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Asean

FTA between ASEAN and Australia and
New Zealand

® The free trade agreement (FTA) between ASEAN and Australia
and New Zealand is expected to be in force by 2010, after the
ASEAN economic ministers and their counterparts from the
two countries agreed, in a meeting of the ASEAN Economic
Ministers in Bangkok on 15 August 2009, to expedite the
ratification process. The FTA will enter into force 60 days after
Australia and New Zealand and at least four ASEAN members
have notified the completion of their ratification processes. The
FTA was signed on 27 February 2009 and covers trade in goods,
services (including financial and telecommunications services),
electronic commerce, movement of natural persons, investment,
a dispute settlement mechanism as well as specific provisions
in other areas including intellectual property and competition.
It also includes a chapter on economic cooperation which
provides a framework for trade and investment-related
cooperation, which has been given practical effect through
the conclusion of an implementing arrangement for a 5-year
Economic Cooperation Work Programme to support the

implementation of the FTA across the region.

Investment Agreement between ASEAN
and PRC

® The ASEAN-China Investment Agreement was signed at the
41t Meeting of the ASEAN Economic Ministers in Bangkok on
15 August 2009. The agreement forms the final third pillar of
the ASEAN-China Free Trade Area (ACFTA), under the ASEAN-
China Framework Agreement on Comprehensive Economic
Cooperation which was implemented from 2004 and which
aims to establish the ACFTA by 2010 for the ASEAN six countries
and 2015 for the newer member countries. The two earlier
agreements on goods and services entered into force in July

2005 and July 2007 respectively. The investment agreement

sets out comprehensive commitments on the promotion and
facilitation of investments, and protection of investors and in-
vestments. Under the agreement, ASEAN and China also agree
not to take over an investor’'s assets without proper compensation,
ensure the freedom to transfer funds, and give recourse to
an aggrieved investor that suffers losses due to a breach of
obligations under the agreement by the host government. The

agreement will come into force on 1 January 2010.

ASEAN and India

® The ASEAN-India Trade in Goods Agreement was signed at

the 12th ASEAN-India Consultations in Bangkok on 13 August
2009. The agreement forms the first substantive pillar of the
ASEAN-India Free Trade Area (AIFTA), under the ASEAN-
India Framework Agreement on Comprehensive Economic
Agreement for the AIFTA which was signed in 2003. Under the
Framework Agreement, an AIFTA will be established with 5
ASEAN members (Brunei, Indonesia, Malaysia, Singapore, and
Thailand) by 31 December 2012 and with the remaining members
by 31 December 2017.

The agreement covers 90% of the tariff lines of items traded
between ASEAN and India: 80% where tariffs will be completely
eliminated and 10% where tariffs will be reduced to 5%. These
products will qualify for concessions if they meet the rule of
origin. There is also a special track for tariff reduction for 5 key
exports of some ASEAN members, i.e. crude and refined palm
oil, coffee, pepper and tea. The agreement will come into force

on 1 January 2010.

China

Non-residents seeking treaty benefits

China’s State Administration of Taxation on 25 August issued
Guoshuifa (2009) No. 124 (Administrative Rules on Non-residents
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Enjoying Tax Treaty Treatment), providing detailed guidance
for non-residents seeking to apply tax concessions (except for
international traffic) offered in applicable tax treaties. The rules

have taken effect on 1 October.

They state that a non-resident is not a Chinese tax resident
but is a taxpayer in accordance with China laws or tax treaties
(this includes nonresident enterprises and individuals). A
non-resident must either file with or obtain approval from the
tax authority for treaty protection purposes, depending on
different income items, according to the rules. A non-resident
may appoint an agent to perform the required procedures on
his behalf.

A non-resident must submit supporting documents to Chinese
tax authorities for purposes of obtaining a treaty tax exemption
or reduction for income from dividends, interest, royalties, and
capital gains. The tax authorities will approve or deny the
application and notify the applicant in writing within 20, 30, or
40 working days (depending on the level of the tax authorities)
from the date of acceptance of the application. The notification
deadline may be extended by 10 working days on approval by
the applicable tax official. Failure to inform the applicant in
writing within the stipulated time period will result in automatic

approval of the application.

Duplicate applications will be exempted within three calendar
years (including the calendar year concerned) from the initial
approval of treaty treatment if the non-resident is required to
obtain approval two or more times for income from the same
item that is subject to the same tax treaty treatment. Income

from the same item refers to:

® dividends derived from the same equity investment in the

same enterprise;

® interest earned from the same creditor’s right from the same

debtor; and

® royalties gained from the same licensed right from the same

licensee.

The term “the same tax treaty treatment” refers to treaty benefits
provided under the same conditions in the same tax treaty,
excluding those under the same conditions in different treaties

or under different conditions in the same treaty.
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For treaty protection purposes, a taxpayer or tax agent must
file with the competent tax authorities for the following before
the occurrence of the tax liability or at the time the relevant tax

liability is reported:

® permanent establishment and business profits;
® independent personal services;

® dependent personal services; and

® all other relevant terms (except the aforementioned items

subject to approval or filing).

A non-resident should apply to the tax authorities for a tax
refund if it has overpaid tax as a result of not enjoying treaty
protection within the past three years, because the rules allow
taxpayers to retroactively adopt unused treaty benefits for the
preceding three years. A Chinese representative office that
is used for the mere purchase of goods or merchandise for its
foreign home office should consider filing for tax-free protection
because no profits should be attributed to the Chinese office as

a consequence of the purchase under China’s tax treaties.

A non-resident individual who is exempt from income tax on
Chinese-source income from dependent services under the
applicable tax treaty should complete tax filing procedures to
avoid potentially losing treaty benefits. A non-resident qualifying
for treaty protection should provide sufficient supporting
documents to the tax authority in a timely manner because
failure to do so will create an opportunity for the tax authorities

to deny the application.

As a compliance requirement, a taxpayer or withholding agent
should retain supporting vouchers and documents in connection
with the implementation of treaty concessions for at least 10

years once the benefit is obtained.

A statutory agent should withhold income tax in a timely manner
to avoid a penalty ranging from 50% to 300% of the unpaid tax,

as stated in the rules.

Tax losses

It was reported that China’s State Administration of Taxation
(SAT) on 6 July issued a notice (Guo Shui Han [2009] No. 363)



providing guidance on the treatment of loss-making entities that
are routine in nature. An unofficial translation of Circular 363

is provided below.

To further standardize the management of special tax adjust-
ments and avoid overseas enterprises shifting losses to the
related parties in China against the background of the financial
crisis, according to the notice issued by the SAT regarding
“Implementation Measures of Special Tax Adjustments (Trial
Version)” (Guo Shui Fa [2009] No.2), some issues regarding
the supervision and investigation of cross-border related party

transactions are clarified as follows:

The entities that are established in China by multinational
companies and that have limited functions and risks such as
those with the sole function of production (import processing or
toll processing), distribution, or contract R&D, etc., shall not
bear market risk or risks associated with decision-making
activities during the financial crisis. Accordingly, these entities
shall maintain a reasonable level of profit in accordance with
the transfer pricing principle of “functions and risks” commensurate

with profitability.

If the aforementioned entities with limited functions and risks
incur losses, regardless of whether their related-party transactions
have exceeded the prescribed thresholds (under Guo Shui Fa
[2009] No. 2) for contemporaneous documentation, they shall
prepare and submit contemporaneous documentation and
other related documents to the in-charge tax authorities for the
year during which they incur losses before 20 June of the year

following the loss-making year.

The local tax authorities should strengthen supervision of cross-
border related-party transactions. Specifically, the tax authorities
shall focus on investigating the cases when losses (including
any potential losses) are shifted from overseas related parties
to Chinese entities or when profits attained by Chinese entities
are shifted to tax havens; enhance the functional analysis and
comparability analysis; and select appropriate transfer pricing

methods to determine the profitability of the entity under review.

Under Guo Shui Fa [2009] No. 2, a Chinese taxpayer must
prepare contemporaneous transfer pricing documentation (CTPD)
if its related-party transactions exceed prescribed thresholds,

unless it meets exemption criteria. The taxpayer must specify
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on a corporate income tax return disclosure form whether it
has prepared CTPD as required or is otherwise exempt from

the CTPD requirements.

Circular 363 has expanded the compliance requirements
for companies subject to the circular in two ways. First, the
companies must prepare CTPD regardless of whether their
related-party transactions exceed the thresholds. Second, they
must submit the CTPD to their in-charge tax authorities by
20 June following the year their losses occur. As a result,
companies subject to this circular will likely face increased
scrutiny of their transfer pricing and may face an increased

transfer pricing audit risk.

In a recent series of tax circulars, such as Guo Shui Han [2009]
No. 241 and Ji Bain Han [2009] No. 49, the Large-Business
Taxation Department and the SAT’s Bureau of Investigation
have required selected taxpayers to perform self-assessment
and report underpaid corporate income taxes, and transfer

pricing is a primary focus.

New partnership rules for foreign investors

It was reported on 3 September 2009 that China plans new
rules to allow foreign companies to establish locally registered
partnerships. Foreign companies will, unlike domestic companies,

need approval from the Ministry of Commerce (Mofcom).

Hong Kong

Service Companies

On 24 August, the Inland Revenue Department (IRD) of Hong
Kong issued Departmental Interpretation and Practice Note 24
describing its views on what they call Type Il Service Companies,
concerning the payment of service fees by unincorporated
businesses in Hong Kong to service companies controlled by

the partners of the unincorporated businesses.

Anti avoidance case

The Court of Final Appeal (“CFA”) handed down its judgment
on 24 July 2009 on Ngai Lik Electronics Co Ltd v CIR, an anti-



avoidance case involving the application of section 61A of the
Inland Revenue Ordinance (“IRO”). Experiencing its first setback
after a few victories in the anti-avoidance cases brought to the
court in the past two years, the Commissioner of Inland Revenue
(“CIR”) lost in this case as the CFA unanimously allowed the
taxpayer’'s appeal. The taxpayer was a company incorporated
in Hong Kong and was part of the Ngai Lik group whose principal
activities were design, manufacturing and trading of audio
equipment and products. Prior to 1990/91, all of the taxpayer’s
profits (including manufacturing and trading profits) were
offered for profits tax despite the fact that the production
was subcontracted to two group companies and carried out in
the PRC.

A re-organization scheme (including listing of the taxpayer’s
holding company on the Hong Kong Stock Exchange) was
carried out by the Ngai Lik group in 1991/92 based on the
advice of the group’s tax advisor. Under the scheme, three
BVI companies were set up, namely Din Wai Electronics
Ltd. (‘DWE”"), Shing Wai Ltd. (“SWL") and Ngai Wai Plastic
Manufacturing Ltd. (“NWP”). The taxpayer would purchase
audio equipment ordered by its customers from DWE. DWE
would then order the necessary components for the equipment
mainly from SWL and NWP and assembled the components
in its PRC plant to produce the equipment ordered by the
taxpayer. As part of the scheme, master supply agreements
were entered into between (1) the taxpayer and DWE and
(2) DWE and SWL/NWP under which the costs paid by the
taxpayer and DWE on their purchases from DWE and SWL/
NWP respectively should not exceed the purchase costs from
the cheapest alternative supplier by more than 10%. Service
agreements were also entered into between the taxpayer and
DWE, SWL and NWP under which the taxpayer would be entitled
to charge a service fee with a 5% mark-up of the expenses
incurred for the sourcing and agency services performed by
the taxpayer to these companies. However, despite the above
supply and service agreements, the sale price of the goods sold
by DWE to the taxpayer was not set at the times of sales but
was subsequently determined by the group’s accounting
department annually. Bulk sale discounts were also determined
annually on an arbitrary basis to spread the profits between
DWE, SWL and NWP. In addition, little or no management fees
were actually paid by DWE, SWL and NWP to the taxpayer in

the years of assessments concerned.
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® Although the CFA’s judgment is based on the application of

section 61A, as a side comment, the CFA made it clear a view
that sections 16(1) and 17(1)(b) do not authorise the Inland
Revenue Department ("IRD") to disallow deduction of amounts
expended for the purpose of producing chargeable profits
simply on the basis that the amounts are considered as being
excessive or not at arm’s length. Rather, excessive deduction
could only be challenged by the anti-avoidance provisions in
the Inland Revenue Ordinance, in particular, section 61A. The
CFA’s comment has potentially significant implication to both
taxpayers and the IRD as it means that the apparent current
practice of the IRD to challenge a deduction claim simply on
the ground that the deduction is being excessive or not at arm’s

length may not be justified.

Import processing arrangements with PRC

® The Hong Kong Court of Appeal (COA) on 15 July, in Com-

missioner of Inland Revenue v. Datatronic Limited, a case
involving a 50/50 apportionment claim on profits derived from
an import processing arrangement, overruled the favourable
decision handed down by the Hong Kong Court of First Instance
(COF) in June 2008. In a decision that was contrary to the
position of the Hong Kong tax authorities, the COF had ruled
that profits derived by a Hong Kong taxpayer from the sale of
goods manufactured by its mainland China subsidiary under
an import processing arrangement could be apportioned on a
50/50 (onshore/offshore) basis. The COA disagreed with the
taxpayer’s assertion that its subsidiary in mainland China was
its agent carrying out manufacturing activities under an import
processing arrangement and deriving manufacturing profits on
the taxpayer’s behalf in the mainland. The COA ruled that all
profits derived by the taxpayer should be considered trading

profits and, therefore, taxable in Hong Kong.

The 50/50 apportionment is a concession granted by the Hong
Kong Inland Revenue Department (IRD) in its 1998 Departmental
Interpretation and Practice Note 21 (Revised) (DIPN 21), which
sets out the IRD’s position on the source of various types of
income. The COA decision upholds the current practice of the
IRD, which is to grant 50/50 apportionment only to contract
processing arrangements. Import processing arrangements
do not qualify for apportionment. Profits derived from those
arrangements should be taxed in full as trading profits under

section 14 of the Inland Revenue Ordinance (IRO).



® The Hong Kong Board of Review and the COF ruled in favour
of the taxpayer, allowing profits derived by the taxpayer from
the sale of goods manufactured by DSC under the arrangement
to be apportioned on a 50/50 basis. The IRD further appealed
the case to the COA.

Contract processing refers to situations in which a non-mainland
entity enters into a processing agreement with a mainland
factory under which the non-mainland entity supplies raw
materials to the mainland factory for processing. The processed
goods must be delivered back to the non-mainland entity for
onward export sales. The mainland factory does not own the
raw materials and finished goods; in other words, the title to the
raw materials does not change during the manufacturing process.
The finished goods must be exported and sold outside the
mainland. In addition to the providing the raw materials, the
non-mainland entity provides machinery, designs, and technical
support and manages and supervises the factory workers. The
mainland factory provides the land, building, and labour. The
non-mainland factory typically is an extension of the Hong Kong
entity. In contrast, under an import processing arrangement,
the mainland factory purchases raw materials from the non-
mainland (Hong Kong) entity and sells the finished goods it
manufactures to the non-mainland (Hong Kong) entity on its
own account. In recent years, an increasing number of contract
processing arrangements have been converted to import

processing arrangements.

India

Reduced rate of income tax on share sales by
overseas shareholders

® We were informed by PWC India that they had successfully
litigated a case, where the Mumbai Tribunal has held that
as per the mandate of the proviso of section 112 of the
Income tax Act, 1961 (“the Act”), a non-resident shareholder
is entitled to concessional rate of tax of 10% on long-term capital
gains (which results in 10.5% rate including surcharges) both
on transfer of originally held shares and bonus shares,
notwithstanding that it is not entitled to the benefit of indexation

under the second proviso to section 48 of the Act. This decision
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also ruled that, based on section 55(2)(b)(i) of the Act, the non-
resident shareholder is entitled to the benefit of adopting the
fair market value as on 1 April 1981 as its cost of acquisition
while computing the income from long-term capital gains,
notwithstanding that the said shares have been acquired in

foreign currency.

Interest on loans for share investments
non-deductible

Interest on loans used to invest in non-trade shares that yield
tax-free dividend income is not deductible, even if the taxpayer
receives no dividend income during the tax year at issue,
according to a special bench of the Delhi Income Tax Appellate

Tribunal.

Budget 2009/2010

The government presented its Budget for 2009/2010 on 6 July
2009. The tax proposals are subject to approval by parliament
and shall take effect then, whereas the indirect tax proposals
will have immediate effect. The most important changes proposed

are the following:

Direct taxes

® No changes to the corporate income tax rates;

® The surcharge on personal income tax will be abolished;

® The Fringe Benefits Tax on fringe benefits provided by

employers will be abolished;

® The Commodities Transaction Tax will be abolished;

® The option of presumptive taxation (whereby one declares
8% of turnover as taxable income) will be extended to all

businesses with a turnover of Rs 4 million;

® Minimum Alternate Tax rate will be increased from 10% to
15%;

® The Central Board of Direct Taxes will formulate ‘safe harbour’
rules to reduce the impact of judgmental errors in determining

transfer pricing in international transactions; and

® A new Direct Taxes Code will be introduced shortly.



Indirect taxes ® Also, under the draft tax code, employee perquisites would

be included in employees’ salary income, thereby increasing

® Various reductions to the customs duty rates; and . .
y the taxable income on some salaried employees. The draft

* Service Tax has been expanded to cover certain domestic tax code would maintain the current exemption for individuals

transportation services. Commissions paid to foreign agents making up to INR 160,000 (about $3,330) per year but would

are exempted from Service Tax if the exporter is liable to pay levy rates of 10% on those making between INR 160,000

Service Tax on reverse charge basis. and INR 1,000,000 (about $20,700); 20% on incomes up to

INR 2,500,000 (about $51,900); and 30% on incomes above

New Direct Tax Code proposed INR 2,500,000. That is a change from the current rates of 10%

on income from INR 160,000 to INR 300,000; 20% on incomes

® The Indian government has proposed a major overhaul of the up to INR 500,000; and 30% on incomes above INR 500,000.
country’s direct tax system, including reductions in corporate The changes will bring in more people under the tax net.

tax rates, to raise overall tax revenue, according to media

reports. The draft direct tax code, announced by the Finance ~ ®  The proposal must be approved by Parliament. The government

Minister on 12 August marks the biggest change in Indian tax hopes to bring the new tax code into effect by the beginning of
law in almost 50 years and aims to lower direct rates while the 2011 fiscal year, Revenue Secretary P.V. Bhide told reporters
broadening the base and drastically simplifying the tax system. in New Delhi on 12 August. Mukherjee said he hopes enough

The draft law also adds stiff tax evasion penalties, including discussion and input from various stakeholders, including the

high fines and prison terms of up to seven years. public, will transpire quickly enough to allow Parliament to take

up the proposal in its winter session, which begins in November.
The strategy for broadening the base comprises three elements,

according to the introduction to the draft tax code. The first ® India’s new draft Tax Code, unveiled by the government on 12

is to minimize exemptions, which have steadily eroded India’s August, includes specific provisions to tax all cross-border

tax base. The second aims to reduce ambiguity in the law . . .
acquisitions of Indian companies. Once approved, the new

that facilitates tax avoidance through “a periodic exercise . . . .
Tax Code will take effect in 2011. Overseas companies will

of rewriting the Tax Code in the light of new trends.” The third . . .
then have little standing to take the Indian Revenue Department

element “relates to checking of erosion of the tax base through ) ) ) o

to court to challenge tax notices on capital gains arising from
tax evasion.” o ] ] )

the acquisition of Indian companies. Section 5(1)(d) of the draft

- ) L Tax Code states that income “shall be deemed to accrue in
Officials have stated that the new code’s goal is to simplify the

. L India, if it accrues, whether directly or indirectly, through or from
language to enable better comprehension and remove ambiguity

transfer, directly or indirectly, of a capital asset situated in India.”
to foster voluntary compliance, and to improve efficiency and v y P
equity of India’s tax system by eliminating distortions in the tax

. . . . ® The draft Tax Code states that its provisions override those of
structure, introducing moderate levels of taxation and expanding

the tax base. It will eventually pave the way for a single unified India’s income tax treaties with other countries. It also states

tax reporting system. that in a situation in which domestic law is amended after a

treaty is signed, the amendment will prevail over the treaty.
The draft tax code proposes lowering the corporate tax rate However, the department should not seek to tax purely foreign
for both domestic and offshore companies from 30% to 25%, transactions of predominantly offshore assets unless there is
as well as eliminating the controversial securities transaction an unequivocal connection with India.
tax and increasing the deductions available for savings up to

INR 300,000 (about $6,230). The draft tax code does, however, ® The Indian Revenue Department has been taken to court by

re-establish a long-term capital gains tax on securities trading, several companies involved in recent cross-border acquisitions
and foreign firms would pay an additional 15% branch profits of Indian companies. Foster's Australia, Idea Cellular, Genpact,
tax, according to media reports. and Sesa Goa have also turned to the courts to challenge the
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tax authorities. The Supreme Court’s instruction to Vodafone
to return to the Revenue Department and sort out the matter

was the last major court decision on the issue.

New section 5(1)(d), however, stipulates that the new Tax Code
would override all income tax treaties. International consensus
holds that treaties should override domestic tax law, so it remains
to be seen how India’s treaty partners will view the country’s

decision that its domestic laws override treaty provisions.

Commission fees not subject to
withholding tax

Payments made by an Indian company to a South African
company for marketing and related services are not subject to
withholding tax in India, the Authority for Advance Rulings said

in a 29 July decision requested by Spahi Projects Pvt. Ltd.
Tax Residency

The first day an individual arrives in India must be excluded
when computing the aggregate number of days an individual
stays in India for determining residential status, according to

the Bangalore Income Tax Appellate Tribunal.
Contract of works payments

A payment that is withheld until a contract is completed (retention
money) is not taxable income in the hands of the contractor
until it is paid by the contractee, India’s Madras High Court has
ruled in CIT v. P&C Constructions Pvt. Ltd.

International Tax Developments

Belgium. The social security treaty between Belgium and
India, signed on 3 November 2006, has entered into force on
1 September 2009. The treaty generally applies from 1
September 2009.

Mauritius. A Mauritian investment company that held shares
in some Indian companies and derived income from the sale
of some of those shares was exempt from capital gains tax in
India under the India-Mauritius income tax treaty, the Delhi

Income Tax Appellate Tribunal ruled July 10 in DDIT v. Saraswati
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Holding Corp. Inc. Article 13(4) of the India-Mauritius tax treaty
provides that capital gains arising on the sale of Indian shares
to a Mauritian tax resident are taxable only in Mauritius. In other
words, the treaty supersedes the provision of India’s Income

Tax Act, 1961 that gives India the right to tax those gains.

Luxembourg. The income and capital tax treaty and protocol
between Luxembourg and India, signed on 2 June 2008, entered
into force on 9 July 2009. The treaty generally applies from
1 January 2010 for Luxembourg and from 1 April 2010 for India.

Indonesia

VAT Law to be amended

® The Indonesian parliament, on 16 September 2009, passed the

law reform proposals for amending the VAT law as well as the
law on Sales Tax on Luxury Products. These proposals will
take effect on 1 April 2010.

Sales and promotional expenses

® Based on MOF Regulation 104/PMK.03/2009 issued on 10

June 2009, the deductibility of sales and promotional costs
from gross income has been clarified. The regulation applies
retrospectively from 1 January 2009. Sales and promotion
expenses are generally deductible provided they are incurred
for the purpose of maintaining and/or increasing sales, are
reasonable and are in line with normal and proper business

practice, and provided they are received by other parties.

There are limitations in the deductibility of promotional expenses
for the cigarette and pharmaceutical industries. For the
pharmaceutical industry, the deductibility of promotional costs

is capped at 2% of turnover or a maximum of IDR 25 billion.

“Promotion costs” are defined as costs that are incurred for the
purpose of introducing, promoting and/or encouraging use of a
particular product, whether directly or indirectly, so as to maintain
and/or increase sales. “Sales costs” are defined as costs that
are incurred for the purpose of distributing goods and/or services

to the purchaser and/or customer, whether directly or indirectly,



and include the costs of packaging, storage, security, insurance
and other costs that arise as part of the process of delivering

the product to the purchaser and/or customer.

Indonesian language documentation
requirement

® On July 9, 2009 the Government of Indonesia (“Government”)
enacted Law Number 24 Year 2009 on the National Flag,
Language, Emblem and Anthem (Bendera, Bahasa, dan
Lambang Negara, serta Lagu Kebangsaan) (the “Law”). The
Law sets forth direction on the use, treatment and application
of certain Indonesian identity symbols. It also imposes new
requirements regarding use of the Indonesian language in written
agreements that may have wide-ranging implications for the

way that Indonesian transactions are documented.

Japan

Guidelines published on foreign funds and
25/5 rule

® As indicated in the January 2009 edition of the Asia Newsletter,
under previous rules, foreign investors that invested via a (non
Japanese) fund into Japanese companies could be subject to
Japanese capital gains tax under the so-called 25/5 rule. In
short, the 25/5 rule entails that if someone sells 5% of the shares
in a Japanese company and owns or has owned 25% of the
shares in that Japanese company for a certain period, capital

gains tax may be due on such sale.

The recently amended rules eliminate such capital gains tax if
investors invest into Japanese companies via a fund provided
that certain conditions are met. One of those conditions was
that such foreign investor should not (deemed to) be involved
in the operation or management of the fund. Recently, guidelines
have been issued addressing when such involvement exists
or is deemed to exist. In any case, when partners act their
fundamental rights as partner of the partnership, such activities
should not be considered as being involved in operation or
management. On the other hand, in case a partner would for
instance negotiate regarding a certain investment, such activity

could be considered operation or management.

LOYENS & LOEFF  Asia Newsletter — Autumn 2009

International Tax Developments

Spain: as per 1 October 2009 the social security treaty entered
into force providing certain benefits for amongst others individuals

from one state, working in the other state.

Italy; earlier this year Japan signed a social security treaty with

Italy. The specifics will be made public shortly.

Korea

2010 Tax Reform Proposals

Recently, the 2010 tax reform proposals were announced that
if enacted will enter into force as of 1 January 2010. Below we

describe the main proposed changes:

® a reduction of the 20% shareholding threshold to 10% with
regard to the possibility to claim foreign tax credits from

overseas subsidiaries;

® the continuance of tax incentives to relocate factories to

remote locations;

® one of the conditions of the recently introduced fiscal unity
regime is that companies have the same financial year. Under
the 2010 tax reform proposals, this condition is deemed to
be met if the financial years do not coincide but a statutory

audit of the consolidated accounts is required;

® enhancement of tax incentives for green energy and R&D

investments; and

® abolishment of the regime for expats whereby 30% of their
income is excluded from their taxable basis. Please note that
the regime whereby expats are subject to a flat tax rate of

16.5% will remain available.

Foreign direct investment incentives amended

® As per 31 July 2009, the foreign direct investment incentives

are amended. One of the amendments is that foreign investors
may now receive cash benefits if they create a certain minimum

number of jobs in certain designated industries. Also, foreign



investors may receive financial support from authorities on the

establishment of schools for foreigners.

Horizontal compliance system proposed
® In order to assist Korean taxpayers with their tax risk manage-
ment, a system is now proposed by the Korean National Tax
Service that allows a certain group of tax payers to enter into
an agreement with the NTS. On basis of such agreement the
NTS and the taxpayer frequently meet and discuss current and
future potential tax issues. This allows for taxpayers to quickly
obtain the view of the NTS on such issues and thereby assist

in their tax risk management.
International Tax Developments

Poland: recently the social security agreement between Poland
and Korea was ratified. The treaty provides certain benefits
for amongst others individuals from one state, working in the

other state.

Malaysia

Goods & Service Tax / VAT

® The importance of the introduction of a goods and services tax
(GST) or a value-added tax (VAT) in Malaysia to replace the
existing sales and service tax was stressed in various recent
media reports. Although the current economic situation may
not be optimal, based on the opinion of several tax experts it
would be best if Malaysia starts preparing the introduction of
either a GST or a VAT to make sure that at the time of imple-
mentation, well-considered legislation will be in place. VAT/GST
legislation can facilitate a significant improvement in the overall
tax administration in Malaysia and enable revenue authorities
to introduce modern procedures based on voluntary compliance.
Preferably, a GST/VAT is introduced in the course of 2012.

Administrative assistance regulations

® On 26 August 2009 the rules laying out the request for information

procedure by a contracting party to a Malaysian tax treaty,
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were gazetted. The rules are generally in line with the OECD
standards. A request must contain details on the competent
authority asking for the information, the purpose of the request
and details of the person in relation to whom the information is
requested as well as details of the information requested. Under
certain circumstances it is also possible for a contracting party
to request for banking information. This request has to be made
through the Director General and has to contain sufficient details

of the bank account in question.
East Coast Special Economic Zone

® Malaysia announced on 4 August 2009 the launch of the East
Coast Special Economic Zone, which stretches from Kertih in
the state Terengganu to Pekan in the state of Pahang. The
main city in this area is Kuching, with its port. Details have not
yet been issued, but it is believed that this fifth SEZ of Malaysia
will offer a 10 year income tax holiday, 100% investment tax

allowance and exemptions from import and export duties.
International Tax Developments

® Brunei. Malaysia and Brunei signed an income tax treaty on

5 August 2009. Details are not yet available.

Philippines
Effective date of merger

® The Securities and Exchange Commission ruled that it is
possible for two corporations to stipulate a specific “effective
date of merger” if it is for public policy considerations and where

no party will be prejudiced by such provision.
Withholding tax agents

® The Bureau of Internal Revenue (BIR) issued Revenue
Regulations in which it is ruled that corporate taxpayers with
total excise payments of at least PHP 100,000 in the preceding
year are to be included as withholding tax agents for the purpose
of the creditable withholding tax on income payments made to

suppliers of goods and services.



15% preferential rate for managerial and
technical positions

® On 23 July 2009, the BIR issued a Circular which clarifies the
application of the 15% preferential tax rate on employment
income derived by expatriate and Filipino employees occupying
“managerial and technical positions” at regional/area head-
quarters and regional operating headquarters of multinational

companies.

Singapore
Amendment of Income Tax Act

® On 14 September, the Income Tax (Amendment) Bill (2009)
was passed by the Singapore government. The Income Tax
(Amendment) Bill (2009) incorporated the changes as announced
in the Budget 2009 in the Income Tax Act. As a result, the
reduction of the corporate income tax rate from 18% to 17%
will take effect as from this year (Year of Assessment 2010).
Also other measures as announced in the Budget 2009 which
are covered by the 2009 Spring and Summer editions of our
Asia Newsletter have entered into force. In addition, a provision
for the ‘arm’s length principle’ with respect to related party

transactions has been introduced.

Liberalization of foreign sourced income
exemption for dividends

On 7 August 2009, the Inland Revenue Authority of Singapore
issued a revised circular on the temporary liberalization for
the foreign-sourced dividend income exemption. As announced
in the Budget 2009, a temporary exemption was already granted
to all resident taxpayers on all foreign-source income accrued
on or before 21 January 2009 and received in Singapore between
22 January 2009 and 21 January 2010. As a concession, the
exemption would also apply to dividends paid by non-resident
companies which are for more than 50%, directly, owned by
specified resident taxpayers if the dividends are paid out of

profits already accrued to them on or before 21 January 2009.

Under the revised circular, specified resident taxpayers who

directly own 50% or less of the ordinary shares of non-resident
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companies may also apply for tax exemption on dividends which
they have yet to receive in Singapore. The exemption is provided
pursuant to section 13(12) of the Income Tax Act, and an
applicant must be able to substantiate that the foreign dividends
to be received in Singapore during the 1-year exemption period
are paid out of profits already accruing to the dividend-paying

company on or before 21 January 2009.

Tax treatment of Limited Partnerships

On 30 June 2009, a circular was issued by the Inland Revenue
Authority of Singapore explaining the income tax treatment of
limited partnerships (LPs). LPs are generally taxed the same
way as limited liability partnerships (LLP) and as such are
considered tax transparent for Singapore income tax purposes.
The partners of an LP are also treated in the same manner as
the partners of an LLP for income tax purposes. General
partners of an LP are treated in the same manner as the partners
of a general partnership. Compared to a LLP, a few differences

in tax treatment apply:

® |f the trade, business or profession of the LP remains
unchanged, the conversion of a general partner to a limited
partner and vice versa does not affect the continuity of the

trade, business or partnership carried on by the partners;

® Where a general partner re-registers himself as a limited
partner of the same LP or upon a transfer of a general partner-
ship business to an LP, the relevant deduction restriction rules
only apply to him prospectively from the year of assessment

in which the re-registration takes place; and

® For a limited partner who re-registers himself to become a
general partner of an LP, the relevant deduction restriction
rules cease to apply to him from the year of assessment in
which the re-registration takes place. This also means that
any restriction previously applied to him as a limited partner
on the deduction of capital allowances or trade loss from the
LP against his other sources of income is lifted from that year

of assessment onwards.

Amendment of Goods and Services Tax Act

On 18 August 2009, the government of Singapore passed
the Goods and Services Tax (Amendment) Bill 2009 which

implements the changes as announced in the Budget 2009 as
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well as some new measures. Among others, qualifying funds
that are managed by a prescribed fund manager in Singapore
will be allowed to claim a substantial portion of their input GST
on prescribed expenses during the period 22 January 2009
to 31 March 2014. Also, as of now, trusts can be registered
in the name of the trust instead of the current treatment of
registration in the name of its trustees. Note however that as
the trust is not a legal entity, the trustee continues to be liable
for the GST matters of the trust.

Other GST changes included the following:

® Zero-rating treatment for all aircrafts used wholly for
international travel as well as the sale and lease of aircraft

parts forming part of a qualifying aircraft;

® GST suspension for goods temporarily removed from Zero-

GST or Licensed Warehouses for auctions and exhibitions;

® Extension of the current GST treatment for physical vouchers

to all forms of vouchers including electronic vouchers; and

® Requirement for taxpayers to state their grounds of objection
when applying for a review or revision of a decision made by
the Comptroller of GST.

GST audits

The IRAS announced on 3 August that they will focus on
electronics wholesale traders, small and medium manufacturers,
motor traders and marine fuel traders for its Goods & Services
Tax (GST) audits this year. Every year IRAS targets specific

sectors for audit.

International Tax Developments

New Zealand. On 21 August 2009, New Zealand and Singapore
signed an income tax treaty and protocol in Singapore. Once
in force, the new treaty will replace the New Zealand-Singapore
income tax treaty and protocol of 21 August 1973 as amended
by the 1993 and 2005 protocols. Further details of the treaty

will be reported subsequently.

Denmark, the Netherlands, PRC: Singapore signed protocols
with these countries to amend its double tax treaty with each
of them, in order to comply with its undertaking to adopt active
exchange of information under its dealing with tax treaty partners.
(This undertaking resulted earlier this year in Singapore being
removed from the Grey Country List of the OECD.)

Singapore tax treaties: Exchange of ® Australia. On 8 September 2009, Singapore and Australia

information article signed an amending protocol to the income tax treaty of 11
February 1969 as amended by the 1989 protocol.

® On 6 March 2009, Singapore endorsed the Organization

for Economic Cooperation and Development’s (OECD) 2008
Standard for the effective exchange of information through
avoidance of Double Taxation Agreements. To implement the
new internationally agreed standard Singapore will amend and
re-negotiate its tax treaties to extend the scope of the exchange
of information article to bring it in line with article 26 of the OECD

Model Convention.

Singapore has signed an amending protocol to the income tax
treaties with the following countries: Australia, Austria, Belgium,
China, Denmark, Mexico, the Netherlands, New Zealand, Norway

and the United Kingdom.

It is also expected that Singapore will sign a revised protocol
to the income tax treaties concluded with France and Switzerland

on a short notice.
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On 31 August 2009, Switzerland and Singapore initialed a
revision to the Switzerland-Singapore income and capital tax

treaty and protocol of 25 November 1975.

Taiwan

Investments in Taiwan by mainland
China investors

On 25 May 2009, the Executive Yuan of Taiwan approved the
regulation regarding Taiwan investments made by persons of
the mainland China (the “Investment Regulation”) and the
regulation regarding the establishment of branch offices or

agencies in Taiwan by profit seeking enterprises of the mainland
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China (the “Establishing Regulation”). The regulations are
effective from 30 June 2009.

Further to these regulations, access can now be granted to
inbound mainland China capital for local investments in the
manufacturing sector, the service sector, and the public infra-
structure sector if approval is obtained pursuant to the Investment
Regulation. Investments through a foreign company in which
a mainland China investor holds, directly or indirectly, more
than 30%, should also be made in accordance with the

Investment Regulation.

Under the Establishment Regulation, mainland China companies
may apply to establish its branch offices or agencies in Taiwan.
The establishment of a branch office is subject to different

documentation and approval requirements.

Substance over form

On 28 April 2009, Taiwan’s parliament incorporated the
substance-over-form principle into the Tax Collection Act. Tax
authorities should use “substantive economic relationship and
the actual beneficial owner of economic benefits” as the basis

of taxation.

Taiwan source income

On 3 September 2009, the Ministry of Finance issued a ruling
to provide guidelines for the characterization of Taiwan source
income. In this ruling it is clarified that any income received
from Taiwan (other than for the purchase of goods) will be
taxable. This includes services performed outside Taiwan
which generate income received in Taiwan. It is also stated
that profits generated from activities outside Taiwan cannot be

regarded as Taiwan source income.

Alternative Minimum Tax on
foreign sourced income

Despite the many protests against the introduction of the so-
called alternative minimum tax (AMT) on foreign-source income
it now seems that the AMT will be effective as of 1 January
2010. The tax on individual foreign source income had been
deferred since 1 January 2006 but recently further guidelines

were issued by the Ministry of Finance with respect to the
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implementation per next year. Under the AMT, individuals
who are tax resident of Taiwan will be taxed on their off-shore

income at a rate of 20% if the income exceeds NT$ 1 million.

Thailand

Tax losses

Under the BOI act tax exemptions and privileges are introduced
for foreign investors investing in Thailand. An example is the
ability to offset losses incurred during a tax holiday against
taxable income for a period of five years following the end of
the tax holiday period. In the past, the BOI and the Thai Revenue
Department (TRD) agreed that if a BOI company had more than
one BOI-promoted project, losses could be carried over to offset
income after the end of the tax holiday. The company was thus
not obliged to offset the losses against income from the other

project. This has been confirmed in rulings issued by the TRD.

Recently however, the TRD has taken a new position. According
to the TRD, a BOI company should be regarded as one single
taxable unit even if it has more than one promoted project. As
such, losses incurred by a BOI company in one project must
first be offset against the profits of another project. Only if there
are losses remaining, can they be carried over to the next year.
The above interpretation by the TRD is not in line with the BOI
law and it is expected that this discussion will have to be settled

in court.

Tax exemptions and deductions

To stimulate and improve economic growth, the Thai government

introduced the following tax exemptions and reductions:

® The specific business tax rate on the sale of immovable
property is reduced from 3% to 0.1% in respect of property
sold between 29 March 2009 and 28 March 2010;

® Under certain conditions qualifying venture capital companies
or juristic partnerships are exempt from tax on gains from the

transfer of shares in small and/or medium enterprises;

® Corporate taxpayers may claim a temporary double deduction

for expenses incurred in training staff;
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® Debtors will be exempt from income tax on the waiver of debt
granted by their creditors. The creditors in turn will be able

to deduct the debt waived;

® Exemptions for VAT, specific business tax and stamp duty
are available for the transfer of goods, provision of services,
sale of immovable property and execution of documents

resulting from a debt restructuring; and

® Exemptions for VAT, specific business tax and stamp duty
are available for partial transfers of a business that take place

in calendar year 2009.

Vietham

Transfer pricing
® In 1997 Vietnam introduced its first transfer pricing rules which
were further expanded by the transfer pricing guidelines issued
in December 2005 (Circular 117). Although in the last few
years, the enforcement of the transfer pricing regulations was
not a main objective of the Viethamese government, the last
few months show an increased scrutiny from the Vietnamese
authorities with respect to transfer prices used between
associated companies. Also, a number of changes to Circular
117 are expected to be released before the end of this year
to ensure the accurate and sufficient collection of corporate

income tax.

Although there are no penalties in Vietnam for failing to comply
with the transfer pricing guidelines we suggest that Vietnamese
taxpayers review their transfer pricing exposure as the tax
avoidance article under general tax law provisions may still be
applicable. Tax avoidance could result in penalties of three

times the amount of the tax adjustment.

Personal income tax exemption

Based on circular 160 as issued by the Vietnamese government,

a tax resident is exempt on the following employment income:

® Income for 2008 which was paid between January 2009 and
June 2009;

® Income for the period January 2009 to June 2009 which is
paid by 31 December 2009;

® A bonus for quarter 1/2009 and 11/2009 which is paid by 31
December 2009 (a bonus for 2009 for the full year is for 50%
exempt if received by March 2010); and

® Ad hoc income (i.e. leave passage, vacation leave and other
benefits) which is paid between January 2009 and June 2009.

Income from capital investment, capital transfers (including
securities transfers), royalties and franchising, is exempt if it is
derived in 2009 and paid by 30 June 2010.

A 50% personal income tax reduction will apply to both residents

and non-resident tax payers who work in economic zones.

International Tax Developments

Hong Kong. On 12 August 2009, the income tax treaty and
protocol between Hong Kong and Vietnam entered into force.
The treaty generally applies from 1 January 2010 for Vietnam
and from 1 April 2010 for Hong Kong. The tax treaty provides
for a 10% withholding tax rate on dividends, interest (except for
payments to certain specified governmental institutions) and
royalties (except for royalties made for the right to use any
patent, design or model, plan, secret formula or process for

which a 7% rate applies).

Israel. On 4 August 2009, Vietnam and Israel signed a tax treaty.

Details are not yet available.

Although great care has been taken when compiling this newsletter, Loyens & Loeff N.V. does not accept any responsibility whatsoever

for any consequences arising from the information in this publication being used without its consent. The information provided in the

publication is intended for general informational purposes and cannot be considered as advice.
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