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Leveraging Barbados
When Doing Business In Ghina

Over the coming months, we intend to run a series of Offshore Practice

articles on various jurisdictions with a focus on how they can best be

used for corporate structuring of direct investment projects in China. In

the first instalment in this series, Elizabeth Thomson outlines the

advantages of using Barbados, with its network of key double taxation

treaties, as a domicile for holding China investments

Introduction

Barbados, the most easterly of the
Caribbean islands, is known more as
a tourist destination than as an
offshore financial centre. Indeed,
unlike many of its neighbouring
islands, Barbados is not a pure tax
haven, levying taxes on all
companies, even international
business companies (IBCs). However,
the combination of low tax rates and
an attractive set of double taxation
treaties with China and a variety of
investor countries, including Canada,
the United States and the United
Kingdom, makes Barbados an
excellent jurisdiction for structuring
corporate investments in China.

Barbados IBCs
To establish a Barbados IBC, an
investor would first incorporate a

company under the Companies Act
(Cap 308), and then seek a licence
from the Minister of Industry to carry
on an international business under
the International Business
Companies Act (Gap 77). To qualify
as an IBC, a company must be
resident in Barbados; carry on a trade
of goods and services that exist
outside of, and do not originate in,
Barbados; carry on a trade of selling
services to non-Barbados residents;
or carry on a trade of manufacturing
products exclusively for export
outside of Barbados.

These companies enjoy a number
of the benefits of IBCs in a number
of other Caribbean jurisdictions:
exemption from withholding taxes
on payments to persons not resident
in Barbados, no capital gains tax or
estate duty, no exchange controls,

records can be kept in a foreign
currency, no minimum capital
requirement, provisions for inward
and outward re-domiciliation, and a
familiar, flexible legal framework
based on British common law.
However, IBCs are subject to
income tax, from a maximum of
2.5% to a minimum of 1% (the rate
decreases as income increases,
reaching 1% for income above about
US$15,000). Taxes paid in another
country can be credited against tax
owing in Barbados, but this may not
reduce the tax paid below 1% of
income. As a result, IBCs must file
corporate tax returns every year;
audited statements, when required,
must be filed with the Ministry of
Industry. Full details of the
shareholders and directors, including

resumes of the directors, must be »
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supplied to the Ministry during the
licensing process.

On their own merits, Barbados
IBCs are not particularly competitive
with those of other jurisdictions, as
the
requirements and tax liabilities

additional disclosure
represent costs to the beneficial
owners that do not exist in many
neighbouring countries and
territories. However, the unique
advantage of Barbados IBCs is that
they provide access to the country’s

extensive tax treaty network.

Barbados-Canada Treaty for
China Structuring

Perhaps the best-known of these
treaties is the Barbados-Canada
treaty, which came into effect in
January 1980. In the strictest terms,
this treaty has restrictive clauses that
make its provisions unavailable to
companies that are entitled to special
tax benefits in Barbados, such as
IBCs. However, the Canadian
domestic foreign affiliate rules permit

these companies, if they are tax
residents in Barbados, to take
advantage of special benefits under
Canada’s domestic tax legislation.

Since Barbados is a ‘designated
treaty country’, if a Canadian
corporation has an IBC subsidiary
that earns ‘active’ income, it can
remit dividends to Canada out of its
exempt surplus, and these dividends
are not subject to corporate tax in
Canada.

The following two examples show
how these provisions can be helpful
for structuring in China:

The first scenario involves a
Canadian company that sources
consumer goods from China and sells
to large retail chains in Canada and
the US. The parent company
establishes a Barbados IBC
subsidiary to handle its international
sourcing and quality control, which
it achieves by opening, in turn, a
representative office in China and
hiring staff locally or seconding an
employee from the parent. The

company’s customers would place
orders to the IBC, which would be
the filter for all communications with
vendors.

All trading profits would accrue
to the Barbados company, where
they would be subject to an effective
corporate tax of 1% for a company
with trading income of more than
about US$25,000. Dividends can
then be remitted to the parent out of
exempt surplus (Barbados does not
levy withholding tax on dividends
paid by IBCs), saving the company
considerable corporate tax in
Canada. For a company based in the
Canadian province of Ontario with
income of less than US$250,000,
combined federal and provincial
taxes would be 18.6%, resulting in
savings of 17.6%. For a larger
company, the combined tax rate
would be 36.1%, resulting in savings
of more than 35%.

The second scenario involves a
Canadian company that wants to
manufacture and/or sell goods in
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Canadian Parent ‘Can Parent Inc’

| No corporate tax on
dividends

A

$ Dividends

Profits less 1%
income tax

No withholding tax

Barbados Trading Company ‘barbco Limited’

A

$ Dividends

Profits less China tax
Withholding tax can be
usedas credit in Barbados

China Representative Office for ‘Barbco Limited”

China. The company establishes a
Barbados IBC as the holding vehicle
for its joint venture or wholly foreign-
owned enterprise (WFOE) in China.
Any profits from its operations on
the Mainland can be remitted to
Barbados under the terms of the
Barbados-China agreement, which
will be discussed below, where they
will effectively be ‘trapped’ offshore
for the Canadian parent company.
The related tax savings would be as
outlined above.

For these structures to work,
however, special care must be taken
in the planning for the Barbados
subsidiary’s operations to ensure that
it will qualify under Canadian tax
rules as resident in Barbados. This
may include a variety of
considerations regarding the
establishment of ‘mind and
management’ in Barbados - local
signatories and/or directors,
in the

directors’ meetings

jurisdiction, etc.

Other Treaties: UK, US
Other Barbados double tax treaties
have unique provisions that can be

an advantage to investors in certain
areas of business. For instance, the
Barbados-UK agreement, which dates
back to 1970, has tax sparing
provisions that allow companies with
subsidiaries operating in Barbados
under special acts such as the Fiscal
Incentive Act or the Tourism
Development Act to claim a credit for
the Barbados tax that they would
have paid had they not been subject
to these incentives.

In general, however, the treaties
have some limitation of benefits
provisions, which prohibit non-
residents of the treaty countries from
deriving treaty benefits. Under the
Barbados-US treaty, which was first
signed in 1984 but has recently been
renegotiated, the limitation of
benefits prohibits IBCs from taking
advantage of provisions applicable to
dividends, interest and royalties,
though these companies can still
qualify for benefits under the
Business Profits article.

Barbados-China Treaty
Perhaps the most interesting recent
development in Barbados is the
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Barbados-China double taxation
treaty, which was concluded in 2000,
which makes the island a strategic,
low-tax entry point for companies
looking to invest in China. One of the
key competitive points related to
working in China through a tax treaty
country is that Mainland laws often
differ significantly from those in
investing countries, and can
sometimes seem vague in terms of
implementation and interpretation.

In the tax sphere, this means that
many companies investing in China
have difficulty projecting their
specific tax liability, and this
uncertainty raises another source of
risk for investors in a developing
market. However, Chinese law
specifies that the provisions of an
international treaty to which China
is a party will always prevail over
the domestic law in case of
inconsistency or discrepancy. As a
result, using a jurisdiction such as
Barbados to channel investment into
the Mainland allows a company to
transact its business with a greater
degree of certainty regarding its tax
obligations.

According to Chinese law,
dividend payments made to a non-
resident by a Chinese resident of
China are subject to a withholding
tax of 10%. Under the Barbados-
China tax treaty, that withholding
rate is reduced to 5%. In many cases,
new foreign investments in China
receive a variety of tax incentives,
often including an exemption from
withholding tax for all dividend
distributions to the foreign parent.
However, domestic private
companies have been pressuring the
government for several years to end
preferential tax treatment for foreign
companies and create a truly level

playing field with similar tax rates. »
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Beijing has stated its intention to
harmonize the tax regimes. It is just
a question of when the change takes
place and how existing concessions
will be treated when that occurs. If
the investment goes through a
Barbados company, it will either
continue to receive an exemption
from withholding tax if such
concessions are grandfathered; if not,
it will be eligible for the lower rate
applicable under the treaty.

Either way, such dividends paid
to a Barbados IBC would be taxed at
the normal rates of 2.5% down to 1%
upon receipt. However, the company
could claim a tax credit against the
Barbados tax otherwise payable for
the 5% withholding tax paid on the
dividends, and for the underlying
taxes in China on profits out of which
the dividends are paid. To qualify
for such a credit, the Barbados
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recipient needs to own only 10% of
the capital of the paying Chinese
company. As in the cases stated
above, these credits can only be
applied in so far as they reduce the
tax payable in Barbados to a
minimum of 1%.

The Barbados-China treaty also
includes a favourable article on
capital gains. Under the treaty,
capital gains arising from the sale of
property, other than immovable
property situated in China (which
would include shares), are taxable
only in the state in which the
taxpayer is resident. As a result, a
Barbados IBC that owns shares in a
Chinese company would not be
subject to the normal Chinese 10%
withholding tax on capital gains from
the sale of those shares. The right to
tax such capital gains would rest
solely with the Barbados government,

and Barbados IBCs are not subject
to capital gains tax. So, by structuring
China investments through a
Barbados IBC holding vehicle, the
company can establish a tax-free exit
strategy for its venture.

Barbados is not widely recognized
as an offshore structuring jurisdiction
outside of Canada, where the long-
standing tax treaty has been used
successfully by many companies over
the years. However, a combination
of low taxes, familiar legal and
corporate structures, and an
excellent network of tax treaties
make Barbados a very advantageous
jurisdiction for China structuring.

Elizabeth L Thomson
President

ICS Trust (Asia) Limited
eltpa@icstrust.com
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