OFFSHORE BACK-TO-BACK AND CAPTIVE OPERATIONS
CAPTIVE INSURANCE ARRANGEMENTS

What is Captive Insurance?

A captive insurance company is usually setup by non-insurers to insure risks associated with their business or their affiliates’ business.

The word ‘captive’ can refer either to the fact that the insurance company is intended to accept all the risks of its promoters or to the fact that the promoters must insure their risks through that insurance company and no other. However, neither condition need always apply. The laws of the jurisdiction in which the captive operates will determine the manner and extent to which it needs to be ‘captive’.

Although captive insurance companies are commonly established by large manufacturing organisations, accountancy firms, shipping companies and other large organisations, it is quite possible for a relatively small business to economically establish its own captive insurance company. The business might have substantial risk exposure of its own (e.g. product liability, or professional indemnity risk), or its own risk exposure might be seen as a starting point for building up general insurance business from other firms or customers in related industries. Captive insurance companies have been known in the past to develop into significant mainstream insurance companies. 
The benefits of Captive Insurance

Covering risk that others won’t cover

When over two hundred years ago some sugar refiners found that they could not get fire insurance cover on reasonable terms, they formed the first recorded captive insurance company. Today, many businesses again have increasing difficulty getting insurance cover on reasonable terms. This problem is compounded by the incalculable potential for loss arising from environmental damage and the increasing expectation of people to be fully compensated for adversity. 

Not carrying the risk of less well run businesses

The risks involved in a business concern are increasingly dependent on the controls and procedures used in the business itself. Modern methods and technology can have devastating consequences if carelessly used and inadequately managed. This makes the captive insurance option an increasingly important one for well managed businesses. Better to pay insurance costs based on one’s own risk level than to pay premiums based on an industry average which includes the risk level of less well run businesses. 
Self-insurance and re-insurance options

Business can accumulate funds in their own captive insurance company. They then have the choice of re-insuring in whole or in part (where they can arrange it), sharing risk with other captives, or assuming the whole responsibility themselves.

Cash flow
When a business has its own captive insurance company, instead of paying insurance premiums in advance to an outside insurer, those premiums are retained and invested by the captive. Cash outflow need not occur until claims (if any) against the insured business have been actually settled with the claimant. To the extent that re-insurance has been arranged, there may still be a timing advantage in the payment of premiums. 
Access to re-insurance

Through a captive insurance company, a group of companies can pool all their insurance requirements. The pooled risk might then be wholly or partially covered through the re-insurance market. This is likely to cost less than the policies which would otherwise have been taken out with domestic insurers. Re-insurers do not have the same overheads or marketing costs of domestic insurers and can therefore offer better rates on a specialist basis. The re-insurers can also give a greater degree of attention than domestic insurers to the loss record of the captive insurance company.

Overheads

A domestic insurer usually needs to charge premiums which cover high overheads arising from the need to deal with numerous clients on an arms length basis, and considerable marketing costs. A captive, however, will not usually have these costs. If a captive charges premiums at the same rates as a domestic insurer, it is likely to be able to generate a substantially greater profit margin which might be accumulated in an offshore financial centre on behalf of the overall business. It is possible for captive insurance companies to be run on an overhead of less than five per cent of premiums. 

Freedom of investment 
Offshore jurisdictions that offer facilities for captive insurance companies commonly also permit a great degree of freedom in the manner in which insurance companies can invest their funds. This means that management has greater control over the investment of reserves, and is less constrained by regulations which may reduce profitability. 
Minimum ‘red tape’

Offshore locations for captive insurance companies compete with each other to attract business and therefore tend to be more willing to minimise unnecessary formalities and paper work.
Profitability and taxation

Apart from ordinary profits from premiums exceeding payments, and from the reduced overheads applicable to captive insurance companies, a captive can benefit from sharing risks with other captive insurance companies, by judicious investment of funds in a free investment environment, and by low or zero rates of income and capital tax. These factors have traditionally favoured the offshore financial centre as the location for a captive insurance company rather than the onshore option. However, in some jurisdictions it is feasible to form onshore captive insurance companies, and in some circumstances it may be beneficial to take this option. 
Where to setup a Captive Insurance Company

The choice of jurisdiction for the incorporation of the captive insurance company will depend on many practical considerations affecting the business concerned, as well as the advantages of the laws of one jurisdiction over those of another. 

There are many jurisdictions suitable for captive insurance companies. These include Bermuda, Isle of Man, Guernsey, Barbados, and Bahamas. There are already thousands of captive insurance companies in the world. 

How does one operate a Captive Insurance Company?

The major jurisdictions offering facilities for captive insurance companies are well endowed with management companies, lawyers and accountants experienced in the operation of captive insurers. These firms can be engaged to carry out the various administrative and re-insurance functions required by a captive insurance company. It is not always appropriate to retain all the required services in the country in which the captive insurance company is incorporated. The small operator with a captive based in one of the less well-known jurisdictions might choose to engage service providers in one of the better known offshore jurisdictions or even onshore (say, London). 
Operators who are experienced in matters of insurance would probably carry out the functions themselves in their home town (but not so as to render the captive insurance company a resident of a jurisdiction which is undesirable for tax or exchange control reasons). 

BACK-TO-BACK LOAN ARRANGEMENTS
What is a back-to-back loan?

A back-to-back loan is where one person (who we will carry the lender) lends money to the other (who will call the intermediary) who lends a similar amount of money to a third person (who we will call the borrower). There need be no agreement between the lender and the borrower because each is dealing separately with the intermediary. The deposit with the borrower might be secured by the deposit made by the lender with the intermediary. The borrower might be paying interest to the intermediary who might be paying a slightly smaller amount of interest to the lender. Usually the lender and borrower are in separate countries, and the intermediary might be in a third country. 
The benefits of back-to-back loans

One benefit of back-to-back lending is where exchange controls applicable in the country of the lender or the borrower prevent or inconvenience direct dealings between them. For example, a borrower might choose to borrow through and intermediary based in a privileged jurisdiction if the lender’s (say, tax haven) location would create difficulties for a direct loan. 

Another advantage of back-to-back lending can be a delayed or reduced overall taxation liability, thus enabling an enterprise to create necessary capital reserves outside the jurisdiction of an over-exploitive government. 

Where fund are borrowed from an intermediary based in a country which has a tax treaty with the borrower’s country, interest can often flow to the intermediary and then find its way to the lender free of a tax or subject to a reduced rate of tax. 
What is required to setup a back-to-back loan arrangement?

The simplest form of back-to-back arrangement will require a lender, a borrower and an intermediary organisation. The lender will generally be based in a jurisdiction where interest can be received from outside sources either free of tax or subject only to a low rate of tax. The intermediary organisation will most often be based in a jurisdiction having a tax treaty with the jurisdiction of the borrower and possibly also with that of the lender.

In some circumstances it is necessary to have more complicated arrangement. This will depend on the particular laws applicable in the countries concerned and other matters concerning planning wisdom. Care should be taken that the arrangement is not contrived for tax avoidance reasons. There is no harm taking advantage of tax benefits which flow from choosing between jurisdictions, but the arrangement should be based on good commercial sense other than mere tax avoidance. 

Generally there will be written loan agreements, specifying the rights & obligations of each party. It is considered best policy to use an intermediary unconnected to the borrower, so all dealings between the borrower and the intermediary are at arm’s length. In these situations, carefully drafted documents of security will be required to protect each party. 
Problems to overcome

The first problem is that it is not always feasible to reduce withholding taxes to zero. Therefore the amount of tax actually paid, together with the costs of the arrangement must be balanced against the disadvantages to the borrower of raising finance locally. 

Exchange controls should be considered, if there are any, together with their computer-age successors, transaction reporting rules. Back-to-back arrangements can sometimes be used to overcome problems imposed by exchange controls and reporting rules. 

Many jurisdictions have “anti-tax-avoidance” laws. Such laws are most likely to have effect where the borrower is dealing otherwise than at arm’s length, or if it becomes manifest that the same person is behind both borrower and lender. The borrower’s tax deductions for paid interest may be disallowed and there may be penalties of one form or another (maybe even a criminal liability). People who setup contrived arrangements for tax-avoidance purposes almost always underestimate the potential for being found out through systematic investigation and analysis. It is always better to plan ahead with tax in mind as one of the variables, rather than blunder into arrangements in the hope of imposing contrived tax-avoidance schemes on top of them later. 

In back-to-back arrangements, the performance of one leg of arrangement (e.g. between lender and intermediary) is commonly linked to the performance of the other leg (e.g. between intermediary and borrower). Otherwise, it may be possible for some political or technical matter to intervene to cause the lender to loose the money owed by the intermediary without eliminating the borrower’s dept to the intermediary. Loan agreements and documents of security must be carefully drawn with its eventuality in mind. 
In any back-to-back arrangements, the intermediary’s loyalty to the lender and borrower must be unquestioned. For example, if the intermediary is a bank with strong connections in the borrower’s jurisdiction, it could be tempted, perhaps under pressure, to rely entirely on the security of the deposit made by the lender in the offshore jurisdiction, and to abandon the borrower’s security to competing claimants in the borrower’s jurisdiction. [This is the kind of offshore trap that is often overlooked by offshore providers who are not experienced planners, and that waits to ambush the client who is too ready to jump at the apparent easy, cheap or trendy solution.] 
Costs of establishing a back-to-back arrangement
The quantum of the costs of a back-to-back arrangement will depend upon the size and complexity of the transactions involved. However, the costs fall into several categories.
First are withholding taxes applicable to interest paid by the borrower to the intermediary. These will depend upon the jurisdictions involved and the application of relevant tax treaties. 
Second is the profit to be made by the intermediary organisation. Even if the intermediary is part of the borrower’s organisation, it may still be necessary for it to make a commercial profit and, in those circumstances, will generally be paying a high rate of tax on that profit. If the intermediary is a bank it will typically charge several thousand dollars in fees as well as an interest rate mark-up. However, less expensive non-bank intermediaries are suitable (and preferable) in many types of situation. 

Third, there is the cost of the formation and administration of any offshore entities, including tax haven entity, and the legal & accounting costs associated with documenting and carrying out the back-to-back arrangements. 

BACK-TO-BACK ROYALTY PAYMENTS

The benefits of back-to-back royalty payment arrangements

Royalties can be paid for industrial or intellectual property rights such a copyright, patents, designs, trade marks, know how, and processes. The values of such rights are often not separately accounted for. The owners of the rights often don’t even appreciate them as property rights at all, and therefore do not account for their capital value or royalty value. Back-to-back royalty payment arrangements can be set up to facilitate the due treatment of these rights in an accounting sense in order to maximise their financial potential. 

The benefits of the back-to-back royalty arrangement fall into three categories. 

Firstly, the owner of rights can secure increased privacy by supplying those rights to the user through an offshore intermediary.

Secondly, choosing an intermediary who is resident in a country having suitable taxation treaties with the owner’s country and with the user’s country can result in an advantageous tax position for both user and owner. 

Thirdly, the use of an intermediary can facilitate the world-wide licensing for franchising of rights, particularly where regional or market-oriented divisions are appropriate. 

What is required to setup a back-to-back royalty arrangement?

The simplest form of back-to-back royalty arrangement will require an owner of rights (the licensor), a user of rights (the licensee), and an intermediary organisation. 

The owner will generally be based in a jurisdiction where royalties can be received from outside sources either free of tax or subject only to a low rate of tax.
The intermediary organisation will almost often be based in a jurisdiction having a tax treaty with the jurisdiction of the user and possibly also with that of the owner. 

Sometimes a more complicated arrangement is necessary. This will depend upon the particular laws applicable in the countries concerned and other matters concerning planning wisdom.

Generally there will be recorded licence agreements, specifying the rights and obligations of each party. It is best to ensure that dealings between the parties are at arm’s length, with carefully constructed agreements and security to protect each party. 
Problems to overcome

The first problem is that it is not always feasible to reduce withholding taxes to zero. Therefore the amount of tax actually paid, together with the costs of the arrangement must be balanced against the disadvantages of direct licensing (instead of back-to-back licensing).

Exchange controls should be considered, if there are any, together with their computer-age successors, transaction reporting rules. Back-to-back arrangements can sometimes be used to overcome problems imposed by exchange controls and reporting rules. 

Many jurisdictions have “anti-tax-avoidance” laws. Such laws are most likely to have effect where the rights user is dealing otherwise than at arm’s length, or if it becomes manifest that the same person is behind both owner and user. The user’s tax deductions for paid interest may be disallowed and there may be penalties of one form or another (maybe even a criminal liability). People who setup contrived arrangements for tax-avoidance purposes almost always underestimate the potential for being found out through systematic investigation and analysis. It is always better to plan ahead with tax in mind as one of the variables, rather than blunder into arrangements in the hope of imposing contrived tax-avoidance schemes on top of them later. 

In back-to-back arrangements, the performance of one leg of arrangement (e.g. between owner and intermediary) is commonly linked to the performance of the other leg (e.g. between intermediary and user). Otherwise, it may be possible for some political or technical matter to intervene to cause the owner to loose the money owed by the intermediary without eliminating the user’s liability to the intermediary. Licence agreements and documents of security must be carefully drawn with its eventuality in mind. 

The user’s or intermediary’s country might levy sales tax, value-added tax, or something of like kind, on imported or exported rights. Such taxes should not be forgotten I the overall equation. 

Cost of establishing a back-to-back royalty arrangement

Very similar considerations apply to the costs of back-to-back royalty structures as to loans. 

RE-INVOICING

What is re-invoicing?

Re-invoicing (otherwise known as transfer pricing or back-to-back invoicing) involves the inter-position of an intermediary entity between a person supplying goods or services and end-user of those goods or services. Instead of the supplier providing the goods or services direct to the user, the supplier sells his products to an intermediary who then re-sells the product to the end-user. This transaction becomes significant for offshore planning when the supplier is in one country, the intermediary in another, and the user in a third country. 

The reason for re-invoicing

The usual reason for re-invoicing arrangement is to centralize the operations and standardize the procedures of an international trading business and, incidentally, to accumulate a profit reserve in a low-tax jurisdiction. Other reasons might be based in exchange control restrictions or the optimal use of international tax treaties.

The procedure for re-invoicing 
The procedure for re-invoicing is, in its simplest form, as follows. 

The supplier invoices the intermediary. The intermediary invoices the buyer, usually for a greater amount. The shipment of goods or supply of services might be made direct from the supplier to the buyer. Alternatively, goods might be trans-shipped through the intermediary or some other party. In some cases, it might be beneficial or even necessary to trans-ship goods via a particular port, in which case an intermediary near that port might be chosen. 
The use of a transferable and divisible letter of credit will facilitate re-invoicing by permitting the intermediary better control over the retention of its mark-up and the transfer of the balance of payment to the supplier (for the cost of the goods). 
Anti-tax-avoidance provisions

Anti-tax-avoidance legislation, to combat the relocation of profits to tax havens through re-invoicing, is common. Transactions undertaken otherwise than at arm’s length, or at prices which are not commercially realistic, are particularly affected. If tax planning is a part of the motive for a re-invoicing arrangement, it is always better for the beneficial tax effect to flow from a genuine commercial purpose, such as the need for trans-shipment or the choice of a low-tax jurisdiction for additional processing. Transfer prices should be based on those which would be likely to apply between parties dealing at arm’s length with each other in similar circumstances.
Of course, these comments are generalities. The exact requirements and position will depend on the jurisdictions involved and all the relevant circumstances. 

