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TAX BRIEFING

There has been a lot of attention in recent 
times on US inversion transactions (which 
broadly refers to transactions where US 
groups move their holding company 
outside the US, following an acquisition 
of a non-US group). This has culminated 
in the introduction in the US of new rules 
intended to restrict the US tax advantages 
associated with such transactions. These 
rules have attracted some criticism in view 
of the wide range of transactions that are 
potentially caught by them (see News brief 
“Corporate inversions: US moves to shut down 
tax benefi ts”, www.practicallaw.com/8-584-
9611). 

However, this attention, and the debate 
associated with it, can sometimes lose sight 
of the fact that there are a host of very sound, 
commercial, non-tax reasons why a group 
may seek to change its holding company 
structure. Indeed, there are many examples 
of groups that may actively seek to move 
their holding companies to the US. One such 
example is a growing UK technology company 
(see box “Case study”).

Inversion structure

Achieving an inversion from the UK to the 
US should be straightforward. A simple 
approach is for a new Delaware corporation 
(USco) to be formed and for it to enter into 
an agreement with the shareholders of the 
existing UK technology company (UKco). 
Under that agreement, the UKco shareholders 
will transfer their UKco shares to USco in 
return for USco issuing new shares to those 
shareholders in the same proportions in which 
they held their UKCo shares. 

Although this is relatively straightforward in 
principle, there can be some complexities. If 
there is a wide shareholder base, there might 
be issues with getting all of the shareholders 
to agree to the transfer. This may necessitate a 
review of UKco’s articles to see if it is possible 
to drag along the dissenting shareholders. It 
will also be necessary to review the terms of 
any share option plans in place to consider 
the effect that the proposed share exchange 
may have under the terms of those options, 
and whether any outstanding options can be 
replicated in USco. 

Tax issues

There are a number of issues that need to be 
considered when undertaking an inversion to 
the US. The tax considerations highlighted 
below illustrate that, although it may be 
possible to achieve neutrality from a UK tax 
perspective, important US tax issues have to 
be considered and may have an impact on an 
ongoing basis.

In the UK. The key UK tax considerations are 
likely to be as follows:

• For UK tax resident shareholders of UKco, 
the exchange should not give rise to any 
UK tax on chargeable gains. Instead, the 
holding period and original cost base in 
the UKco shares should be preserved and 
should pass to the USco shares. Those 
USco shares will be effectively treated as 
the same asset as the UKco shares for UK 
tax purposes. This should mean that other 
accrued tax benefi ts, such as the potential 
availability of the favourable 10% rate of 
tax for individual entrepreneurs on future 
exits, should also be preserved.

• The tax neutrality described above 
applies only to UK resident shareholders. 
If shareholders are based in other 
jurisdictions, the tax treatment will need 
to be confi rmed by reference to the tax 
rules in those jurisdictions. The UK 
shareholder tax neutrality is generally 
a favourable feature that is not always 
available in other territories. For example, 
it is also relatively common for German 
technology companies to consider an 
inversion to the US for similar reasons. 
However, it is not generally possible for 
German shareholders to achieve this on 
a tax-neutral basis.

• For the UK tax-neutral treatment to apply 
to shareholders with an interest in UKco 
of more than 5%, the share exchange 
must be made for legitimate commercial 
reasons without a main purpose of 
avoiding tax. The UK tax authorities will, 
on application, confirm whether this 
particular condition is met. Confi rmation 
can take 30 days to receive, but in practice 
can often be obtained sooner.

• Certain other tax clearances may also be 
required from the UK tax authorities. If 
UKco was a qualifying company for the 
purposes of the enterprise investment 
scheme or venture capital trust tax 
regimes, confi rmation should be obtained 
from the UK tax authorities that USco 
will also be a qualifying company for 
the purposes of retaining the benefi ts 
under those regimes. Also, UKco might 
have certain tax advantaged share option 
schemes in place (such as enterprise 
management incentive (EMI) share 
option schemes) and confi rmation may 
be needed from the UK tax authorities that 
USco will also qualify for tax advantaged 
EMI treatment.

• On the face of it, the transfer of shares in 
UKco will attract UK stamp duty at a rate 
of 0.5% of its value. However, it should 
be possible to obtain relief from this duty 
on application to the UK tax authorities if 
the register of members of USco after the 
transfer effectively mirrors the register of 
members of UKco before the transfer. This 
application generally has to be made after 
the transaction has taken place, and relief 
cannot generally be agreed in advance.

In the US. The key US tax considerations are 
likely to be as follows:

• It is necessary to examine the status of 
UKco, to make sure that it is a corporation 
for US tax purposes. Most UK companies 
are treated as corporations for US tax 
purposes, unless they make an election 
to the contrary. 

• The next issue will be how it affects US 
shareholders. US shareholders are eligible 
for tax deferral as long as the transferor 
group controls UKco. To do so, the group 
needs 80% voting power of all classes of 
shares entitled to vote. If there is a disposal 
of a shareholding after the exchange, 
then control may be lost and this could 
affect the deferral and would need to be 
considered.

• Dividends paid to UK portfolio investors 
will be subject to withholding at the rate 
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of 15% (the rate without application of 
the US/UK income tax treaty is 30%). 
Compliance with the US Foreign Account 
Tax Compliance Act (FATCA) will need to 
be considered with regard to these non-
US investors. 

• Interest paid to UK lenders will not be 
subject to withholding (again, the rate 
without application of the US/UK income 
tax treaty is 30%). FATCA compliance 
issues will also need to be considered.

• In the case study example, UKco will be a 
controlled foreign corporation. Its income 
may give rise to a deemed dividend to 
USco if it is either passive income or 
foreign base company income, which 
could include income earned by the UKco 
on behalf of the USco. Even if it does not 
give rise to a deemed dividend, certain 
investments in US property (such as loans 
made to the USco) may give rise to an 
investment in US property, triggering 
deferred income into taxable income. 
But assuming that these provisions do 
not apply, the income earned would be 
deferred from tax unless there is an actual 
dividend.

US subsidiaries

The case study situation would be 
considerably more complicated if the UKco 
had its own US subsidiary (USsub),  which is 
relatively common as a technology business 
originated in the UK seeks new markets in the 
US as a precursor to raising fi nance through 
the US capital markets. In that case, the 
exchange would create a sandwich where 
a US company would own a UK company 

which would, in turn, own a US company. 
Tax consolidation in the US would not be 
allowed. The ownership of USsub would be an 
investment in US property creating a deemed 
dividend to USco as it earns income. 

Faced with this scenario, it would be necessary 
to unwind the structure and move USsub up to 
USco to allow for tax consolidation in the US. 
That transfer of USsub by UKco to USco may 
trigger a gain at the UKco level, creating a 
deemed dividend to USco for US tax purposes. 
From a UK perspective, no tax may arise in 
the UK assuming that the conditions of the 
UK’s substantial shareholdings exemption 
apply. However, the UK company law analysis 
would also need to be considered. Under 
UK company law, UKco is likely to need to 
transfer USsub either: 

• For value.

• As a distribution (which would require 
distributable reserves).

• As a reduction of capital (which might 
entail formal procedures such as 
statements of solvency).

Commercial reasons

The fact that key commercial issues are 
engaged and addressed in a common 
transaction such as the case study illustrates 
that, in many cases, inversion transactions 
are led by fundamental commercial concerns 
and are not always driven by tax. It is often 
too easy to lose sight of this fact, particularly 
given the dialogue surrounding the surge in 
inversion transactions away from the US, and 
that commercial, non-tax factors will always 
be signifi cant, and in many cases paramount, 
factors in corporate redomiciliation structures 
(see Briefing “Redomiciliations and US 
inversions: transatlantic differences“, www.
practicallaw.com/2-597-1746).

Peter Connors is a partner based in New York, 
and Ed Denny is a partner based in London, 
at Orrick, Herrington & Sutcliffe LLP.

Case study

A good example of a sound commercial reason for a company seeking to invert into the 
US is a UK technology company looking to establish a US holding company structure 
in order to expand further and attract fi nance from Silicon Valley. 

Although not essential, a US-headed structure is preferred for this purpose. US-based 
venture capitalists are still likely to feel more comfortable with US corporate mechanics, 
particularly under Delaware corporate law, which is well established, and provides 
certainty, predictability and simplicity for certain signifi cant events, such as effecting 
statutory demergers or reductions in capital. Signifi cantly, establishing a Delaware 
holding company is often considered advantageous for implementing some of the 
more obvious exit scenarios for a growing technology business; for example, to allow 
a smoother process for listing on NASDAQ or a trade sale to a US-based buyer. 
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