a big boost to earnings and the Health Care sector may have the most to lose
from a tightening up on profit shifting.

Health Care sector may
have the most to lose from a
tougher profit shifting
environment

We estimate there were 54 companies (among the 76 that have had the biggest boost to
earnings from low taxed foreign profits) where the foreign profits were a higher
percentage of the total than foreign sales over the past five years (vice versa for 19
companies). There were 36 companies where that disconnect was more than ten
percentage points including the six companies in Exhibit 19 with a more than 40
percentage point disconnect between foreign profits and foreign sales. We even found
one case over the past five years, where the foreign profits in a year were greater than
foreign sales (Gilead Sciences).
Exhibit 19: Biggest Disconnect Between Foreign Sales and Foreign Profits

Source: Compustat, Company data, Credit Suisse estimates
Note: Analysis limited to companies where the estimated tax savings from overseas profit is more than 10% of net income and the
estimated foreign effective tax rate is below 20%.
1: Company recognizes the Puerto Rico excise tax in COGS and gets a U.S. federal tax credit to offset it. In this analysis, we
consider that credit as a foreign tax benefit.
2: Foreign sales as a percentage of total dropped from 87% in 2010 to 10% in 2014.
3: Foreign sales/profit disconnect for fiscal 2015 is -294% and the margin disconnect is -47%.

It is no surprise that Exhibit 19 above is dominated by Health Care and Tech companies.
However, some of the numbers may look strange at first glance. Perkin Elmer had 61%
of its sales overseas during the last 5 years, but 168% of its pretax income. Yes you
read correctly 168% of its pretax income was overseas, the company recorded losses in
the U.S. each of the past five years. Notice that three other companies in Exhibit 19
(Abbvie, First Solar and Autodesk) also had cumulative pretax losses in the U.S. during
this five year time frame. In fact we found 14 other cases like this, including companies
like AES Corp., Anadarko Petroleum, Boston Scientific, Genworth, Mondelez, Paypal,
Pfizer, etc.).
The lone non-tech, non-health care name, Hanes Brands reported foreign sales of just
12% but foreign earnings of 89% over the past five years. Normally, we see those types
of disconnects among companies where intellectual property is a major profit driver (and
the intellectual property has been moved to a lower tax location). So, how does a
company that builds underwear (sold predominantly in the U.S.) end up with 89% of its
profits overseas and a tax rate in the mid-teens? The answer according to Richard D.
Moss, CFO of Hanes, lies in manufacturing in low-tax places and transfer pricing, here's
what he had to say at the Barclays Retail and Consumer Discretionary Conference on
April, 29th 2014 in response to a question about the drivers and sustainability of the
company's tax rate:
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Answer – Richard D. Moss: Sure. The key driver really is transfer pricing
throughout the manufacturing process. We've located our manufacturing
facilities in low-tax jurisdictions. And as we capture profitability through the
manufacturing process in those jurisdictions, we lower the amount of taxes
essentially that we pay at the higher U.S. rate. So, it's kind of a balance
between U.S. and offshore rates that drive the rate and those levels
Some companies have had to discuss the drivers behind the disconnect between foreign
sales and profit after getting comment letters from the SEC staff. Amgen, for example,
was asked (in a comment letter dated 4/15/2011) by the SEC to explain why their foreign
profits are disproportionate to their foreign sales. Below is an excerpt from the
company's response:
Sales revenues are reported based on the location in which sales are made to
third parties. The Company currently generates the majority of its sales
revenues in the United States. Pre-tax income is reported based on the location
of the operations giving rise to the pre-tax income. Certain operations of the
Company are performed in foreign jurisdictions. The worldwide pre-tax income
associated with such operations is treated as foreign income based on the tax
laws and principles of the respective taxing jurisdictions. For example, the
Company conducts significant operations outside the United States in Puerto
Rico pertaining to manufacturing, distribution and other related functions to
meet its worldwide product demand. Income from the Company’s operations in
Puerto Rico is subject to a tax incentive grant that expires in 2020. In addition,
as we disclose in the MD&A section on page 85 of the 2010 Form 10-K, our
effective tax rate reflects the impact of undistributed foreign earnings for which
no U.S. taxes have been provided because such earnings are intended to be
invested indefinitely outside the United States.
When evaluating where profits are booked and whether that location makes sense, ask
yourself if that's where the margin in the business is really generated.

Step 4. Ask Some Questions
The only stupid question is the one that is never asked, except maybe "Don't you think it
is about time you audited my return?" Deep Thoughts by Jack Handey

Deep Thoughts

So you've applied steps 1, 2 and 3 to the companies in your portfolio and you have a
pretty good sense for which ones appear to have more/less foreign tax risk. Now what
do you do (especially for those companies that screen risky)? Bang your head against
the desk, take up crochet, try inversion therapy, change your name to Kristaps
Porzingis? We'd suggest asking some questions. In Step 4 we lay out some questions to
help you gauge what's driving the lower tax rate today and whether it's sustainable.
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Exhibit 20: Ask Some Questions

Source: Credit Suisse Accounting & Tax Research

Here are some brief thoughts on a couple of the above questions:
Tax Holidays
Of the 23 companies we highlighted in this report you can see in Exhibit 21 that 13 of
them disclose some type of tax holiday (there may be others, but the disclosure here is
hit or miss, that's something the FASB is working to improve). Just because a tax holiday
is in place and it's not expiring anytime soon, does not mean there is no risk. First off,
these sweetheart tax deals seem to be coming under more and more scrutiny especially
in the EU (illegal state aid cases). Second, tax holidays work only if companies can
continue to book profits in those super low tax places. If there's not much economic
activity in those countries and it gets harder to shift profits there, the tax holidays
probably won't provide the same type of benefit they did in the past.
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Exhibit 21: Tax Holidays and Incentives Disclosed by Companies Highlighted in Steps 1, 2 and 3

Source: Company filings

Earnings Parked Overseas
Another way to get at companies with low foreign tax rates is to estimate the foreign tax
rate that's been applied to the earnings that are parked overseas. How the heck do you
do that? First you need to get your hands on an estimate of the U.S. deferred tax liability
on the earnings parked overseas. Only problem is that most companies don't give it to
you (even though they are required to) in fact only 68 S&P 500 companies provide this
disclosure, including nine mentioned in this report (see our March 17, 2015 report).
If you can find that liability divide it by the total earnings parked overseas then subtract
that result from 35% (U.S. corporate tax rate) to arrive at an estimate of the foreign
effective tax rate. For example, Xilinx has the following disclosure in its 2015 10-K
"Unremitted foreign earnings that are considered to be permanently invested outside the
U.S., and on which no U.S. taxes have been provided, are approximately $2.8 billion as
of March 28, 2015. The residual U.S. tax liability, if such amounts were remitted, would
be approximately $938.7 million." That means that the company will pay a 33.5% tax
rate ($938.7 / $2,800) if it were to repatriate those earnings to the U.S. Remember, the
U.S. taxes repatriated earnings at 35% while giving credit for foreign taxes paid.
Assuming there is no state or other additional taxes involved here, it would imply that
their foreign effective tax rate on the repatriated earnings is just 1.5% (35% - 33.5%).
Large amounts of earnings parked overseas, taxed at really low foreign tax rates that are
"reinvested" in cash provide additional signals that some profit shifting may have taken
place. We'd be happy to share that type of data/analysis with interested Credit Suisse
clients upon request.

Looking for more signals of
profit shifting? Try large
amounts of earnings parked
overseas that are
"reinvested" in cash

Using HOLT to Gauge Potential Impact on Valuation
We don’t know exactly where corporate tax rates are going and as a result it's difficult to
quantify the exact exposure or hit to earnings at this point. So, how do you gauge the
potential impact on valuation? We'd suggest running different tax rates through your
model or you can check out a feature in HOLT Lens that does it for you. Just plug in
different tax rates and see the impact on operating returns and valuation. In Exhibit 22
we use Amgen (AMGN) as an example:
■

In Scenario 1, we have loaded the IBES Consensus Sales Growth and EBITDA
Margins and pushed last year's effective tax rate, which is 10.6%. This results in
average CFROI® levels of 15.8% and HOLT's warranted share price of $254.94.

■

In Scenario 2, the only change is to increase the effective tax rate to 25%, near the
OECD average (ex U.S.). Average CFROI levels fall by ~200bps to 13.93% and
HOLT's warranted stock price falls by 14%, to $219.91.
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Exhibit 22: Modeling the Potential Impact of Higher Tax Rates in HOLT Lens

Source: HOLT Lens. Amgen (AMGN) shown for illustration purposes only. Data Date: 12/02/2015. Click here to see company in HOLT Lens.
Link to AMGN in HOLT Lens
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Appendix A. Profit Shifting & Tax
Avoidance Under Pressure
As a shareholder you'd probably prefer the companies you own to pay less in taxes. In
fact most investors expect companies to do whatever they can (assuming it's legal) to
reduce their tax bill and many companies have (over the past ten years 66% of the time
S&P 500 companies reported book tax rates below 35%). However, in a quest for lower
tax rates companies may have pushed things a bit too far.
Tax Environment Getting Tougher for Multinationals
The ultralow tax rates for some corporates and the mechanics for getting there
(sweetheart tax deals, shifting profits to tax havens, transactions with catchy names like
the Double Irish with a Dutch Sandwich, etc.) have been getting attention from the press
and the public. Some companies were even hauled up in front of Congress, European
Union, House of Commons, etc., to shine a brighter light on their tax structures. That
makes people to wonder whether companies are "paying their fair share" especially in an
environment where governments around the globe continue to tighten their fiscal belts.
But it's not just public pressure and reputational risk that companies are facing. It looks
like the tax environment is going to get tougher over time and change is coming from a
number of different angles, from the OECD's effort to tackle base erosion and profit
shifting, to the UK's diverted profits tax (i.e., the Google tax), Ireland shutting down the
Double Irish, the EU going after sweetheart tax deals, the Treasury department picking
away at inversions, tax reform, high profile transfer pricing challenges, tax disputes, etc.
Its simple countries around the world would like to get their hands on some additional tax
revenue and seem to be getting tired of seeing multinational companies shift profits to
tax havens. Even some states within the U.S. (e.g., Connecticut, Montana, Oregon, etc.)
are getting in on the act, by including "tax haven" income as part of the state tax base
which typically includes only U.S. source income. The states could use some additional
tax revenue too.

Countries would like to get
their hands on some
additional tax revenue and
are tired of seeing profits
shifted to tax havens

Of course some U.S. companies would argue they are not avoiding paying tax, just
deferring the eventual U.S. tax on those foreign profits (that tax bill would be a lot smaller
if the U.S. provides another repatriation holiday).
Changes are coming to how companies are taxed globally that should make it harder for
them to shift profits to low tax countries unless there is economic activity taking place
there (that'll be tough on the tax havens). Tax planning post all these changes will be
about getting the people/assets in the right place, not just a piece of paper (to soften the
blow look for more developed countries to offer patent/innovation boxes or lower tax
rates). The bottom line is that we'd expect effective tax rates for some multinationals to
move higher over time (i.e., tax risk is rising).

Tax planning could change,
may result in a shifting of
real economic activity

Exhibit 23 provides a high level summary of some of the stuff that is being considered.
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Exhibit 23: Profit Shifting & Tax Avoidance Under Pressure, Tax Risk on the Rise

Source: Credit Suisse Accounting & Tax Research

Here's a brief discussion on a few of the items in Exhibit 23.
The U.S. Initiatives
In case you hadn't heard our tax code is broken and in desperate need of repair. There
have been lots of proposals over the years to fix it, but not a lot of action. That said, we
might have reached a tipping point due to a combination of factors including, companies
like Pfizer continuing to leave the U.S. for a more friendly tax system abroad (maybe a
tax reform will help keep them here), the more than $2 trillion of earnings "trapped"
overseas (maybe a tax reform would allow companies easier access to that capital), the
tax reform efforts that are taking place outside the U.S. (we'll discuss those a bit later),
etc.

Tipping Point – companies
leaving the U.S., over $2
trillion "trapped" overseas,
overseas reforms, etc. could
spark U.S. tax reform.

Fixing how overseas profits are taxed can head down a variety of different paths, some
of which companies would characterize as good news and others as bad news.
The Good, The Bad, Tax Reform

There have been a number of tax reform proposals suggesting that the U.S. switch to a
territorial tax system (like most other countries) where foreign profits are subject to little
or no U.S. taxation. But a territorial tax system would provide even more incentive to shift
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profits to low tax countries, as they'd never be subject to U.S. tax and could be
repatriated freely.
Territorial System Is Not All Good News

If a territorial system sounds almost too good to be true, it is. Any switch to a territorial
system would most likely come with rule changes that would make it harder to shift
profits including tightening up on transfer pricing, tougher Subpart F rules, limitations on
the tax deductibility of interest, etc. We wouldn't be surprised to see a minimum tax on
foreign earnings, in other words only if the tax paid overseas is above some rate (e.g.,
15%) then it's not subject to U.S. tax, otherwise it would be taxed by the U.S. Of course
all that stuff would add even more complexity to the tax code (yikes!).
A simpler approach would be to keep the worldwide system, eliminate deferral (tax all
foreign profits immediately) and lower the U.S. tax rate (but that would be too easy, what
would all those tax planners do?). However, that may still incentivize companies to leave
the U.S.

Territorial system could
bring tightening on profit
shifting, minimum tax on
foreign profits, added
complexity

Repatriation Holiday Needs to be Part of Bigger Tax Reform

You can't talk tax reform and not discuss a repatriation holiday. There have been
endless proposals, many of which would tax the earnings parked overseas at a reduced
rate from 5.25%-14% and some would have used the proceeds to help fund our nation's
highways (that's off the table now that the highways are close to being funded for a few
years). It looks like a repatriation holiday would have to be part of a larger tax reform
package. Many of the proposals being discussed now would tax the earnings parked
overseas at a reduced rate regardless of whether or not they're repatriated (unlike the
last repatriation holiday which was voluntary).
Before you jump for joy as it seems most investors do at the mention of a repatriation
holiday, remember that you need to analyze the cost/benefit in relation to other changes
being made as part of a tax reform. Do the benefits of "freeing" up trapped capital and
the added financial flexibility (to buy back stock, etc.) offset the costs of a higher tax rate
on foreign profits going forward (assuming a minimum tax rate or tightening up on profit
shifting)?

Do benefits of freeing up
trapped capital offset costs?

Patent Box / Innovation Box / Knowledge Development Box / Fox in Box

Another bit of good news from a corporate perspective that's been popping up recently in
tax reform conversation is a patent or innovation box. These boxes offer lower tax rates
on certain types of income from intellectual property; for example, there's the Innovation
Promotion Act of 2015 from Charles Boustany (R-La) and Richard Neal (D-Ma) which
would use a tax rate of around 10%.
They are meant to incentivize companies to keep their intellectual property here in the
U.S. instead of moving it to lower tax countries abroad and to provide some protection
from the OECD's BEPS effort (discussed below). These boxes have their fair share of
problems including complexity, how do you figure out what portion of profits get the
benefit of the low tax rate and they tend to be expensive in terms of lost tax revenue, so
the question is how will they be paid for? In other words what type of tax benefits will
companies have to give up (e.g., R&D tax credit) in order to get their hand on a patent
box.

A patent (innovation) box
could lead to lower taxes on
intellectual property driven
income

Patent box is an attempt to
keep intellectual property
onshore but it's expensive

U.S. Tax Reform Potential Timing – CS Washington Policy Team

We know what you are thinking, yes the U.S. tax code is broken, but U.S. tax reform has
been talked about for years, but there's been no action. Will Congress ever really take a
crack at fixing it? Here are some thoughts from our Washington policy team on the
potential timing of a U.S. tax reform:
While talks continue between Republicans and Democrats on International tax
reform, we believe that most conversations are just practice and prelude for a
time in Q2 or Q3 2017. It is very difficult to see how Congress will agree on
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International or Comprehensive tax reform during the upcoming election year,
2016.
It should be noted that the Administration, under the guise of stopping
inversions, could reform interest deductibility or earnings stripping by making
changes to 163(j). Our take is that Treasury may issue another notice in Q1 of
2016. Robert Stack, Deputy Assistant Secretary for International Tax Affairs,
U.S. Department of the Treasury has stated publicly that “a foreign multinational
does not need to do anything fancy to strip income out of the United states and
that 163(j) currently permits far more interest stripping than the nation can
probably afford or that is based on sound tax policy.”

…but earnings stripping
could get some attention
next year

Picking Away at Inversions
The U.S. Treasury has been using its regulatory authority to continue to pick away at
inversions since last year. Remember back on September 22, 2014 the U.S. Treasury
issued Notice 2014-52 which impacted inversion transactions (closed on or after
9/22/14) in two ways (1) they made it harder to get in under the 80% ownership test
(discussed below) through inflating the foreign company or shrinking the U.S. company
(no more skinny-down dividends) and (2) they made it harder to access the earnings that
were parked overseas by the former U.S. company through "hopscotch" loans.
More recently on November 19, 2015 the Treasury issued Notice 2015-79 that will make
it even harder for companies to invert (e.g., limit ability of a U.S. company to merge with
a foreign company and relocate to a third country) and to realize the tax benefits from an
inversion (prevent inverted companies from transferring foreign operations out from
under the U.S. tax net without paying some tax first).
Keep in mind the Treasury has indicated since last September that it will continue to look
for additional ways to reduce the tax benefits from an inversion including going after
earnings stripping. A key driver of the lower tax rate post inversion involves stripping the
profits out of the U.S. business through tax deductible interest, royalties, rents,
management fees, etc. paid to the new lower tax foreign parent or other low/no tax
foreign affiliates. The Senate Finance Committee noted in its July 2015 International Tax
Bipartisan Tax Working Group Report that it "also examined the common practice of
significant leveraging of U.S. subsidiaries soon after corporate inversions occur."

Treasury can still go after
earnings stripping

So don't be surprised if the Treasury eventually goes after earnings stripping too. It could
try to further limit the amount of intercompany interest expense a company could deduct
on its tax return under Section 163(j) or by reclassifying tax deductible debt into
nondeductible equity under Section 385.
The Treasury attack on inversions has so far left alone transactions where the former
shareholders of the U.S. company own less than 60% of the new foreign company (e.g.,
Pfizer, pending). That could change if the Treasury tries to restrict earnings stripping.
Also keep in mind there have been a number of proposals over the years, including the
2015 Obama budget, to reduce the ownership threshold from 80% down to 50%, but the
U.S. Congress needs to get involved to make that type of change.
Outside the U.S.
The tax reform effort around profit shifting has gone global and there have been and will
continue to be changes to global taxation. As a result it should get harder for
multinationals (including U.S. multinationals) to shift profits to tax havens. Below we
cover some of the major initiatives taking place around the world.
OECD – Base Erosion and Profit Shifting Project
On October 5, 2015 the Organization for Economic Cooperation and Development
(OECD) released the final Base Erosion and Profit Shifting (BEPS) project (over 1,600
pages of it). It was endorsed by the leaders of the G-20 on November 16, 2015. The
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concerns that the OECD was trying to deal with in this project are summed up by the
quotes in Exhibit 24.
Exhibit 24: What the OECD Is Trying to Fix with the BEPS Project

Source: G20 LEADERS’ DECLARATION, Saint Petersburg Summit, 5-6 September 2013; The President's Framework For Business Tax Reform
- A Joint Report by The White House and the Department of the Treasury, February 2012; OECD/G20 Base Erosion and Profit Shifting Project,
Oct 2015 Final Reports (Explanatory Statement)

BEPS refers to tax planning strategies that exploit gaps and mismatches in tax rules to
make profits disappear for tax purposes or to shift profits to locations where there is little
or no real activity but the taxes are low, resulting in little or no overall corporate tax being
paid. A special focus of the BEPS project is on double non-taxation (i.e., stateless
income), that’s when a company is not taxed at the source of the economic activity or in
the country that it resides (also known as the best of both worlds).
The OECD puts BEPS at between 4-10% of global corporate income tax or $100 - $240
billion per year. BEPS indicators like affiliates of multinational companies in low tax
countries with twice the profit margin of their global group, tax rate differences between
multinationals and other companies and profit shifting through intangibles and interest all
show disconnects between financial and real economic activities.

The effort is targeting
abuses, like stateless
income, cash boxes, profits
but no employees, etc.

Per the OECD, BEPS costs
$100-$240 billion per year

The OECD's plan is meant to "lay the foundation of a modern international tax
framework under which profits will be taxed where economic activity and value creation
occurs." It's an attempt to close gaps in tax rules that allow multinationals to legally but
artificially shift profits to low or no tax places and put an end to "stateless income" and
shell companies used to stash profits offshore. Only time will tell whether or not these
efforts are successful.
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The BEPS effort is not supposed to be about increasing statutory corporate tax rates (it's
about tying taxation to economic activity). That said it will probably increase the foreign
tax bills of U.S. companies even if the U.S. doesn't do anything about it since it'll still be
tougher to shift profits among foreign subs.
Keep in mind the OECD and the G-20 do not have legislative power (their output is soft
law, it's not legally binding), countries determine their own tax systems (even tax treaty
modifications must be approved by the U.S. Senate). But look for countries to use the
final rules as a roadmap to reforming tax laws and tax treaties in the coming years.
BEPS is meant to restore taxing rights so that countries can tax profits arising from
economic activities there, it'll be up to the countries to implement changes. The problem
is that different countries could end up implementing different parts of it and that could
get messy.

Even if U.S. doesn't do
anything, BEPS effort could
increase foreign tax bills for
U.S. companies
OECD can't write tax law; it
will be up to countries to
implement changes

Changing Behavior

Countries may implement
BEPS differently resulting in
wide variety of different
impacts

The BEPS effort could result in some interesting behavioral changes for example we
could see tax authorities getting tougher, especially once they are armed with more
information. We are already seeing tax authorities go after transfer pricing cases with
more gusto (e.g., the IRS claimed in September 2015 that Coca Cola owes $3.3 billion
more in taxes because of issues related to transfer pricing). Company behavior may be
changing too, if there's a greater likelihood of getting caught and tougher rules, tax
planning might get less aggressive. Some companies might have to restructure their
business, if their legal and tax structures don't reflect underlying economic reality. That
could result in companies shifting real economic activity to low tax countries. Tax
competition could heat up too, as countries try to lure companies with lower tax rates
and patent boxes.

Tax authorities to get more
aggressive, companies less
aggressive

There will still be some amount of profit shifting it's just that as Robert Stack (Deputy
Assistant Secretary for International Tax Affairs, U.S. Treasury) put it, "going forward it
would be difficult for the world's multinationals to stash large amounts of income in low or
no tax jurisdictions." In the big picture, realigning the location of taxation with the location
of economic substance and value creation is a good idea even though it may result in
some multinationals paying more in tax. The OECD would argue that reporting profits
where economic activities are carried out and value is created should reduce competitive
distortions (multinationals have had a nice tax advantage over domestic companies),
lead to a more efficient allocation of resources (away from activities with lower pretax but
higher after-tax returns) and is more fair (helps to restore trust in the system). Sounds
good, we'll see if it works in the real world.
The 15 Measures to Tackle BEPS

The fifteen action points are laid out in Exhibit 25, followed by a bit more info on a few of
the items.
Exhibit 25: 15 Measures to Counter Base Erosion and Profit Shifting

Source: OECD/G20 Base Erosion and Profit Shifting Project, Oct 2015 Final Reports (Explanatory Statement and Executive Summaries)
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#2 – Neutralize the effects of hybrid mismatch arrangements: Hybrid
entities/instruments are treated differently for tax purposes by different countries. For
example an entity that's taxed as a corporation by one country but is invisible to another
country (see our check the box discussion below) or a financial instrument that's treated
as debt in one country but equity in another. If one subsidiary of a company issued that
instrument to another subsidiary it could result in the company having tax deductible
interest in one country and tax-exempt dividend income in another (allowing profits to be
shifted from a high tax country to a low tax country).

Hybrids are treated
differently for tax purposes
by different countries (e.g.,
debt in one country might be
equity in another)

The idea is to put an end to multiple deductions for a single expense, deductions in one
country without taxation in another, and multiple foreign tax credits for one tax paid.
From the start the BEPS plan suggested more “coherence” at the international level, in
other words a tax deduction in one country should result in corresponding taxable
income (and taxes paid) somewhere else.

A tax deduction in one
country should result in
taxable income somewhere
else

The suggested approach is to deny a tax deduction for a payment to the extent it is not
taxed in the country of the recipient or it's also deductible there. Either the country of the
payor would deny the tax deduction for the payment, or the country of the recipient
would include it as income. It's up in the air as to how widely this will be adopted, if
different countries adopt this differently that could cause confusion and even double
taxation in some cases. An open question is how it will impact check-the-box tax
planning, which is like hybrids on steroids. Clearly, this is a complex area; the hybrid
report alone was 454 pages (each of the 15 measures had its own report).

Key question: How will this
impact check-the-box?

#4 – Limit base erosion via interest deductions and other financial payments:
Intercompany finance is a major tool in the profit shifting toolkit (there are probably some
companies where intercompany interest expense is a multiple of the third party interest
that they pay).
As a result the OECD developed suggested limits on deductions for interest and
economically equivalent payments (certain derivative, FX, guarantee and finance lease
payments) to a fixed percentage (between 10-30%) of EBITDA determined by country.
That limit applies to both third party and intercompany debt. Something known as a
worldwide group ratio would allow for a higher limit and interest expense could be
deducted up to the net interest / EBITDA ratio for the entire company (i.e., worldwide
group). Disallowed interest could be carried forward. It will be interesting to see how
countries adopt these limits and the varying different approaches they take.
The idea is to have companies allocate debt to where their profits are earned not just the
highest tax place. One problem is that companies may not be able to fully deduct
external interest expense which would drive up their cost of capital.
There are countries that have these types of limits (also known as thin cap rules) in
place today, for example, Germany limits interest expense to 30% of EBITDA, the U.S.
has Section 163(j) which doesn't seem to work too well, etc. To put these types of rules
in place will require national legislation (e.g., that's highly unlikely in the U.S. unless it's
part of a larger tax reform effort, that said changes by other countries would impact U.S.
multinationals).

Tax deductible interest
should be limited to 10-30%
of EBITDA

Approach would apply to
intercompany and third party
debt that could drive up the
cost of capital

#5 – Counter harmful tax practices more effectively, taking into account
transparency and substance: One example of a harmful tax practice, is the patent or
innovation boxes that a number of countries (see Exhibit 26) have put in place which
provide a lower tax rate for intellectual property driven profits. Other countries like Ireland
and Switzerland have proposed them and as we mentioned earlier there is some talk of
doing something similar in the U.S.

Foreign Tax Risk

30

08 December 2015

Exhibit 26: Countries with Patent or Innovation Boxes

Source: United States Senate Committee on Finance: The International Tax Bipartisan Tax Working Group: Final Report, July 7, 2015

The BEPS plan laid out a minimum standard for dealing with these boxes which would
attempt to align taxation of profits with the activities that generate them. The OECD went
with a nexus approach where a company could only benefit from a patent box to the
extent it incurred R&D expense in that country (i.e., R&D expense is being used as a
proxy for economic activity). The OECD examined 43 preferential tax regimes including
16 that were tied to intellectual property and not one was consistent with the OECD's
nexus approach (guess they're going to have to make some changes).

Benefits from a patent box
only to the extent company
did R&D in that country
None of existing patent
boxes would meet OECD
nexus approach

#8, 9, 10, and 13 – Transfer pricing issues: With all of the controversy around transfer
pricing abuses it's no surprise that four points in the action plan deal with transfer pricing.
One of the core themes of the BEPS project is that the global tax system can no longer
afford the disconnect between where profits are being booked and where economic
activity is taking place. Specifically the misallocation of profits generated by intangibles is
viewed as having contributed heavily to BEPS. As a result the action plan focuses on
aligning transfer pricing outcomes with value creation.
Transfer pricing today is based on the contractual allocation of functions, assets, risks,
leaving it prone to manipulation. Going forward, when it comes to transfer pricing more
emphasis should be put on value creation (substance…) to determine where profits
should be booked, instead of just contractually assumed risks or by providing financing
(…over form). For example, if a subsidiary provides funding intercompany but not much
else (e.g., it doesn't control the financial risks associated with funding, doesn’t check
credit-worthiness, provides money when asked) it should only be entitled to a risk-free
return.

Transfer pricing focus
should be on value creation

The thinking is that contractual allocations of risk will still be respected in most cases,
except when the contracts lack a commercial rationale (i.e., there will be less automatic
acceptance of the contract/legal terms). That's meant to deal with situations where
companies restructure for tax planning purposes shifting risks without any change to the
underlying business. Higher risks should result in higher returns but risks should be
allocated to the party that has control over those risks and the ability to assume them,
not just what the contract says.
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When it comes to intangible assets the questions may shift from which entity has legal
ownership (legal ownership does not necessarily generate a right to all or any of the
significant risks) to more of a focus on where are the people that created it, monitor its
use, control it, that maintain and enhance it, etc. and where are the related assets and
sales. As a result look for companies to get around those rules by not just putting profits
in the right place, but also the right people. The OECD even dealt with payments
between subsidiaries of a multinational company, things like management fees and head
office expense used to erode the tax base that are not tied to value creation.
The OECD is trying to align substance (real value creation) with location of profits for tax
purposes. Of course that's great in theory and easy to say but it's hard to do in the real
"always changing" world of business especially nowadays where lots of different types of
activities create value. The question is how much value and where in the world should
the associated profits should be booked. This looks like the last shot at trying to keep the
arms-length transfer pricing system that's been in place for a long-long time. If this
doesn’t work the next step may be to move to a more formula based system (i.e.,
formulary apportionment) where profits are split based on specific weightings for assets,
payroll, sales, etc.

Legal ownership is not be all
end all

Tough in real world of
constantly changing
business models: Where is
value created nowadays?

Exhibit 27: Pepper . . . and Salt

“Offshore tax havens are getting
harder and harder to find.”
Source: From the Wall Street Journal -- Permission, Cartoon Features Syndicate

#12 – Require taxpayers to disclose their aggressive tax planning arrangements:
Companies are also going to have to start providing more information to tax authorities,
and with more information comes more transparency and more scrutiny. It might even
result in some companies having second thoughts about being so aggressive with their
tax planning as they'll be providing information to highlight where they've been shifting
profits to low tax countries.
There will be a master file (high level info regarding operations and transfer pricing
policies available to all relevant tax authorities) and a local file (for each country detailed
transactional transfer pricing documentation identifying material related party
transactions amounts involved and company analysis)

Foreign Tax Risk

32

08 December 2015

There's also country-by-country reporting, where large multinationals (over 750 million
euro in revenues) will file a report each year in their home country that is then shared
with other countries through tax treaties (the information is supposed to be kept private).
The reports will provide information by country on: the amount of revenue, pre-tax profit,
income tax paid and accrued, number of employees, capital, retained earnings and
tangible assets. Plus they need to identify each entity within the multinational group that
does business in a country and the types of activities.
In other words companies are providing information about their economic activity and
taxes paid (we expect tax authorities will be looking for differences between the two
when deciding who/what to audit). The reports are required for fiscal years beginning on
or after January 1, 2016, the 2016 data will be reported in 2017 (and shared in 2018).
The U.S. Treasury is planning to issue temporary regs laying out the country-by-country
reporting requirements for U.S. companies by the end of this year.
European Union
The European Union is also having a look at base erosion and profit shifting. They are
investigating a number of countries (Ireland, Luxembourg and the Netherlands) to see if
they provided special or preferential tax treatment (and an unfair competitive advantage)
to select companies that would be considered illegal state aid. On October 21, 2015 the
European Commission ruled that both Starbucks (the Netherlands, Luxembourg and
Starbucks are all appealing) and Fiat had benefited from unlawful state aid. Per the EC
the agreements between the companies and the countries did not reflect economic
reality and used prices that are not found in the market (e.g., the prices paid for coffee
beans were inflated). We are still waiting to hear the results of the investigations into
Apple, Amazon and now McDonalds. This could result in the claw back of past subsidies
(i.e., back taxes and penalties) but there is a 10-year limit on the recovery period. It
seems like some of these sweetheart tax deals might not be sustainable.

More transparency = more
scrutiny

EU investigating whether tax
holidays/incentives were
illegal state aid

On November 25, 2015 the European Parliament approved a special report from the
TAXE committee that called for a number of changes meant to get tough on tax
avoidance. Including mandatory country-by-country reporting but in this case the
information would need to be made available to the public (yikes), changes to transfer
pricing rules, a tax haven blacklist (including penalties for using them) and an EU
common consolidated tax base.
Other Countries
There's been plenty of media and political attention on corporate tax avoidance in the UK.
Remember back in 2012, Amazon, Google and Starbucks all had to go before the House
of Commons to discuss their tax planning. The UK jumped ahead of the OECD initiative
and put in place the Diverted Profits Tax (i.e., Google Tax), which went into effect on
April 1, 2015. The new law slaps a 25% tax on profits that have been artificially shifted
out of the UK (by avoiding a taxable presence in the UK or through transactions that lack
economic substance).

U.K. institutes Diverted
Profits Tax but is cutting
corporate tax rate

It seems like some companies are responding to the pressure, for example Starbucks
took a lot of heat for not paying tax in the UK (there were calls to boycott it over its tax
tactics). The company agreed to pay 20 million pounds of UK corporate tax even if it
reports a loss for tax purposes. Earlier this year Amazon has restructured in a way that
will result in less income flowing into Luxembourg and more into countries where it has
real operations (e.g., U.K., Germany, Spain and Italy).
On the tax softening side, the UK has put in place a patent box with a 10% tax rate and
the corporate tax rate will drop from 20% to 19% in 2017 and 18% in 2020.
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Ireland toughened up on situations where there was stateless income (see our Apple
example below) and the Double Irish (see Exhibit 28). For example, companies can't
establish a new Double Irish after January 1, 2015 and existing transactions will be
phased out by 2020. Both stateless income and Double Irish cases could be taxed as
Irish companies in the future at the corporate tax rate of 12.5%.
Not to get too tough, Ireland has no plans to increase its corporate tax rate and is
working on a knowledge development box with a preferential tax rate of 6.25%.

Ireland cracks down on
Double Irish, but is
proposing knowledge
development box with
6.25% tax rate

Exhibit 28: Double Irish Dutch Sandwich Corporate Structure

Source: Based on diagram included in “Stateless Income’s Challenge to Tax Policy” by Edward D. Kleinbard, Sep 5th, 2011
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Appendix B. Profit Shifting 101
For some companies where they book profit is simply a function of where they do
business and they just happen to do real business in low tax countries. But there's a
concern that companies are shifting profits into lower tax jurisdictions without any real
economic substance.
Move Profits to Low-Tax Countries and Costs to High-Tax Countries
How do they do that, how do companies go about shifting profits around the globe? We
can summarize it in two words: "intercompany transactions." By entering into
transactions with themselves (e.g., to move intellectual property), using transfer pricing
to price them, a dose of intercompany finance and a few loopholes, companies can
move profits to low tax countries and costs to high tax countries.
■

Transfer Pricing: Section 482 of the tax code provides the guidance on transfer
pricing (estimated arms-length pricing of intercompany transactions as if they were
with an outside third party). Transfer pricing determines where profits on
intercompany transactions are booked for tax purposes. This gets especially
complicated with unique, hard-to-value assets that are a profit driver like intellectual
property that don't trade regularly. For example, a company in a high-tax country
could sell/license or through cost sharing "move" the intellectual property to its lowtax subsidiary, giving the low-tax sub the rights to future profits. If that sale/license is
priced aggressively, it could minimize the profit booked in the high-tax country
effectively shifting profits to the low-tax country. In addition lower margin activities
like distribution, manufacturing and support could be placed in high-tax countries.

■

Intercompany Finance: Companies can also shift profits through intercompany
borrowing. For example, a subsidiary in a high-tax country could borrow money from
a low-tax subsidiary, generating an interest expense tax shield in the high-tax
country (reducing taxable income and the tax bill) and interest income in the low-tax
country. The profits were effectively stripped (i.e., earnings stripping) out of the hightax country and shifted to the low-tax country. If it were only that easy, first off
Section 163(j) limits the amount of tax deductible interest on intercompany debt for
U.S. tax purposes. However, Section 163(j) only kicks in if the debt-to-equity ratio is
greater than 1.5 times, when that happens interest expense (interest paid or accrued
to related parties) is limited to 50% of adjusted taxable income (think EBITDA). Any
disallowed interest can be carried forward indefinitely, if there's any excess limitation
(50% of EBITDA over net interest expense) that can be carried forward 3 years. In
addition the Subpart F rules would slap a U.S. tax on the interest income in the low
tax country (however, there are some loopholes that can help get around that).

■

Loopholes: Under Subpart F the passive income (e.g., dividends, interest, royalties)
of a foreign subsidiary of a U.S. company is taxed immediately by the U.S. whether
or not it is repatriated and that would throw a giant monkey wrench into many of
these elaborate plans to shift profits. However, there are ways around Subpart F.
Including the all-powerful Check the Box rules (around since 1997) which allow
U.S. companies to choose how their subsidiaries are treated for tax purposes (as
corporations or disregarded/combined with its owner). If they are disregarded it
effectively allows those foreign subs to disappear for U.S. tax purposes (like magic)
and as a result their passive income is not subject to U.S. tax and all they have to do
is check a box. Keep in mind that even though those foreign subs are invisible from
a U.S. tax perspective they look like real companies for foreign tax purposes and as
a result can be used to help shift profits from high tax foreign countries to lower tax
ones. For example, let's say there is a foreign holding company which receives
intercompany royalty payments for licensing intellectual property to a manufacturing
subsidiary. The Holdco checks the box on the manufacturing sub, so the
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intercompany royalty disappears from a U.S. tax perspective (no Subpart F hit).
However, the foreign countries respect the royalty payment which results in royalty
income being taxed in a low tax country and the royalty payment getting deducted
on the tax return in high tax country, profit has been shifted from high tax to low tax
and the company's overall tax bill has been cut. There's also the Controlled
Foreign Corporation (CFC) look-through rule, which provides an exception to
Subpart F tax for certain passive income paid from one foreign subsidiary to another
Section 954(c)(6). Intragroup royalties and other deductible payments are treated as
active income as long as the amounts are not paid out of subpart F income (this
expired in 2014, last time it was renewed was the Tax Increase Prevention Act of
2014). Same Country Exception excludes dividends, interest, and royalty
payments between two CFC's organized and operating in the same foreign country
that would normally be treated as taxable income by the US parent. Companies use
the Manufacturing Exception under Subpart F to avoid tax on certain foreign
income (related party sales) of a CFC manufacturer if it added "substantial" value to
the goods. There's also the Active Financing Exception, which excludes certain
passive income from Subpart F if it's the result of active conduct of banking/financing
business (that exception also expired in 2014, it's one of the long list of items that
should be part of a tax extenders package).
■

For a little bit more on check-the-box, here's a description from a report by the US
Permanent Subcommittee on Investigations: “There is this whole elaborate scheme
of check the box and Subpart F and the Controlled Foreign Corporation (CFC) lookthrough rule. Essentially, the standard practice now is that the U.S. multinational will
have single top CFC which is treated as a corporation under check the box, and that
CFC will participate in the cost sharing and will be in a low-tax jurisdiction so it will
hold the intangibles such as Ireland, Singapore, Puerto Rico, and the like. And then
every other CFC that the multinational has below that top CFC will be check the box,
be disregarded, and that as a result payments of, for example, royalties that go up to
the top-level CFC from all the other very elaborate structure below that will be
disregarded for Subpart F purposes and simply not exist. And it is that structure that
is the standard tax planning device that all the multinationals use.” Source: "Offshore
Profit Shifting and the U.S. Tax Code—Part 1 (Microsoft and Hewlett Packard).
Hearing before the Permanent Subcommittee on Investigation, United States
Senate. 9/20/2012. http://www.fdsys.gov/

■

Inversion: Another option is to just leave the U.S.A, altogether, reincorporate in a
foreign country and replace the U.S. parent with a new foreign parent. In most cases
(stock inversions) a new foreign company is set up and the U.S. company
shareholders exchange their shares for new foreign company shares with the U.S.
Company becoming a subsidiary of the new foreign company. There's two ways of
doing it:
(1) Substantial Business Activities: for a U.S. Company to leave on its own it
must have substantial business activities in whatever country it is moving to. In
2012 these rules were tightened significantly and the company must prove it has
25% of its assets, people (headcount and compensation) and income in the
foreign country.
(2) M&A: The more popular approach is to find the right foreign company to partner
up with. The focus here is on the former shareholders of the U.S. Company and
how big of a stake they have in the new foreign company (by vote or value). The
key is for the former shareholders of the U.S. company to own less than 80% of
the new foreign company:
o
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then all's clear you have escaped the U.S. tax system (though the U.S.
business is still a U.S. taxpayer).
o

Surrogate Foreign Corporation - If the former shareholders of the U.S.
Company own between 60-80% of the new foreign company, it's
treated as a foreign company for tax purposes. However a number of
restrictions apply including the recent Treasury changes.

o

Stuck in the U.S.A - If the former shareholders of the U.S. Company
own 80% or more of the new foreign company then it will be treated as
a U.S. company for tax purposes regardless of where it calls home.

But the tax rate doesn't automatically drop just because you slap two companies
together and call them Irish (don't forget there is still a U.S. taxpayer underneath
that Irish umbrella). The real savings comes from good old fashioned tax
planning:
o

Get out of the U.S. tax umbrella. Companies will restructure to remove
the foreign operations from U.S. taxation in the future providing more
financial flexibility; cash generated overseas can be put to work in the
U.S. without a tax hit. Remember that an inversion does not get rid of
the U.S. tax liability on the earnings that have previously been parked
overseas, though it can provide a workaround (e.g., hopscotch loans).

o

Earnings stripping. Companies also reduce the tax burden on the U.S.
business by stripping the profits out of the U.S. through tax deductible
interest (by leveraging the U.S. business), royalties, rents,
management fees, etc. paid to the new lower tax foreign parent or other
foreign affiliates. This is typically the key driver of a lower tax rate post
inversion.

A Few Real Life Examples
Intercompany transactions layered on top of the interrelationship between various tax
codes around the globe is a recipe for complexity. Heck, transfer pricing has become its
own industry for accounting/tax firms. The best way to explain how companies go about
reducing their tax bills is to use a few real life examples. The good news is the U.S.
Senate Permanent Subcommittee on Investigations has hauled companies in front of
Congress to provide a bit more detail on their tax planning strategies. Here's a high level
overview of four companies that had to spill the beans, Apple, Caterpillar, Hewlett
Packard and Microsoft. Keep in mind, things may have changed since the information
surfaced from these investigations, but here is a recap of what they found.
Apple

On May 21, 2013, the Subcommittee found that “Apple has used a variety of offshore
structures, arrangements, and transactions to shift billions of dollars in profits away from
the United States and into Ireland, where Apple has negotiated a special corporate tax
rate of less than two percent”
According to the Subcommittee Apple has used a variety of offshore entities to minimize
its tax bill however two Irish based entities stand out (check out Exhibit 29):
■

Apple Operations International (AOI): Is Apple's primary offshore holding company, it
was incorporated in Ireland in 1980, yet it is not a tax resident of any country (it's
stateless for tax purposes). AOI has no employees, however, it had $30 billion of
"stateless" income from 2009-2012. Yet it did not pay any corporate tax to any
country over that period. Per the Subcommittee investigation: “An IRS analysis
would be appropriate to determine whether AOI functions as an instrumentality of its
parent and whether its income should be attributed to that U.S. parent, Apple Inc.”
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■

Apple Sales International (ASI), which is a sub of AOI, also has no tax residency. It
holds most of Apple's offshore intellectual property rights through a cost sharing
agreement (where ASI takes on some of Apple's R&D costs and in return gets the
rights to use the intellectual property). Basically ASI contracts with manufacturers in
China to assemble its products and then buys the finished good. Next it resells the
finished goods to other Apple affiliates (e.g., Apple stores) at a higher price (using
transfer pricing to reflect the value of the intellectual property rights) retaining the
profits. ASI had $38 billion in profits from 2009-2011 but only paid $21 million in
taxes or a 0.06% tax rate.

In addition to these low/no taxed entities Apple also takes advantage of the check the
box rules (as you can see in Exhibit 30), which allow lower-tier foreign subsidiaries to be
“disregarded” by the IRS that helps them avoid U.S. taxation of their passive income
under Subpart F. Per the Subcommittee, check the box allowed Apple to cut its tax bill
by $9 billion in 2012.
Exhibit 29: Apple's Offshore Corporate Structure

Exhibit 30: Check-the-box, Apple as an Example

Source: Apple Consolidating Financial Statements, APL-PSI-000130-232
(Sealed Exhibit), Permanent Subcommittee on Investigations

Source: Adapted from “Exhibits – Hearing on Offshore Profit Shifting and
the U.S. Tax code Part 2 (Apple Inc.)”, published by the Permanent
Subcommittee on Investigations
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In addition to the traditional Subpart F loopholes and transfer pricing arrangements, per
Apple's testimony, it was able to obtain a “special” 2% effective tax rate via negotiations
with the Ireland government. Note it is these “special” rates that the EU is investigating to
determine whether they represent illegal state aid.
Caterpillar (CAT)

Creative tax planning is not just a technology sector affair. On April 1, 2014, the US
Permanent Subcommittee on Investigations released a report on Caterpillar. To illustrate
the extent of this investigation, the Subcommittee noted as part of its investigation it
interviewed numerous current & former employees of Caterpillar, auditors and tax
consultants of CAT. It also examined over 150,000 pages of related documents. Here
are a few key takeaways from the investigation:
■

As a result of complex licensing and service agreements, Caterpillar transferred the
rights to sell its replacement parts to non-US dealers to a foreign affiliate Caterpillar
Société à Responsabilité Limitée (CSARL) located in Switzerland. CSARL pays a
royalty back to the US Parent.

■

Despite having no manufacturing facilities at CSARL and 80% of its R&D based in
the U.S., 85% of the profits from the replacement parts business which is managed
in the U.S. are allocated to CSARL.

■

This has resulted in an $8 billion profit shift to CSARL over a 13 year period taxed at
a special negotiated rate of 4%-6%.

■

There are questions around the value of the transferred rights as well as the
allocation of on-going profits to CSARL.

Exhibit 31 illustrates the ownership structure of CSARL per the Subcommittee report
along with CAT's most recent disclosure on this issue.
Exhibit 31: Caterpillar Ownership of CSARL
Caterpillar (CAT) 2014 10K:
"On January 30, 2015, we received a Revenue Agent's Report (RAR)
from the Internal Revenue Service (IRS) … The RAR proposed tax
increases and penalties for these years of approximately $1 billion
primarily related to two significant areas that we intend to vigorously
contest through the IRS Appeals process. In the first area, the IRS
has proposed to tax in the United States profits earned from certain
parts transactions by one of our non-U.S. subsidiaries, Caterpillar
SARL (CSARL), based on the IRS examination team’s application of
the “substance-over-form” or “assignment-of-income” judicial
doctrines. We believe that the relevant transactions complied with
applicable tax laws and did not violate judicial doctrines…In the
second area, the IRS disallowed approximately $125 million of foreign
tax credits that arose as a result of certain financings unrelated to
CSARL. Based on the information currently available, we do not
anticipate a significant increase or decrease to our recognized tax
benefits for these matters within the next 12 months. We currently
believe the ultimate disposition of these matters will not have a
material adverse effect on our consolidated financial position, liquidity
or results of operations."

Source: Prepared by Permanent Subcommittee on Investigations, based on 8/14/2013 Caterpillar response to Subcommittee
Questionnaire, CAT-000001 - 065, at 011 - 038.
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Hewlett Packard

The Subcommittee found that Hewlett Packard has used "billions of dollars of
intercompany offshore loans to effectively repatriate untaxed foreign profits back to the
U.S. to run their U.S. operations." A loan made by a foreign sub to a related U.S.
company is typically considered an investment in U.S. property by the foreign sub and as
a result is treated as a deemed dividend that's subject to U.S. tax just like if the funds
were repatriated.
But there's an exception (there's always an exception) for short-term loans. Hewlett
Packard set up short-term loan pools from its foreign subsidiaries in Belgium and the
Cayman Islands to fund its U.S. operations, share buybacks, payroll, even M&A. During
the first three quarters of fiscal 2010 the U.S. business borrowed $6-$9 billion from its
foreign subs without interruption. It's as if the funds were brought back to the U.S. but
without the tax hit.
Microsoft

According to the Subcommittee Microsoft "has used aggressive transfer pricing to shift
its intellectual property, a mobile asset, to subsidiaries in Puerto Rico, Ireland and
Singapore, which are low or no tax jurisdictions, in part to avoid or reduce its U.S. taxes"
on foreign profits. Exhibit 32 provided by the Subcommittee shows an illustration of this
using Ireland and Singapore. To summarize:
■

To transfer intellectual property rights from the U.S. (where most of the R&D takes
place) to its foreign subs, Microsoft set up a world-wide cost sharing agreement.
Foreign subs pay a portion of the R&D costs to Microsoft based on their share of
worldwide revenue in order to use the intellectual property rights. In 2011, Microsoft
Singapore paid $1.2 billion and Microsoft Ireland paid $2.8 billion to Microsoft as part
of this cost sharing arrangement.

■

In Ireland and Singapore the economic rights are marked up (using transfer pricing)
and relicensed to another Microsoft subsidiary that "manufactures" the product.

■

In 2011 Microsoft Singapore earned $3 billion in income which was taxed at an
effective tax rate of 2.74% and Microsoft Ireland earned $9 billion in income taxed at
an effective tax rate of 5.76%.

■

Keep in mind that the license fee is passive income and would be subject to
immediate U.S. tax under Subpart F. That's where "check the box" and "look-thru"
exceptions come in, allowing lower level foreign subs to disappear and as a result
it's as if the license fee doesn't exist from a U.S. tax perspective so it's not taxed by
Uncle Sam.

■

Note that Microsoft Singapore utilizes a holding company in Bermuda, which has no
employees but receives about $1.8 billion in annual income tax free under cost
sharing, licensing agreements.

■

The Subcommittee goes onto question how this structure can exist given that over
85% of Microsoft’s R&D is conducted in the United States.
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Exhibit 32: 2011 Microsoft Intellectual Property Payments (Two Examples)

Source: Offshore Profit Shifting and the U.S. Tax Code—Part 1 (Microsoft and Hewlett Packard). Hearing Before The
Permanent Subcommittee on Investigation, United States Senate. 9/20/2012. http://www.fdsys.gov/
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Amazon com Inc. (AMZN.OQ, $672.64)
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Anadarko Petroleum Corp. (APC.N, $56.81)
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Caterpillar Inc. (CAT.N, $69.98)
Celgene Corporation (CELG.OQ, $110.36)
First Solar (FSLR.OQ, $59.84)
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Gilead Sciences, Incorporated (GILD.OQ, $104.07)
Hanesbrands Inc. (HBI.N, $31.15)
Hewlett Packard (HPQ.N, $12.32)
Ingersoll-Rand Plc (IR.N, $58.43)
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Linear Technology Corp. (LLTC.OQ, $45.69)
McDonald's Corp (MCD.N, $116.2)
Merck & Co., Inc. (MRK.N, $53.64)
Microsoft Corporation (MSFT.OQ, $55.91)
Mohawk Industries (MHK.N, $189.48)
Mondelez (MDLZ.OQ, $44.5)
NVIDIA (NVDA.OQ, $33.75)
NetApp (NTAP.OQ, $31.28)
PayPal Holdings, Inc. (PYPL.OQ, $35.62)
Pfizer (PFE.N, $32.8)
Starbucks (SBUX.OQ, $61.75)
The Coca-Cola Company (KO.N, $43.29)
Thermo Fisher Scientific Inc (TMO.N, $137.07)
Tyco International, Ltd (TYC.N, $33.96)
Verizon Communications Inc (VZ.N, $45.71)
Waters Corporation (WAT.N, $131.0)
Western Digital Corp. (WDC.OQ, $64.58)
Wynn Resorts (WYNN.OQ, $64.6)
Xilinx (XLNX.OQ, $48.97)
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Investment principal on bonds can be eroded depending on sale price or market price. In addition, there are bonds on which investment principal can
be eroded due to changes in redemption amounts. Care is required when investing in such instruments.
When you purchase non-listed Japanese fixed income securities (Japanese government bonds, Japanese municipal bonds, Japanese government guaranteed bonds, Japanese corporate bonds) from CS
as a seller, you will be requested to pay the purchase price only.

Tax Risk Draft.doc

Foreign Tax Risk

45

