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China (PRC)

Indirect sale of shares of Chinese investment

® |t was reported on 18 July that the provincial tax bureau of
Guizhou imposed Chinese capital gains tax on a Hong Kong
corporation in relation to an indirect transfer of a stake in a
Chinese-resident enterprise. The Hong Kong corporation sold
the shares of a wholly owned British Virgin Islands company,
which in turn controlled the Chinese-resident enterprise. The
B.V.l. company was also registered as a Hong Kong-resident
enterprise (using the same name as in the B.V.l.) and maintained
a place of effective management in Hong Kong during that year.

® According to the Guizhou tax bureau, the B.V.I. entity was a
conduit company, partly because its place of effective manage-
ment was in Hong Kong. The tax bureau therefore assessed
tax on the indirect share transfer under the domestic general

anti-avoidance rule.

Hong Kong company subject to Chinese
dividend withholding tax

® |t was reported on 31 August that the Jinan tax bureau in
Shandong Province imposed 10% Chinese dividend withholding
tax on a dividend distribution to a Luxembourg company by an
unidentified Hong Kong publicly traded company. The tax office
reportedly rejected the Luxembourg taxpayer’s application of
the 5% tax treaty rate under the China/Luxembourg tax treaty.

® The Hong Kong company is reportedly indirectly controlled by
a Chinese entity through an intermediate holding company
registered in the British Virgin Islands. During an inspection,
the tax office reportedly noticed that the Hong Kong company
maintained a place of effective management in Jinan and that
its assets substantially originated from the Chinese shareholder’s
investment. The tax office reported its findings to the SAT,
which then recognized the Hong Kong company as a Chinese
resident enterprise.

® The tax office rejected the request for a reduced withholding

tax rate and applied the regular 10% statutory withholding tax

rate. The tax office explained that the treaty’s 5% withholding
tax rate did not apply because the Luxembourg entity did not
consecutively hold at least 25% of the shares in the Hong Kong
entity for at least 12 months before receiving the dividends.

The case marks a first in which the Chinese tax authorities are
showing an aggressive stance in asserting tax residency under
China’s Enterprise Income Tax Law introduced in 2008.

Taxation of dividends on H-shares

® The SAT issued Ruling (Guo Shui Han [2011] No.348)

stating that the dividends on H-shares issued by Chinese
enterprises in Hong Kong are subject to individual income tax
if they are derived by non-resident individuals. The tax must
be withheld by the enterprise distributing the dividends as the
withholding agent.

Education Surcharge

® The Ministry of Finance has approved Beijing to levy a 2% Local

Education Surcharge starting from 1 January 2012 based on the
actual payments of VAT, Business Tax and Consumption Tax.

Chinese-Controlled Foreign Enterprises
Recognized as Resident Enterprises

® The State Administration of Taxation recently issued the Measures

for the Administrations of Income Tax on Chinese Controlled
Resident Enterprises Registered Outside China (For Trial
Implementation) (“Bulletin 45”), effective from 1 September
2011. Bulletin 45 follows Circular 82, which was issued in April
2009, and clarifies a number of issues related to the administration
of foreign companies that are controlled by Chinese investors
and are recognized as resident enterprises of China.

A Chinese-controlled foreign company that has been recognized
as a resident enterprise (“RE”) is required to follow similar tax
administration rules as a company that is established and
registered in China. It must carry out tax registration, maintain
account books in accordance with PRC tax rules, make EIT

filings and payments, withhold EIT on China-sourced income
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paid to foreign recipients, file contemporaneous transfer pricing
documentations, and conduct tax de-registration and liquidation

procedures if its RE status is terminated.

Where the place of effective management of the RE is the same
as the location of the controlling Chinese investor, the competent
tax bureau of the RE should be the same as that of its controlling
investor. Where the place of effective management is not the
same as the location of the controlling investor, the competent
tax bureau location should be at the place of effective manage-
ment of the RE. It is also possible for the RE to choose the
competent tax bureau of its controlling investor as its competent
tax bureau, subject to the approval of the higher level tax bureau.

There are two ways that a foreign enterprise can be recognized
as an RE. First, it can voluntarily apply to the tax authorities.
Second, the tax authorities can initiate the recognition process

based upon their own inspection.

Where the place of effective management changes or where it
is no longer controlled by Chinese parents, the competent tax
bureau should inform the higher level tax bureau and determine
whether the RE status should be terminated.

A RE must conduct tax registration with its competent tax bureau
within 30 days of receipt of the “RE Certification”. If the tax
authorities make a determination to terminate the RE status,
the RE should commence tax de-registration within 15 days of

written notification of same.

An RE is required to maintain accounts in accordance with
Chinese tax rules. This means that the RE will likely need to
maintain two sets of books (one under Chinese rules and another

under the rules of its country of incorporation).

Similar to companies that are established and incorporated
in China, an RE is required to make quarterly and annual EIT
filings. It is also required to undergo liquidation within 60 days
of termination of business operations or when it receives notice

of termination of its RE status.

An RE is required to withhold EIT on remittance of dividends,
interest, rent, royalties, capital gains and other income to non-
residents. The competent tax bureau will confirm whether the
withholding should be done on a quarterly basis. Failure to with-
hold will subject the RE to penalties. The few red-chip companies
that have been recognized as REs have withheld taxes on dividend
payments made to non-residents, as consistent with these rules.
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® An RE may present its RE certificate to the payer of China-

sourced income (including dividends, interest, rental, royalties,
capital gains) to prove that the payer does not need to undertake
withholding obligations on the remittance of such payments
to the RE.

The transfer of shares in an RE by a non-resident enterprise is
considered to be China-sourced income and the RE whose
shares are transferred must submit the equity transfer contract
and other documents to its competent tax bureau within 30 days
of signing. There has been one reported case where this has
been enforced in practice. Based on media reports, Vodafone
was assessed EIT on the transfer of an equity interest in China
Mobile Limited, a company incorporated and listed in Hong
Kong. China Mobile Limited has been recognized as an RE,
and therefore the transfer of equity by Vodafone in China Mobile
Limited was subject to EIT in China. In that case, media reports
indicated that China collected RMBZ2.2 billion in EIT.

An RE is required to provide contemporaneous documentation
and related party reporting in accordance with relevant TP rules

and may be recognized as a resident of China for treaty purposes.

Monthly standard deduction of individual
income tax for foreign workers

® China’s State Council on 27 July released a third amendment

to State Council Decree 600 of 19 July, the implementing
regulations for the Individual Income Tax Law (ITL). The latest
amendment decreases the monthly extra tax deduction for
foreigners working in China and for Chinese resident individuals
working abroad from CNY 2,800 (about $434.80) to CNY 1,300
(about $201.87), effective 1 September.

The amount of the deduction was reduced in connection with
a recent amendment to the ITL that raised the monthly basic
tax deduction for employment income from CNY 2,000 (about
$310.57) to CNY 3,500 (about $543.50).

Foreigners working in China and Chinese resident individuals
working abroad, whose monthly deduction for employment
income is currently CNY 4,800 (about $745.37), will not benefit
from the increase in the monthly basic deduction under the ITL
because of the decrease in the monthly extra tax deduction
introduced by Decree 600. In other words, though their basic
monthly deduction will increase to CNY 3,500, their monthly
extra tax deduction will decrease to CNY 1,300, leaving them
with the same monthly deduction of CNY 4,800.



China earlier established CNY 800 as the monthly basic tax
deduction for employment income in the 1980 ITL and then
increased the deduction to CNY 1,600 (effective 1 January 2006)
and to CNY 2,000 (effective 1 March 2008). A monthly extra tax
deduction of CNY 3,200 for qualified individual taxpayers was
introduced in the 1994 implementing regulations for the ITL and
was later reduced to CNY 2,800 (effective 1 March 2008).

Social security requirement for foreigners
working in China

The Chinese government has hit foreign workers and their
employers with a new social benefits tax requiring them to
participate in China’s pension and insurance programs.
Previously, expat workers were merely covered only by
commercial insurance that they or their employers buy.

The Ministry of Human Resources and Social Security issued
a regulation ordering expat employees to pay an 11% tax on
salaries starting 15 October according to a 9 September report
in the Shanghai Daily, the state-run daily newspaper. Employers

will also have to pay 37% of their workers’ earnings to the state.

The taxable salary is reportedly capped at three times the
average salary in any given Chinese city, which means that
foreign workers with salaries that exceed that amount will not
pay the social benefits tax on the full amount.

The new regulation also requires employers to apply for
social insurance benefits for their foreign employees within 30
days of applying for work permits. Employees from countries
that have signed a social insurance agreement with China are
exempt from the tax, according to the Shanghai Daily. It did
not specify which countries have such agreements. At least 10
countries, including the United States, Japan, and Russia, are
lobbying the Chinese government to sign bilateral agreements

to exempt their citizens from the tax.

Foreign workers who leave China before retirement age -- 60
for men and 55 for women -- will reportedly be able to recoup
their pension contributions, but the payments from employers

will remain in the social security pool.

While the regulation’s true impact on companies in China remains
to be seen, experts say the increase in employers’ financial
burden could shrink the number of foreign workers in China in

the long run.
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Tax incentives for Western regions

® China’s Ministry of Finance and State Administration of

Taxation on 27 July jointly issued Caishui [2011] 58 (circular
58), which provides enterprise income tax (EIT) and customs
tax concessions for qualified companies maintaining their
business activities in the western regions of China.

Circular 58 confirms that a preferential 15% EIT rate has
been extended for 10 years, through 31 December 2020, for
enterprises whose principal business activities fall under the
Encouraged Industries Catalog for Western Regions (which has
not yet been released). Revenue from the encouraged industries
must exceed 70% of an enterprise’s gross revenue in order to
qualify for the low tax rate.

Companies in the transportation, electricity, water, postal service,
radio, and television sectors that were incorporated in the
western regions by 31 December 2010, and that received a tax
holiday in accordance with Caishui [2001] 202 (paragraph 3,
article 2) will continue to enjoy the tax holiday (consisting of a
two-year EIT exemption followed by a three-year 50% EIT
reduction) until its natural expiration date.

For purposes of the preferential tax treatment, both Caishui
[2001] 202 and circular 58 define the western regions as Gansu,
Guangxi, Guizhou, Inner Mongolia, Ningxia, Qinghai, Shanxi,
Sichuan, Xinjiang (including the Xinjiang Production and
Construction Corps), Xizang, and Yunnan.

Domestic and foreign investment enterprises falling within the
scope of the encouraged industries and FIEs investing in priority
industries are exempt from customs tax on imports of equipment
for self use within their total investment, according to circular 58.

RMB for inbound capital transfers

® Based on SAFE circular 38 dated 7 April and PBOC circular

145 dated 3 June 2011, itis permitted to use RMB for inbound
capital investments by foreign investors. Certain conditions
need to be satisfied.

International Tax Developments

® British Virgin Islands. The exchange of information agreement

between China and the British Virgin Islands, signed on 7
December 2009, entered into force on 30 December 2010. The
agreement generally applies from 1 January 2011.



® |sle of Man. The exchange of information agreement between
the Isle of Man and China signed on 26 October 2010, will enter
into force on 14 August 2011. The agreement generally applies
from 14 August 2011.

Hong Kong

Revaluation of trading securities

® On 28 June 2011, the Court of First Instance ruled in the Nice
Cheer Investment Ltd case of a Hong Kong Ltd which acted as
a securities and commaodities trading business which had
adopted HK Accounting Standard 39 (this standard stipulates
that unrealised gains or losses are recorded as gains or losses
in the P&L), that the term ‘profits’ as referred to in the general
charging section of the Inland Revenue Ordinance (s.14) should
not be read to include unrealised profits. The court ruled that
the IRO may deviate from the accounting rules in determining
the taxable profit, and adopting a certain accounting standard
should not make a difference in this respect.

Tax residency

® On 13 July 2011, the Hong Kong Inland Revenue Department
(IRD) announced that with immediate effect, any application
for a certificate of Hong Kong resident status under a double
tax treaty signed between Hong Kong and other jurisdictions
(apart from the Mainland of China) has to be made on the
standard form IR1313B (for company, partnership, trust or other
body of persons) or IR1314B (for individuals). For applications
involving the Mainland of China, standard form IR1313 /
IR1313A / IR1314 / IR1314A should continue to be used. The
forms can be downloaded from the Inland Revenue Department
Homepage at www.ird.gov.hk.

Property Tax

® The Hong Kong Inland Revenue Department has released a guide
for taxpayers and their representatives concerning the stamp
duty and taxation on the sale and purchase of residential property.

New duties for employees and employers

® On 7 July 2011 the IRD announced the following obligations of
employees and employers in Hong Kong:

Information to be furnished by employees

® Every person chargeable to tax for any year of assessment
must inform the Commissioner in writing not later than 4 months
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after the end of the basis period for the year in which he is so
chargeable unless he has already been required to furnish a
return for that year.

® Any person who ceases to carry on a trade, profession or
business, or ceases to hold an office or employment, or ceases
to be the owner of any land or buildings or land and buildings,
of which tax is chargeable; or ceases to have a source of income
in respect of which he is personally assessed must inform the
Commissioner in writing within 1 month of such cessation.

® Any person chargeable to Salaries Tax, Profits Tax or tax under
Personal Assessment who is about to leave Hong Kong for a
period exceeding 1 month must notify the Commissioner in
writing at least 1 month before he is due to leave. This does not
apply to persons who are required to leave Hong Kong frequently
in the course of his employment, business or profession.

® Any person chargeable to Property Tax, Salaries Tax, Profits
Tax or tax under Personal Assessment who changes his address
must notify the Commissioner in writing within 1 month.

Information to be furnished by employers

® An employer is required to furnish in writing, within 3 months
of engaging any employee, particulars of any such employee
who is likely to be chargeable to Salaries Tax.

® An employer who is about to cease to employ in Hong Kong
any person who is likely to be chargeable to Salaries Tax must
notify the Commissioner in writing at least 1 month before the
date he ceases to employ that person.

® Any employer must notify the Commissioner in writing whenever
an employee who is chargeable to Salaries Tax is about to
leave Hong Kong for more than a month, at least 1 month before
he actually leaves. This does not apply to an employee who
is required, in the course of his employment, to leave Hong
Kong at frequent intervals.

® \Where a notice given to the Commissioner by the employer in
pursuance of subsection (6) refers to an individual whom the
employer is about to cease to employ in Hong Kong the following
restrictions are placed on the employer:

® He must not, for a period of 1 month from the date of giving
such notice, make any payment to the employee, except with
the Commissioner’s written consent. He may, however, during
that month pay to the Commissioner out of moneys due to the
employee such sum as the employee may direct him to pay.



Forms for giving the notices required by subsections (4), (5)
and (6) of Section 52 may be obtained at the Department’s
Receipt & Despatch Counter, 1/F, Revenue Tower, 5 Gloucester
Road, Wan Chai, Hong Kong.

Stamp duty

The legislation to enact the additional Special Stamp Duty
(“SSD”) was gazetted on the 30 June 2011 as the Stamp Duty
(Amendment) Ordinance 2011. With the stated objective of
curbing property speculation and reducing the risk of a property
bubble, radical changes to the stamp duty law was announced
by the Financial Secretary in November 2010, including the
introduction of a special stamp duty levied at up to 15% on
residential property transactions. The bill to enact those proposals,
introduced in the Legislative Council in December of last year,
went through various refinements in response to lobbying
and submissions by members of the public and the business
sector. The proposal is now law.

It introduces a SSD on residential properties of all values at the
point of resale. This applies to properties acquired on or after
20 November 2010 and resold within 24 months after acquisition.
The SSD payable will be calculated based on the stated
consideration for the transaction or its market value, whichever

is the higher, at the following rates for different holding periods:
I. 15% if the property has been held for 6 months or less;

II. 10% if the property has been held for more than six months
but for 12 months or less; and

IIl. 5% if the property has been held for more than 12 months
but for 24 months or less.

International Tax Developments

Japan. The income tax agreement and protocol between Hong
Kong and Japan, signed on 9 November 2010 has entered into
force on 14 August 2011. The agreement generally applies in
Japan from 1 January 2012 and in Hong Kong from 1 April 2012.

Liechtenstein. The income and capital tax treaty and protocol
between Liechtenstein and Hong Kong, signed on 12 August
2010, has entered into force on 8 July 2011. The treaty generally
applies in Liechtenstein from 1 January 2012 and in Hong
Kong from 1 April 2012.

Luxembourg. The Protocol to the tax treaty between Hong Kong
and Luxembourg has come into effect on 17 August 2011. The
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protocol specifies that a dependent agent can constitute a PE
and there are additional provisions dealing with mutual agreement
procedures and the exchange of information under the treaty.

India

Marketing and sales activities

In July, the Mumbai Income-tax Appellate Tribunal (the “Tribunal”)
issued a ruling in case of Star Cruise India Travel Services Pvt.
Ltd. The Tribunal has held that mere canvassing for the business
of non-resident principal by an Indian agent does not lead to
the non-residents’ taxability in India. This decision is of relevance
to foreign companies conducting marketing and sales activities
through their agents in India.

Treaty protection Mauritius

On 14 July, the Bombay High Court pronounced its ruling on
a writ petition filed by Aditya Birla Nuvo and Tata Industries Ltd.
before the Bombay High Court involving sale of shares of an
Indian Telecom company (ldea Cellular) by AT&T group USA.
Although fact-specific, this ruling is important in the context of
the application of the India-Mauritius Tax Treaty, as it mentions
the relevance and importance of the real intention of parties to
a transaction as being the guiding factor in interpreting the tax
treaty position. In this case the real intention was for the non-
Mauritius based shareholders to be the de facto shareholders
and to establish a favourable treaty company to shelter capital
gains from Indian tax. Itis suggested by local practitioners that
this ruling should not necessarily have a negative bearing on
private equity or investment fund structures, where many
investors join together through a Mauritius holding company.
In other situations, one should carefully ensure that the legal
It will be
interesting to follow the matter further if the E-trade case will

form represents the true intention of the parties.

be considered by the Supreme Court.

New Takeover Regs

The Securities and Exchange Board of India (“SEBI”)
Board has reportedly accepted the proposed New Takeover
Regulations on 28 July 2011, based on the report of the Takeover
Regulations Advisory “TRAC”). The Board accepted most of
the TRAC recommendation.

Some of the key changes as highlighted by the SEBI Press
Release are:



® Initial trigger threshold limit increased to 25% from the
existing 15%;

® Minimum offer size increased from existing 20% to 26% of
the voting capital (this was earlier recommended to be 100%
of the voting capital);

® All shareholders to be given exit in the offer at the same price
(as that of the seller) and there shall be no separate provision
for payment of non-compete fees to the seller;

® Provisions for voluntary open offers introduced subject to
certain conditions; and

® Existing definition of ‘control’ retained as it is.
Notably, as per the SEBI Press Release, the Board has not
accepted the TRAC recommendation to provide for delisting

pursuant to open offer of 100%.

The text of the New Regulations is awaited.

Vodafone

U.K. based telecom’s company Vodafone on 3 August began
its appeal against a $2.5 billion capital gains tax assessment
from the Indian tax authorities, as the Indian Supreme Court
returned to the bench after a two-week delay.

The three-judge court in New Delhi, led by Chief Justice S.H.
Kapadia, heard comments from Harish Salve, Vodafone’s lawyer,
who argued that the company should not be held accountable
for the massive duty, which was imposed on an $11.2 billion
majority stake purchase in Hutchison Essar, an Indian mobile
phone operator, in 2007. Vodafone had bought the stake from
Hong Kong-based Hutchison Telecom International Ltd. “All
the players were foreign companies,” Salve told the Court,
according to an 3 August Bloomberg report. “The transaction
was not done in India.”

The ongoing dispute between India’s third-largest mobile phone
operator and its Income Tax Department originates from a 2010
Bombay High Court ruling that permitted local authorities to tax
Vodafone’s acquisition. In addition to the levy, authorities are
seeking a penalty, which Vodafone has said could reach as
much as 100% of the taxable amount.

Vodafone challenged the lower court ruling because the
transaction took place offshore. Vodafone International Holdings
BV, the company’s Dutch subsidiary, had acquired CGP Ltd.,
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a Cayman Islands-based holding company, from Hutchison, so
the company said that no capital gain tax was due in India as
neither company involved in the deal was based in India. The
company also argued that even if tax was supposed to be paid
in India, it would be Hutchison’s responsibility as the seller.

® |ndia’s Income Tax Department, however, said Vodafone should
have withheld the tax when the deal went through and that
the arrangement should have been taxed because it involved
an India-based asset.

® Global investors are watching closely because the case’s
outcome may set the tone for future foreign investment in India.
The case has generated uncertainty over India’s tax regime that
has contributed to a decline in foreign investment.

® The hearing was initially delayed because of an unrelated case
overrunning. According to an 3 August report in The Wall Street
Journal, observers speculate that the case could last for months
because it is uncertain how many days the Court will sit.

Capital Gains tax on sale of listed securities

® Courtesy of Nishith Desai Associates, we learned that the
Indian Authority of Advance Rulings recently held, in the case
of Cairn U.K. Holdings Ltd that a non-resident investor would
not be entitled to the beneficial 10% tax rate on long term capital
gains from the sale of listed securities. Ordinarily, long term
capital gains are taxable at 20% (exclusive of applicable
surcharge and education cess).

Stock options

® Courtesy of BMR Advisers, we were informed that the Mumbai
Bench of the Income Tax Appellate Tribunal (“ITAT”) has
delivered an important ruling in the case of Pramod H Lele (“the
taxpayer”). The ITAT has held that a stock option plan did not
create any compulsion on the assessee to buy the shares,
as the assessee was granted an ‘option to buy’. ITAT held that
a mere grant of option could not result in transfer of shares
and thus, the date on which the option was granted could
not be treated as the date of acquisition of shares.

External Commercial Borrowings

® The Reserve Bank of India (“RBI”) issued Circulars recently,
which have liberalised the existing External Commercial
Borrowing (“ECB”) policy, in brief as follows:



For All eligible borrowers
® Increasing the ceiling under the automatic route

® Allowing rupee denominated ECB

For infrastructure companies
® Permitting refinancing of rupee loans though fresh ECB

® Permitting bridge loan for import of capital goods and replacing
the same through fresh ECB

® Recognising per-construction interest as permitted end use

International Tax Developments

® Brazil. Brazil's House of Representatives on 7 July approved
a tax and customs cooperation agreement with India. Signed
in New Delhi on 4 May 2007, the agreement establishes a
framework for the exchange of information concerning foreign
trade between the two countries and provides additional means
to fight customs and tax fraud and improve customs methods
and procedures. Under the agreement, Brazilian and Indian
authorities will supply, upon request, any information that may
assist the other country in the enforcement of applicable laws
concerning (1) the collection of customs duties, taxes, and other
levies administered by Customs (particularly information helpful
to ensure adequate customs valuations and tariff classifications
of merchandise), (2) the implementation of prohibitions and
restrictions on imports and exports, (3) the application of rules
of origin for merchandise; and (4) the investigation and prevention
of customs violations and illegal drug trafficking. The agreement
now will be submitted to the Senate and, if approved there, will
enter into force by way of a presidential decree incorporating
it into Brazil's legal system.

Indonesia

Branch profits tax exemption

® A regulation issued recently by Indonesia’s Director General of
Taxation (DGT) implements and establishes eligibility criteria for
an expanded exemption from Indonesia’s branch profits tax.

® Permanent establishments and branches in Indonesia are
required to pay a 20% (or lower treaty rate) branch profits
tax on their after-tax profits unless the profits are reinvested
in Indonesia.

® The expanded exemption is available if all of a PE’s after-tax
income is reinvested in Indonesia in the form of:
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® an equity participation as a founder or founding participant
in a newly established company domiciled in Indonesia;

® an equity participation as a shareholder in an existing company
established and domiciled in Indonesia;

® fixed assets purchased by the PE for use in its business
(or other) activities in Indonesia; or

® an intangible asset to be used by the PE to do business or
conduct its activities in Indonesia.

Previously, the exemption was available only if the after-tax
profits were reinvested in an equity participation in a newly
established Indonesian company.

When the profits are reinvested in a new company, that company
must commence business activities in accordance with its deed
of establishment within one year from the date of incorporation,
and the PE cannot transfer its participation within a two-year
period from the start of commercial production.

When the profits are reinvested in an existing company, the
company must have active business operations in Indonesia
and the PE cannot transfer its participation for three years from
the date the participation is acquired.

When the profits are reinvested in the acquisition of fixed or
intangible assets, the PE may not transfer the assets within
three years from the date of acquisition.

Furthermore, the PE must submit prescribed information in the
form of an attachment to its annual corporate income tax return
in the fiscal year in which the after-tax profits are earned and
for the following three fiscal years. Information that must be
disclosed during the subsequent three fiscal years includes the
identity of the taxpayer (the PE) and details about: the head
office; the form and amount of the reinvestment; and the realized
reinvestment amount in a new or existing company, acquisition
of fixed assets, or acquisition of intangible assets.

A PE investing in a new company must submit the information
at the start of commercial production. If the PE does not submit
the required information or the information is incomplete, the
branch profits tax will be imposed on the PE's after-tax income.

Income tax holiday

® A regulation was issued on 15 August 2011 by the Minister of

Finance (“MoF”) as Regulation 130/PMK.011/2011 concerning



Indonesia’s income tax holiday incentive. It will apply to the

following sectors:

® base metals;

® oil refining and petrochemicals;
® renewable resources;

® machinery; and

® telecommunications equipment.

Under the incentive, a new company is eligible for a tax holiday
for 5 to 10 years provided it meets the following conditions:

® invests at least IDR 1 trillion in the above-mentioned pioneer

industries;

® places funds with an Indonesian bank amounting to at least
10% of the total investment amount, which cannot be withdrawn
prior to the taxpayer beginning to implement the realization

of his investment; and

® has been incorporated for at least 12 months prior to the

regulation taking effect.

The incentive can be utilized once the taxpayer has commenced
commercial operations, which is to be determined in accordance

to existing tax rules.

There are a number of important issues which need to be
clarified, such as which industries in particular are covered.
Given that the application will go through a Verification Committee,
3 Ministers, BKPM and, finally, the President, the process is
likely to be time-consuming and potentially difficult. Although
the regulation is a positive step, it remains to be seen how the

bureaucratic procedures will be applied in practice.

Syariah-based business activities

® The Ministry of Finance issued Regulations No. 136/PMK.03/

2011 (Reg-136) and No. 137/PMK.03/2011 (Reg-137) on 19
August 2011, on the income tax treatment of Syariah-based
financing activities of banks and financial institutions. The
Regulations serve as the implementing regulations and
took effect on 19 August 2011. Courtesy of IBFD, we offer the
following details:

® the provisions regarding income, expenses, deductions or
the taxation of Islamic banking businesses is as per the
provisions of the Income Tax Law ((ITL) Law No. 36 of 2008);
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® income of any name and kind received or accrued in Islamic
banking, including bonuses, profit sharing, profit margins and

other rewards are taxable objects;

® syariah principles are defined as Islamic law principles based
on a fatwa that is issued by an institution that is authorized

to issue a syariah fatwa;

® bonus, profit sharing and profit margins received by the bank
are to be treated as interest income if received from a debtor,
or in accordance with normal income tax rules if received from

non-debtors;

® bonus, profit sharing and any income from funds placed with
an Indonesian Syariah bank or an Indonesian branch of an
offshore Syariah bank are treated as interest in the hands of
the investor/depositor, whereas any other income received is

to be treated in accordance with normal income tax rules; and

® deductible expenses for Syariah banks are set out in Arts.
6 and 9 of the ITL and include bonus, profit sharing and other
fees payable by the bank to their investors under the Syariah
agreement, with the exception of depreciation expenditure

incurred under the ljarah Muntahiyah Bittamlik principle.

Reg-137 stipulates the tax treatment of specific Islamic financing

transactions, as follows:

® the tax treatment of an /jarah transaction is similar to that of

an operating lease;

® an ljarah Muntahiyah Bittamlik transaction is to be treated

like a financial lease;

® gains or fees from Wakalah transactions are to be treated

as interest;

® gains or profit margins from Murabahah, Salam and Istisna

transactions are to be treated as interest;

® gains or profit margins derived by financiers from Mudharabah

and Musyarakah transactions are to be treated as interest; and

® any income and fees earned from other unspecified shariah-

based financing is to be taxed in accordance with the ITL.

The transfer or lease of an asset from a third party to the bank,
that is carried out merely as part of a Syariah arrangement is
to be disregarded for tax purposes. Instead, the asset is deemed
to be transferred directly from the third party to the customer,

and therefore subject to normal income tax rules.



Japan

2011 Tax reform

® On 25 January 2011 a draft bill for the 2011 Tax Reform (Draft
Bill) was submitted to the Diet. After the Tohoku Earthquake
the discussion on the Draft Bill was suspended. A part of the
Draft Bill was approved on 22 June 2011 and become effective
on 30 June 2011 (the “June Bill”). For details about the bill we
refer to the previous edition of our newsletter.

International Tax Developments

® | uxembourg. On 16 July 2011, Luxembourg ratified the amending
protocol, signed on 25 January 2010, to the income tax treaty
of 5 March 1992, as published in the Journal Officiel du Grand-
Duché de Luxembourg of 21 July 2011.

® |sle of Man. The exchange of information agreement between
Isle of Man and Japan, signed on 21 June 2011, will enter into
force on 1 September 2011. The agreement generally applies
from 1 September 2011.

® |ndia. The Comprehensive Economic Partnership Agreement
between Japan and India, which was signed on 16 February
2011 in Tokyo, entered into force on 1 August 2011, after the
completion of the necessary legal procedures in both countries.

Malaysia

Proposed amendment of the Petroleum
(Income Tax) Act 1967

® The recently enacted Petroleum (Income Tax) (Amendment)
Bill 2011 aims to amend the Petroleum (Income Tax) Act 1967
(PITA). A new chapter (6 — part Ill) is added authorizing the
Director-General to direct special treatment in respect of the
computation of gross income, adjusted income, statutory income
and assessable income from petroleum operations.

® |t allows (section 65C) the Finance Minister to exempt - statutory
order - any taxable person from all or any of the provisions of the

PITA, either generally or in respect of any particular type of income.

® A new paragraph (3A) is added to the First Schedule. Qualifying
expenditure incurred in exploration by a taxable person may be
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deducted from the gross income of another taxable person in
another petroleum agreement provided that the original parties
to the petroleum agreements are the same. The deduction is
calculated in accordance with a prescribed formula. This does
not apply to taxable persons carrying petroleum operations
in joint development or exploration areas (as referred to in
Section 65B).

Draft GST guideline issued

Royal Malaysian Customs has recently issued draft guidelines
on the Goods and Services tax (GST) to provide an understanding
of the GST and its implications. Apart from a General GST
guide, Industry guides and Specific guides have been published.
The GST Industry guides relate to the Manufacturing Sector,
the Warehousing scheme, the Approved Jeweler Scheme, the
Approved Toll Manufacturer Scheme and the Approved Trader
Sector. The GST Specific guides relate to Agents, Exports,
and Partial Exemption, Apportionment and Annual Adjustment.
The complete draft guides are available on the GST Portal at
www.gst.customs.gov.my.

Service Tax and Sales Tax amendments

The proposed Sales Tax and Service Tax amendments have
become law on 22 August 2011.

New exchange of information rules issued

On 1 July 2011 new Income Tax Rules 2011 were gazetted in
respect of information exchange procedures. They apply more
tightening compared to the previous procedures (issued in 2009
— being replaced by the new Rules 2011) for a contracting treaty
partner to request information.

With respect to the request for information, the changes include
a requirement for greater detail in respect of the request such
as the period and purpose for which the information is requested.
Furthermore, the Director General is no longer allowed to refuse
the request when information requested is in respect of a person
who is not entitled to the tax treaty benefits.

With respect to information held by banks, banks (under Sec.
81 of the Income Tax Act 1967) are now required to provide
the information asked for where previously it was a mere request.
The requirement for the competent authority to provide details
in respect of the person whose information is being requested,
such as the bank account number, type of bank account and



name and address of the bank is removed. Also, the Director
General may request from a bank, information of a person,

without first making a request from that person.

Transfer pricing — new form procedure

Further to efforts of the Inland Revenue Board’s (IRB’s)
Multinational Tax Department (MTD) to increase transfer pricing
compliance by multinational companies in Malaysia, a new form
(Form MNE 1/2011) has been introduced to obtain information
from selected taxpayers about their cross-border related party
transactions. The form is not obligatory and as such only needs
to be completed by selected taxpayers.

This introduction implies that the IRB is serious about enforcing
the arm’s-length requirement in Malaysia’s Income Tax Act
(1967). According to the IRB website, data collected from the
form will enable tax authorities to assess the transfer pricing
risk of the selected taxpayers. Likely, taxpayers who are
considered high risk will be scheduled for transfer pricing
audits. The form will require some general information relating
to the taxpayer’s holding structure including group companies
and the global structure of the entire group. Details (i.e. amounts
in relation to transactions involving tangible and intangible
assets, services, interest, and guarantee fees) about the related
parties transactions carried out will also be required. This may
extent to related party transactions of a capital nature as well.
Furthermore, details about financial assistance involving foreign
related companies are requested, whether interest bearing or
interest free, and a disclosure of the movement in loan amounts
during the year.

The form will furthermore require information about compliance
with documentation requirements and about the overall
characterization of the company (e.g. toll, contract, or full-fledged
manufacturer, commissionaire, limited-risk or full-fledged
distributor, or service provider). In this respect, updating of
outdated transfer pricing documentation is advisable, and in
absence of any, taxpayers should start to document the

establishment of prices used in their related party transactions.

Advance pricing agreements are available to provide certainty
about taxpayers’ transfer prices and as an alternative to time-
consuming and costly transfer pricing audits. Corporate taxpayers
who have conducted transfer pricing analyses to substantiate
their internal pricing can apply for an APA with the IRB or a
competent authority under section 138C of the ITA.
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Penalty on late filing of tax returns

With effect from 1 June 2011, the concessionary interest and
penalty rates in respect of the late filing of tax returns are no
longer available. Previously, the Inland Revenue Board of
Malaysia (IRBM) would impose penalties ranging from MYR
200 to MYR 2,000 based on the number of offences committed.
However, with effect from 1 June 2011, the penalty will be
imposed based on the “lateness” of the submission of the return,
and it will also be imposed under Sec. 112(3), which provides
for a penalty not exceeding three times the tax payable. The
IRBM has also clarified that appeals may be made for reduction
of penalties in special circumstances.

Change in accounting period

On 23 August 2011 the IRB issued Public Ruling (PR) No.7/2011
(effective as of year of assessment 2012), providing guidance
on the notification procedure for changes in accounting periods
for companies, trusts and cooperative societies. A change in
the accounting period will result in a change in the tax basis
period. Several cases are foreseen and examples are provided
to explain each case. Any such change must be reported to the
Director-General of the IRB by filing form CP204B one month
before the beginning of a new accounting period if the accounting
period is shortened, or one month before the end of the original

accounting period if the accounting period is extended.

International Tax Developments

Ireland. The amending protocol to the income tax treaty between
Malaysia and Ireland of 28 November 1998, signed on 16
December 2009, entered into force on 15 February 2011 and
generally applies as of 1 January 2012.

Laos. The income tax treaty between Malaysia and Laos of
3 June 2010 entered into force on 23 February 2011 and
generally applies as of 1 January 2012.

Australia. The amending protocol to the income tax treaty
between Malaysia and Australia of 20 August 1980, signed on
24 February 2010, entered into force as of on 8 August 2011
and generally applies as of 9 August 2011.

Liberia. Malaysia and Liberia are to negotiate an exchange of

information agreement, further to Liberia’s efforts to comply with
OECD standards regarding administrative assistance.
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Philippines

Excessive social security contributions
not exempt from tax

On 1 July 2011 the Philipines Bureau of Internal Revenue (BIR)
issued a Circular (no. 27-2011), providing that voluntary social
security contributions made to the Social Security System,
Government Service Insurance System, Medicare and Pag-lbig
fund in excess of the mandatory monthly contributions are not
exempt from the withholding tax on compensation. The Circular
revokes the BIRs earlier Ruling Nos. 002-99 of 12 January
1999, DA-184-04 of 6 April 2004, DA-569-04 dated 10 November
2004 and DA-087-06 dated 6 March 2006.

VAT on properties exchanged for shares

Effective as of 1 July 2011, the BIR issued Regulations (no. 10-
2011) on the applicability of VAT on the exchange of goods and
properties for shares in a corporate reorganization. VAT does
not apply on goods or properties which are originally intended
for sale or for use in the business course, including those held
for lease or those comprising stock in trade of a corporation,
where there has been a change in ownership or control of the
corporation. Such goods or properties are not considered sold
or exchanged despite the change in ownership in the corporation.
However, the transfer by the transferor of goods or properties
including real estate properties used in business or held for sale
or for lease in exchange for the shares of the transferee, whether
resulting in corporate control or not, is subject to VAT.

Clarification of depreciation of property,
plant and equipment

On 9 August 2011 the BIR issued Revenue Memorandum
Circular No. 70-2010, clarifying the basis of depreciation for
property, plant and equipment, and revokes BIR Ruling Nos.
DA-413-04 dated 30 July 2004 and DA-436-04 dated 12 August
2004. The Circular provides that the basis for depreciation is
the acquisition cost of the asset, and not the increased value
of fixed asset over time. Accordingly, any depreciation based
on the appraised increase of property, plant and equipment is
disallowed, and where applicable, the corresponding deficiency
assessment will be made.

REIT implementing regulations issued

On 25 July 2011 the BIR issued the (Regulations), publishing
the implementing regulations for the Real Estate Investment
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Trust Act of 2009. Real Estate Investment Trusts (REITs) enjoy
special tax treatment. The Regulations prescribe the guidelines
and conditions for the registration of REITs, the application of
tax incentives granted to REITs, the availment of an exemption
from dividend tax by an overseas Filipino investor, the application
of VAT on gross sales or receipts of a REIT, the withdrawal of
the tax incentives and the tax consequences of the delisting
of a REIT.

® REITs will be subject to 30% income tax, 12% VAT, and will
enjoy a 50% discount on the documentary stamp tax (DST).
Income will be computed after considering allowable deductions
and dividends paid. To receive the tax benefits, REITs are
required to consist of a 40% public ownership for the first two
years of existence, increasing to 67% in the third year.

® REITs will be required to pay capital gains tax when transferring
property. However, REIT dividends paid to foreigners, corpora-
tions, and overseas Filipino investors will have a seven-year
exemption from the country’s 10% dividend tax.

® To qualify for the tax incentives, REITs must place in escrow
“the income tax collectible from the REIT on the dividend it
declared and deducted for its taxable income for the first and
second year of the REIT prior to its attaining the minimum
ownership of 67% had it been disallowed”. The escrowed
income tax amount will be released to the REIT once compliance
with the increase of minimum ownership to 67% within three
years of its listing has been proven. When substantiation is
absent, the escrow will be released in favour of the government.

® The tax incentives can furthermore be lost if a REIT fails to
maintain its status as a public company, fails to maintain its listed
status, or fails to distribute 90% of its income to shareholders.

Clarification of improperly accumulated
earnings tax

® On 17 August 2011 the BIR issued Revenue Memorandum
Circular No. 35-2011, clarifying the imposition of the improperly
accumulated earnings tax (IAET). In essence the IAET is a
penalty tax designed to encourage companies to distribute their
profits so that the earnings will be taxed on the shareholders.
However, the company is allowed to retain accumulated earnings
for the “reasonable needs of the business”. The amount of
earnings that are “reasonable needs of the business” is 100%
of the paid-up capital or the amount contributed to the company
representing the par value of the shares of stock; hence, any
excess capital over and above the par is excluded.
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Court ruling on the entitlement to reduced tax
rate under tax treaties

On 12 April 2011 it was ruled in “Manila North Tollways Corp.
v. Commissioner of Internal Revenue” (CTA Case No. 7864)
that in order to be granted preferential withholding tax rates
under tax treaties, application for tax treaty relief must be filed
before dividends are declared. An application for tax treaty
relief filed after the payment of dividends is not considered
a claim for refund.

International Tax Developments

Netherlands. The air transport agreement between the Philippines
and the Netherlands of 8 May 1969 has been amended on 13
July 2011. The amendment has effect as of 23 December 2009.
The amending agreement changes the air transport agreement’s
provisions dealing with tariffs, the taxation of aviation fuel, and
the ownership and control of designated airlines.

Singapore

Employee equity-based remuneration schemes

On 8 July 2011 the Inland Revenue Authority of Singapore (IRAS)
issued a circular which provides details of the Employee Equity-
Based Remuneration (EEBR) Scheme administered by a special
purpose vehicle (SPV), as introduced in the Budget for 2011.

A tax deduction is currently given to a company on the cost
incurred to acquire its own (treasury) shares, if such shares are
transferred to its employees under an EEBR scheme. Similarly,
if a holding company transfers treasury shares to employees
of its subsidiary under an EEBR scheme and recharges the
subsidiary for the cost incurred, a tax deduction is available
to the subsidiary. An EEBR scheme may alternatively be
administered through an SPV, whereby the SPV acquires shares
of the company or its holding company and transfers them to
employees of the group companies according to the terms of
the scheme. In that scenario however, no tax deduction is
allowed as those shares are not treasury shares.

As of the year of assessment (YA) 2012, the SPV may deduct
the cost of the shares acquired, provided the following conditions
are met:

® The SPV is a legal person acting as the trustee of the EEBR
scheme, and holds the shares acquired for the benefit of the
employees under the EEBR scheme;
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® The SPV can be registered within or outside Singapore, related
or unrelated to the companies of the corporate group. If the
SPV performs other functions, they should not create any
conflict of interest with its duties as trustee of the EEBR trust;

and

® The SPV will not carry on any business and must be set up
solely for holding shares to be used for the EEBR scheme.

The amount deductible depends inter alia on whether the SPV
acquires the shares on the market or from the (holding) company;
certain limitations apply to the deductions. Additionally, the
amount deductible will be reduced by any amount payable by
employees for the shares.

GST — various

® On 22 September 2001 the IRAS issued a revised GST Guide

on the taxation of fringe benefits provided to employees. The
guide provides for several examples and is worthwhile for

employers awarding fringe benefits to their employees.

On 1 September 2011, IRAS issued several new GST Guides,
in relation to the marine and shipping industry, the biochemical
industry and the specialised warehouse scheme and zero-
rating of supplies. The GST Guide for the approved contract
manufacturer and trader scheme has been revised to incorporate
the Budget 2011 changes.

On 30 September 2011 the MOF has accepted half of the
suggestions on the draft Goods and Services Tax (Amendment)
Bill 2011, as received from the public consultation exercise in
July 2011. The remaining suggestions were not accepted for
implementation as they are inconsistent with legislative drafting
conventions or the policy objectives for the proposed legislative
changes. The key changes include:

® A new scheme for ‘approved marine customers’ to buy or
rent zero-rated goods for use or installation on internationally

bound commercial ships;

® Expansion of scope for zero-rating of repair and maintenance
services and easing of compliance requirements for the marine

industry;

® Enhancement and extension of the Approved Contract
Manufacturer and Trader (ACMT) Scheme to include qualifying

biomedical contract manufacturers;
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® New zero-rating relief for specified supplies made to overseas
persons for goods kept in ‘approved specialised warehouses’
in Singapore; and

® Expansion of scope for recovery GST on goods imported on

than 50% of the target company prior to the acquisition, or
(i) 75% or more of the ordinary shares of the target if it owned
more than 50% (but less than 75%) of the ordinary shares of

the target prior to the acquisition.

behalf of overseas persons. ® Transaction costs incurred in relation to the share acquisition

remain non-deductible and do not form part of the acquisition

Mergers and acquisitions scheme price on which the allowance is based.

® On 27 June 2011 the IRAS issued a Circular which provides

details of the mergers and acquisitions (M&A) scheme introduced
in the Budget for 2010. The M&A scheme grants a tax allowance
to qualifying ordinary share acquisitions executed between 1
April 2010 and 31 March 2015. The allowance is given to the
acquiring company for any YA, at 5% of the value of the
acquisition, subject to a cap of SGD 5 million per YA, which is
written down equally over 5 years. Stamp duty on the transfer
of unlisted shares for qualifying M&A deals during this period
is remitted, subject to a cap of SGD 200,000 per year.

Pursuant to the Circular, the M&A allowance and stamp duty
relief under the scheme is granted to the acquiring company if
all of the following conditions are met:

® The acquiring company (i) is incorporated and resident in
Singapore (in the case of a group, its ultimate holding company
is also incorporated and resident in Singapore), (ii) carries
on a trade or business in Singapore on the acquisition date,
(iii) employs at least 3 locals excluding company directors
throughout the 12 months prior to the acquisition date, and
(iv) is not connected to the target company for at least 2
years prior to the acquisition date. Companies are considered
to be “connected” if 75% or more of the ordinary shares of
1 company is beneficially held by the other or 75% or more
of the ordinary shares of both companies is held by a

third company;

® Where the acquisition is made through an acquiring subsidiary,
the subsidiary (i) does not carry on a trade or business on
the acquisition date, (ii) is directly and wholly-owned by the
acquiring company on that date, and (iii) does not claim the

M&A allowance and stamp duty relief;

® The target company carries on a trade on acquisition date
and has at least 3 employees throughout the 12 months prior
to that date; and

® The acquisition must result in the acquirer owning (i) more

than 50% of the ordinary shares of the target if it owned less
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The scheme does not apply to (i) internal restructurings within
a group, except where the restructuring also results in the group
acquiring a higher proportion of ordinary shares in the target,
(ii) the setting up of new subsidiaries within a group to carry on
business activities, and (iii) the acquisition of ordinary shares
which form part of the acquiring company’s trading stocks.

The following events can result in the forfeiture or reduction in
the M&A allowance and stamp duty relief:

® divestment of ordinary shares acquired;

® dilution of ordinary shareholding in the target; and

® substantial change of shareholders in the acquiring company.

The M&A allowance stamp duty relief are not available for

transfer under the group relief system.

Any unabsorbed M&A allowance cannot be carried back to
previous years but can be carried forward provided there is no
substantial change of shareholding in the company.

Pre-commencement of business expenses

® On 30 June 2011 the IRAS issued a Circular providing details

of the concession for companies to deduct pre-commencement
expenses as introduced in the Budget for 2011. The concession
takes effect as of the YA 2012 and allows businesses to claim
a tax deduction for revenue expenses incurred in the accounting
year immediately before the deemed date of commencement
of the enterprise. The expenses are treated as being incurred
on the deemed date of commencement and are deductible
against the business income derived in the YA in which the
business derives its first dollar of business receipt. Excess
deductions for a YA are treated as a trade loss, and subject
to the normal trade loss utilization rules. The Circular further-
more deals with the administrative procedures in relation to
the concession and replaces the Circular of 14 March 2003

in this respect.
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Corporate group tax relief

® On 6 September 2011 the IRAS issued a guide to the procedure
by which companies can deduct capital allowances, losses, and
donations against assessable income of another company in
the same group.

For tax purposes, companies within a group are treated as
separate legal entities. Each company’s tax liabilities are
determined independently from those of other companies within
the same group.

Under the group relief system introduced from YA 2003, group
companies are recognised as one single company for the
purpose of utilising each other’'s unabsorbed capital allowances,
trade losses and donations. In other words, a company with
unabsorbed capital allowances, trade losses and donations for
the current year can either (i) keep them for deduction against
its future assessable income; or (ii) deduct them against another
group company’s assessable income in the same year under
the group relief system.

To enjoy the group relief, the company that transfers its un-
absorbed capital allowances, trade losses and donations for
the current year and the company that receives such items must:

® be Singapore incorporated companies;

® belong to the same group of companies and maintain ordinary
shareholdings of 75%; and

® have the same accounting year end.

Tax exemption for foreign-sourced income

® On 6 September 2011 the IRAS issued a renewed Circular on
the tax exemption of foreign sourced income. No new guidance
or policy has been published, but this Circular provides more
clarity as it consolidates the three earlier issued Circulars
on the so-called foreign-sourced income exemption scheme,
dated 21 May 2003, 30 July 2004 and 31 May 2006.

R&D and IP-related expenditure in the
pharmaceutical manufacturing industry

On 22 August 2011 the IRAS issued a Circular to provide
guidance on tax treatment of the deduction and writing down
allowances of research and development (R&D) expenditure,
the provision of R&D services, and the deduction of royalty
payments and withholding tax implications.

The Circular is particularly relevant for companies in Singapore
developing, manufacturing and marketing drugs for the use as
pharmaceuticals.

A pharmaceutical manufacturing company may claim deductions
and/or writing down allowances on R&D expenditure relating
to existing trade or business in the year of assessment in which
it was incurred. The manner of set-off against income depends
on whether the expenditure can be directly identified to specific
products. As a matter of principle, the matching of expense

and revenue should be observed where feasible.

The company may also claim deductions on R&D expenditure
relating to a new trade or business, provided the expenditure
is for qualifying R&D activities conducted in Singapore during
the basis periods from YA 2009 to YA 2015 under the liberalised
R&D tax treatment. To give maximum benefits to the company,
such deductions may be set off against normal income first with
the remaining balance available for set off against concessionary

income in accordance with Section 37B of the ITA.

When a pharmaceutical manufacturing company undertakes
R&D activities on behalf of its affiliates or head office, it should
charge an arm’s length service fee. The R&D service fees would
be taxed at the normal corporate tax rate unless such services
are explicitly covered under the Letter of Offer of Incentives
issued by the Economic Development Board (EDB).

As for royalty payments for the use of intellectual property
rights, the deduction rules and the corresponding withholding
tax implications will depend on when the liability to pay the

royalty crystallises.

Islamic finance

On 8 June 2011 the Monetary Authority of Singapore (MAS)
issued Circular No. FDD 05/2011, prescribing the tax treatment
of specific Islamic financing transactions i.e. Murabaha,
Musharaka, Istisna and Wakalah.! Provided these transactions
meet the commercial conditions laid down by MAS, the tax

treatment will be as follows:

® Where the effective return or mark-up derived by the financial
institution is economically similar to interest in conventional
financing, such return or mark-up will be regarded as interest

for tax purposes.

1 It should be noted that not all Islamic financial products have been covered in the MAS circulars on the tax treatment of Islamic financing arrangements to date, and the MAS circulars set out
the precise facts that must be present for a financial arrangement to qualify for the tax treatment outlined in the relevant circular.
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® Where such return or mark-up falls under the definition of
“interest” under the Interest Article in a tax treaty, the tax
treatment in that Article of the tax treaty should prevail, subject
to the conditions being met.

® The supply of goods undertaken in a prescribed Islamic
financing arrangement (such as the transfer of non-residential
properties, leasing/sub-leasing of non-residential properties)
which would not have otherwise arisen under a conventional
financing arrangement would be exempt from GST.

® Stamp duties payable in respect of transfers of real properties
required in a prescribed Islamic financing arrangement would
be remitted. The amount of stamp duty remitted depends on
the type of prescribed Islamic financing arrangement that is
entered into; either the full amount, or amounts in excess of
SGD 500, would be remitted.

Objection process for corporate taxpayers

® On 24 August 2011 the IRAS issued a consultation paper on the

process of filing objections against a Notice of Assessment (NOA)
for companies, business trusts and real estate investment trusts
(REITs). The overall intention is to provide guidance and more
clarity on this process and how to reach a timely solution. The
key message is that the objection must include the precise grounds
of the objection, basically meaning that sufficient information
needs to be provided. For this purpose, a prescribed form has
been proposed for the taxpayer’s use, including a checklist.

To enable taxpayers to formulate such precise objection, the
objection deadline may be extended to two months (instead of
30 days). Within two weeks upon receipt of the objection, the
IRAS would issue an acknowledgement of the objection being
valid or invalid. Valid would mean that the objection is in the
view of the IRAS sufficiently grounded and not that the IRAS
agrees. If invalid, the taxpayer may file another objection if still
within the two months term.

Upon acceptance of the valid objection, the IRAS may ask
additional questions, which the taxpayer should answer within
two months. If the case is rather simple, the IRAS should decide
within six months. If more complex, the IRAS will provide an
estimate of the completion date after six months.

International Tax Developments

® Belgium. The amending protocol to the income tax treaty

between Singapore and Belgium of 6 November 2006, signed
on 16 July 2009, has been ratified by Belgium on 7 July 2011.
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® Albania. The income tax treaty and protocol between Singapore
and Albania of 23 November 2010 entered into force on 19 July
2011, and generally applies as of 1 January 2012.

® |ndia. The amending protocol to the income tax treaty between
Singapore and India of 24 January 1994 as amended by the
2005 protocol, signed on 24 June 2011, entered into force on 1
September 2011 and generally applies as of 1 January 2008.
The protocol concerns the implementation of exchange of
information between Indian and Singapore in tax matters, including
banking information. Notably, the Indian Budget for 2011-12
introduced specific anti-avoidance measures effective as of
1 June 2011 covering transactions with persons in jurisdictions
which do not effectively exchange information with India.

® Switzerland. On 31 August 2011 the new income tax treaty and
protocol between Singapore and Switzerland, signed on 24
February 2011, was sent to the Swiss Parliament for ratification.
Once effective, it will replace the income and capital tax treaty
between Singapore and Switzerland of 25 November 1975.

® Uzbekistan. On 8 August 2011 the amending protocol to the
income tax treaty between Singapore and Uzbekistan of 24
June 2008, signed on 14 June 2011, has been ratified by
Uzbekistan. The protocol provides for compliance with the
OECD standards for the exchange of information on tax matters.

® (Qatar. On 14 September 2011 the amending protocol to the
income tax treaty between Singapore and Qatar of 28 November
20086, signed on 22 September 2009, has been ratified by Qatar.
The protocol provides for compliance with the OECD standards
for the exchange of information on tax matters.

® Spain. On 15 September 2011 the income tax treaty and protocol
between Singapore and Spain of 13 April 2011 has been ratified
by Spain. In our previous edition we reported on the highlights
of this tax treaty.

Taiwan (ROC)

Guidance on thin capitalization rules issued

® On 26 January 2011 the Presidential Office announced the
amended Income Tax Act including thin capitalization rules.
On 22 June 2011, The Ministry of Finance issued the Thin
Capitalization Assessment Rules (TCAR) applicable as of 1
January 2011. The key points included in the TCAR are:

® A definition and examples of related parties, e.g.:
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® one enterprise directly or indirectly holds 20% or more of
the total issued and outstanding voting shares or capital
stock of the other;

® half or more of the executive shareholders or directors of

one enterprise are the same as those of the other;

® the aggregate number of directors appointed by one
enterprise and those appointed by the other which holds
directly or indirectly 50% or more of the voting shares
or capital stock of the first enterprise, exceeds one half
of the total number of the directors in the first enterprise;

® there are other circumstances whereby one enterprise
has control or major influence over the personnel, finance,
business operation or management decisions of the other.

® A prescribed intercompany debt-to-equity ratio of 3:1, above

which intercompany interest expenses are not allowed in

deduction according to the formula a x (1—(b+c)), where

® a = the total amount of interest expense derived from inter-

company debt
® b = prescribed inter-company debt-to-equity ratio at 3:1

® c = actual inter-company debt-to-equity ratio

An explanation of the scope of “intercompany debt”, which
includes loans provided by related parties, loans provided by
related parties through third parties, loans provided by third
parties but guaranteed by related parties and any other types
of financing directly or indirectly extended by related parties.
Excluded are enterprises eligible for “safe harbour rules”, debt
where interest expense is capitalized or treated as deferred
expense in accordance with tax regulations, and other types of
debts prescribed by the Ministry of Finance.

An explanation of the scope of “equity”, being “interest-free working
capital” for a branch whose foreign head-office is located outside
Taiwan, and “total equity” or “paid-in capital and capital reserve
arising from issuance of shares above par value”, whichever is

higher, for an enterprise whose head-office is located in Taiwan.

Disclosure requirements: Unless safe harbour rules apply,
taxpayers are required to disclose information (including
actual inter-company debt-to-equity ratios, etc.) related to their
inter-company debt, if any. In addition, prescribed supporting
documentation set out in the TCAR should be maintained for
potential audit by the tax office in the future.
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Amended enforcement rules for
Business Tax Act issued

® On 1 April 2011 the amendment to the Business Tax Act (BTA),
which applies to value-added and non-value-added transactions
came into effect. On 22 June 2011 the Ministry of Finance issued
the amended BTA Enforcement Rules (amended Enforcement
Rules), effective as of 22 June 2011. The changes relate to the
definition of “sales of goods/services for business operation” to
enterprises located within bonded areas, documentation require-
ments for goods exported via postal institutes or express delivery
enterprises, instalment sales, the sales of land together with
construction affixed thereon (prescribing a formula for the calculation
of the sale price allocated to the construction), and the 5-year
period for claiming input-VAT as credit against output-VAT.

International Tax Developments

® Hong Kong. The Hong Kong government announced on 10 August
2011 that it has entered into negotiations for a shipping tax agree-
ment with Taiwan. No further details are available at this stage.

® |ndia. On 12 August 2011 the income tax treaty and protocol
between Taiwan and India of 12 July 2011 entered into force.
It will generally apply as of 1 January 2012 in Taiwan and 1 April
2012 in India.

® Slovak Republic. On 24 September 2011 the income tax treaty
between Taiwan and the Slovak Republic of 10 August 2011
entered into force, and it will generally apply as of 1 January 2012.

® Japan. On 22 September 2011 Taiwan and Japan signed an
investment protection agreement for the mutual cooperation on
the liberalization, promotion and protection of investment.

Thailand

Thailand cuts corporate income tax rates

® On 25 July 2011 the Thai Revenue Department (RD) announces
its decision to implement a corporate income tax cut from 30%
to 23% by the end of 2012, and further cutting the rate by 3%
thereafter. This will be offset by an increase of the VAT rate
from 7% to 10% by September 2012. The RD also announced
the intended establishment of a new information infrastructure
between the Bank of Thailand and the Commerce Ministry to
increase tax collections efficiency and national tax compliance.
The project will allow the Revenue Department to get real-time
information on business transactions carried out in the country.
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Vietham

CIT incentives — change in joint venture status

® On 20 April 2011 the General Department of Taxation (GDT)
confirmed in OL 1333/TCT-CS that joint-venture enterprises
established under the Law on Foreign Investment, will no longer
be entitled to certain tax incentives upon conversion to a limited
liability company with 100% domestic capital.

Accounting for breach of contract

® On 21 April 2011 the GDT has issued an official letter (OL
1355/TCT-CS) on the funds received by enterprises in respect
of fines imposed for breach of contract. No invoices need to
be issued in respect of this income and such fines should not
be recognised as revenue. Instead, where the fines relate to
the investment process or the construction of factories, the
construction investment capital should be reduced accordingly.

Amortization of land use rights

® On 20 May 2011 the Ministry of Finance (MoF) issued an official
letter (OL 6580) on the amortization of land use rights. Long
term land use rights are recognized as intangible fixed assets
(FAs) at original cost, but shall not be amortized as deductible
expenses when determining taxable income. As to limited usage
land use rights, where an enterprise has amortized limited usage
land use rights prior to 1 January 2010, and the respective land
right has been used for production and business activities, the
cost of the land use right may be amortized as a deductible
expense when determining taxable income (subject to further
conditions) as of 1 January 2010.

New law on non-agricultural land use tax approved

® By decree of 1 July 2011 a new law has been implemented on
the non-agricultural land use tax (NALUT), which will take effect
as of 1 January 2012. The NALUT applies to residential land
in rural and urban areas, to non-agricultural land used for the
development of industrial zones, the construction of business
premises, the exploitation and processing of mineral resources,
and the production of construction materials and potteries, and
to non-agricultural land used for other business purposes.

® The new tax will be levied on organizations, households, and
individuals that have land use rights that are subject to the
NALUT. The tax base is the area of the land multiplied by the
land price, which is stipulated by the local people’s committee
and fixed every five years. The tax rate is 0.03% for land
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holdings within an established quota; 0.07% or 0.15% for land
holdings in excess of the quota; and 0.2% for land on which
trespass damages are sought. A tax exemption or 50% reduction
is available for land to be used for especially encouraged projects.
The NALUT will replace the land tax enacted under the Ordinance
on Land and Housing Tax and the accompanying regulations
(Decree 94-CP, dated 25 August 1994). Under those regulations,
land lessees, particularly foreign investment entities that
rent land, are not subject to land tax. Under the new NALUT
regulations, business entities that lease land and pay land rent
will be subject to the NALUT. Parties to land lease agreements
should be aware of this additional tax cost and specifically agree
in land lease agreements on which party is liable for the tax.

Foreign contractor tax — permanent establishment
exposure through bonded warehouse

® On 23 May 2011 the GDT issued OL1749/TCT-CS providing

guidelines on foreign contractor tax (FCT) applicable to foreign
companies trading goods through a bonded warehouse. If a
foreign company rents a bonded warehouse in Vietnam to store
goods purchased from another foreign supplier for sales to its
Vietnamese parties, the former’s permanent establishment (PE)
exposure is determined as follows:

® |f the bonded warehouse in Vietnam is rented only to store
goods purchased from another foreign supplier for direct sales
to its Vietnamese parties, it shall not be deemed to have a
PE in Vietham.

® If, however, the goods stored in the bonded warehouse are
sold to its Vietnamese parties through a foreign company’s
representative in Vietnam (such as an office, local staff or
another organization in Vietnam) or the sale of goods is
actually related to a service agreement between the foreign
company and its Viethamese parties, it shall be deemed to
have created a PE in Vietnam.

Foreign contractor tax — Hybrid method

® On 9 October 2009, a Circular (no. 197/TT-BTC) announced

the method for foreign contractors to pay foreign contractor
tax (FCT) in Vietnam. This so-called hybrid method allows for
VAT to be paid under the deduction method and CIT to be paid
under the deemed method. This Circular however was silent
on whether the hybrid method would be retroactively adopted
for contracts that were signed between 1 January 2009 and
22 November 2009 (which is the transitional period between
Circular 134 and Circular 197). On 16 May 2011 the MoF (in
OL 6274/BTC-TCT) allowed the hybrid method to be adopted
for qualifying contracts signed during the transitional period.
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Tax relief package approved

® On 6 August 2011 the Vietnam’s National Assembly approved
tax relief measures reducing the enterprise income tax (EIT) by
30% for small and medium-size enterprises (SMEs) and providing
personal income tax (PIT) relief for low-income individuals.

® SMEs are granted a 30% EIT reduction, except on profits:

® arising from lotteries, property trading, securities business,
finance, banking, or insurance, or from production and trade
of goods or services subject to special consumption tax;

® that belong to stated owned companies and are qualified as
first class or a special rank; and

® of SMEs whose shares are more than 50% owned by a
company not being an SME.

® As anincentive, the 30% EIT reduction also applies to enterprises
hiring many employees in the business of manufacturing and
processing agricultural products, forestry products, aquatic
products, garments and textiles, footwear, and electronic
components or in the construction of infrastructure.

® Until the end of the year 2011 the PIT exemption is granted to
individuals that are subject to 5% PIT. This means a taxpayer
with assessable income not exceeding VND 5 million (about
$240) per month is exempt from PIT. The relief is intended to
decrease the impact of the high inflation.

® Until the end of 2012 the PIT exemption applies to dividends
distributed to individuals investing in the stock market or
contributing capital for share purchase of enterprises, except
for dividends distributed by joint stock banks, financial investment
funds, and credit institutions. During this period, income from
security transfers is entitled to a 50% PIT reduction.

Tax reform strategy for 2011-2020

® On 17 May 2011 the Prime Minister issued the tax reform strategy
for the 2011-2020 decade. The key areas of tax reform are:

® A downward adjustment of the common corporate income
tax rate. The current policy on tax incentives will be simplified
and will encourage investing in the production of high value
add products, supporting industries, high-tech industries, bio-
technology, high-quality services, socialized sectors, and areas
of difficult economic-social conditions. Additional regulations
will be introduced on deductible and non-deductible expenses
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and on new economic activities such as multi-level sales, e-
commerce, economic groups, “thin capitalization” phenomenon
when determining expense, especially interest expense, transfer
or re-evaluation of assets when restructuring enterprises, and
pre-agreement on the price of related companies.

® VAT will see a move towards a single VAT rate by 2020.
There will also be a reduction of the number of categories of
goods and services subject to and exempt from VAT.

® The tax reform furthermore deals with changes in the fields
of personal income tax, special consumption tax, customs
duties, natural resource tax, environmental protection tax and
the levy from exploration and exploitation of natural resources.
It also provides for the introduction of regulations governing
complex issues such as business restructuring, asset valuation,
and thin capitalization.

Initiative on transfer pricing compliance

Further to transfer pricing Circular 66 of 22 April 2010, Vietnam'’s
General Department of Taxation is collecting information and
comments about the implementation, as part of an initiative to
enforce the transfer pricing regulations. It issued a survey
in July, asking taxpayers to provide various transfer pricing
data about (cross-border) related party transaction during the
period from 2006 to 2010.

Taxpayers, local tax departments, and tax officers have been
asked to comment on any difficulties relating to the documentation
of transfer pricing items, deadlines for the disclosure of transfer
pricing documentation, and the possibility of introducing advance
pricing agreements.

The initiative furthermore includes a plan to focus on transfer
pricing issues in future tax audits. The tax authority has concluded
several tax treaties with other jurisdictions that allow for the
exchange of information about multinationals’ transfer pricing.

International Tax Developments

Iceland. On 8 September 2011, Vietnam and Iceland signed
an air transport agreement.

Barbados. On 19 September 2011 Vietnam approved signing
a tax agreement with Barbados.

Turkey. The Vietnamese Ministry of Foreign Affairs has
announced its wish to initiate tax treaty negotiations with Turkey.
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