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China

Beneficial owner under China’s
tax treaties

The State Administration of Taxation (SAT) issued a ruling on
27 October 2009 (Cai Shui Han [2009] No. 601) instructing how
“beneficial owner” is determined for the purposes of treaty

articles on dividends, interest and royalties.

“Beneficial owner” is referred to as a person who is in possession
of and has power to dispose of the income or the right to income
and assets. A beneficial owner is generally supposed to carry
on substantial business and could be an individual, a company
or any other organization. An agent or a conduit company may

not be regarded as a beneficial owner.

Conduit companies are referred to as companies that are
established with the aim of avoiding, reducing taxes, shifting
or retaining profits. They are, generally, merely registered to
satisfy the legal requirements in the country where they are
situated and do not carry on substantial business such as

manufacturing, trade and management.

In determining the “beneficial owner”, the purposes of the tax
treaty (which are the avoidance of double taxation and prevention
of tax evasion) must serve as the starting point and the principal

of “substance over form” must be followed by analysing the

® the applicant does not (or almost not) have any business
operations except the assets and rights stemming from the

income received;

® the amount of assets, business volume and number of
personnel do not match the amount of income received in

cases where there is a substantial business;

® the applicant has little or no controlling power or discretion

over the income received and bears no or little risks;

® the contracting state of the applicant (i) does not impose tax
on the income concerned, (ii) it grants a tax exemption for
that income, or (iii a tax is imposed, but the effective tax rate

is extremely low;

® except the loan contract on the basis of which interest is
accrued and paid, there are similar loan or deposit contracts/
agreements in respect of amount, rate and time of conclusion

between debtor and a third party; and

® except the transfer contracts on copyright, patent, know-how
on the basis of which royalties arose and were paid, there
are contracts in respect of the transfer of copyright, patent

and know-how between the applicant and a third party.

The taxpayer is required to provide the information and docu-
mentation on the occurrences described above when applying

for the status of “beneficial owner”.

Indirect sales of shares of
Chinese companies

facts of the specific case. An approach using solely a technical

and domestic tax law perspective is not sufficient.

® The PRC State Administration issued the Notice on

In general the following occurrences may have an adverse

effect on the application of “beneficial owner”:

® the applicant is obliged to pay or distribute the whole or a
large proportion of income (e.g. more than 60%) to a resident
of a third country (or region) within a prescribed time (for

example, within 12 months of receiving the income);

Strengthening the Management of Enterprise Income Tax
Collection of Proceeds from Equity Transfers by Non-resident
Enterprises, dated 10 December 2009 and circulated to the
public on 16 December 2009 (“Circular 698”). The following
is based on information courtesy from O’Melveny & Myers

in China.

The information below is produced by Loyens & Loeff in Singapore and Tokyo. It is designed to alert those (interested in) doing business
in the Asian region to recent developments in the region. Such developments are discussed in brief terms and are based on generally
available information. The materials contained in this publication should not be regarded as a substitute for appropriate detailed professional

advice. The information below was assembled based on information available as at 31 December 2009.
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® Circular 698 addresses the PRC capital gains tax with respect

to the sale of PRC resident entities by foreign entities either
directly or indirectly. Under the PRC Enterprise Income Tax
(the “EIT”), capital gains derived from the direct transfer of
PRC resident enterprises by foreign entities are subject
to a withholding tax of 10%, subject to reduction by applicable
tax treaty (the “Capital Gains Tax”). This Capital Gains Tax
is easily collected when the transferee is a PRC enterprise or
individual subject to the legitimate jurisdiction of the PRC and
who serve as withholding agents according to published
law. Administrative collection issues arise in cases of foreign-
to-foreign transfers of PRC resident enterprises which the
circular seeks to address. Publicly listed PRC resident enterprises

fall outside the scope of Circular 698.

Article 5 of Circular 698 then takes an amazing leap. It
states that foreign entities are required to disclose all indirect
transfers of PRC resident enterprises to the PRC tax
authorities in cases where an intermediate holding company
through which such transfers are made are located in a
low tax jurisdiction or such jurisdiction exempts income
tax on foreign-sourced income. The foreign enterprise
making the indirect transfer must disclose the following
documentation to the PRC tax authority in the location of the
PRC resident enterprise within 30 days of executing the

transfer contract:

® Equity transfer agreement/contract;

® Representations regarding the relationship between the
foreign entity and holding company being transferred in terms

of “capital, operation, sales and purchase etc.”;

® Representation regarding the operation, employees, book-
keeping, and assets of the holding company being transferred

by the ultimate foreign entity;

® Representations regarding the relationship between the
holding company being transferred by the ultimate foreign
entity and the PRC resident enterprise, in terms of “capital,

operation, sales and purchases”;

® Representations regarding the reasonable business purpose

with respect to the transfer of the holding company; and

Other materials requested by the tax authority.
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® While the term “indirect transfer” is not defined, Article 5 suggests

that the relevant PRC tax authorities have jurisdiction regarding
requests for information over a wide range of foreign entities
having no direct contact with China. The drafting could be read
to apply to all global M&A activity occurring outside of China
provided the transferor indirectly holds some assets in China,

no matter how small.

Aside from the disclosure requirement above, Circular 698
empowers local PRC tax authorities at the central government
level, through submission to the SAT, to disregard intermediate
holding companies, if they determine PRC tax is being avoided
without a reasonable business purpose. Thus, the Capital Gains
Tax could be imposed on the foreign entity serving as the indirect
transferor of PRC resident enterprises. The addition of review
by the SAT to the last draft of Circular 698 was welcomed as
potentially tempering this second consequence. However, the
broad disclosure requirements which remained intact from

prior drafts are extremely troubling at multiple levels.

Many questions posed during the drafting process remain

unanswered:

® |s there a legal basis under any validly promulgated PRC
law or administrative regulation which imposes information
reporting obligations and tax with respect to such indirect
transferors? How does an interpretive circular like 698 derive
its PRC legal authority?

® Does the PRC general anti-abuse rule (“‘GAAR”) in the EIT
grant virtually unlimited power to the PRC tax authorities
concerning transactions, including matters of extraterritorial
jurisdiction? How does one sentence in a quasi-civil law

statute encapsulate an entire doctrine?

® |s there a colourable theory under international legal principles
to assert extraterritorial jurisdiction over the numerous parties

potentially described in Circular 6987

® Will the enormous administrative complexities and burdens
created by the disclosure mean erratic compliance and result
in grossly unfair application of the rule? Can most foreign

entities comply?

® Will local PRC tax bureaus be staffed with the resources,
training, and other administrative infrastructure to deal with

those disclosure actually submitted?



Foreign investors may establish partnerships °
in China

Private equity funds. The Measures are of great interest to a
wide range of Chinese industries that involve foreign investment.
Of particular interest is the venture capital and private equity

The door for foreign individuals and entities to invest directly fund industries, where partnership enterprises are the preferred

in partnership enterprises in China was officially opened
with the issuance of the Administrative Measures for Foreign
Enterprises and Individuals to Establish Partnership Enter-
prises in China (the “Measures”) by the State Council on 2
December 2009.

Previously, only domestic individuals and entities registered
in China may be partners of partnership enterprises in China.
After the Measures take effect on 1 March 2010, foreign investors
will be able to set up foreign-invested partnerships (“FIP”) in
China either by themselves or by partnering with domestic
individuals or entities. FIPs will be governed by the Partnership
Enterprise Law, issued as a general rule over partnership
enterprises in 2007, and will be limited by the Foreign Investment

Industry Catalogue.

In an unprecedented development, the Ministry of Commerce
and its local counterparts (“MOFCOM”) seem to have stepped
down from the gate keeping role for FIPs. Historically, prior
approval from MOFCOM, as the watchdog for any form of
foreign investment, is a prerequisite for foreign-invested
enterprises to obtain a business license issued by the State
Administration of Industry and Commerce or its local branches
(the “Registration Authority”). Under the Measures, however,
FIPs may go directly to the Registration Authority for establish-
ment, any subsequent change, and termination. Instead of
approving, MOFCOM will only be notified by the Registration
Authority after the registration is completed. Note, however,
that market watchers maintain a significant amount of healthy
scepticism as to whether MOFCOM would indeed allow FIPs

to operate without their involvement.

Detailed rules on FIPs must follow to supplement these Measures
from various practical standpoints including registration, tax,
foreign exchange, bank accounts, accounting, customs, etc.
It remains to be seen how the Measures will be interpreted and
applied by various levels of government departments, which
may affect whether and when the FIPs may be able to gain
popularity against other existing forms of foreign investment,
such as equity joint ventures, cooperative joint ventures and

wholly-foreign owned enterprises.
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legal form. Currently, foreign participation in Chinese private
equity funds is predominantly structured by way of indirect
investments in Chinese partnership enterprises and direct
investments in other Chinese vehicles (including foreign-invested
venture capital enterprises). The Measures open up the
possibility of having direct foreign investment (the so-called
“foreign LPs”) in Chinese private equity funds in the form of
partnership enterprises. Although a step in the right direction,
the Measures however do not fully allow such foreign LP
investment. Instead, the Measures have taken a classic tentative
approach: the Measures do not carve out FIPs from the invest-
ment sector but at the same time suggest that other regulations
could more properly govern this space. In addition, a set of
Q&As issued by the Legal Affairs Office of the State Council
explaining the Measures make specific mention of the private
equity industry and indicate that a flexible approach should be
taken. Interested investors should continue to follow the future

rulemaking by various regulatory authorities on this topic.

Not for profit organisations

The Ministry of Finance has released two circulars clarifying
the scope of tax-exempt income and tax-exemption identification

for non-profit organizations (NGOs).

On the circular on tax-exempt income, there are five types of
income considered as tax-exempt income for NGOs including
money donated by individuals, units, and government subsidies.
In addition, companies that qualify for the exemptions must
be institutions, NGOs and foundations legally established and
registered in the country according to another circular on

recognizing qualifications.

Business Tax on overseas services

The SAT recently issued a tax circular which stipulates that
no Business Tax will be due if all the services provided to a
Chinese party are rendered outside China. This overturns
an earlier circular which introduced a Business Tax liability in

these cases.



VAT refunds for China-based manufacturers
contracting overseas

® The State Administration of Tax has issued Guoshuihan (2009)
538 to its subordinate tax bureau concerning treatment of export
VAT refunds (exemptions) on overseas contracted projects

carried out by manufacturing enterprises.

According to the circular, a manufacturing enterprise with general
VAT payer status exporting goods of its offshore contracted

projects is entitled to the following treatments:

® The “exempt, offset & refund” policy shall apply on both self-
produced goods and non-self produced goods, provided
that such goods qualify for tax preference under current
regulations and that the export transaction is recorded as

sales for accounting purposes;

® VAT will be levied if the goods are specifically disallowed

for VAT exemption (refund) under current regulations; and

® Exports of other goods, including personal effects, will be

given VAT exemption.

Hong Kong

Transfer pricing guidelines

The Hong Kong Inland Revenue Department (HKIRD) released
DIPN No. 46 setting out guidelines on transfer pricing. DIPN
No. 46 states that HKIRD would generally seek to apply the
principles in the OECD Transfer Pricing Guidelines, except
where they are incompatible with the express provision of the

Hong Kong Inland Revenue Ordinance (IRO).

In defining associated enterprises, DIPN No. 46 refers to the
“Associated Enterprises” article of tax treaties, which permits
the upward adjustment of profits of an enterprise subject to
certain conditions. DIPN No. 46 goes on to state that the
existence of a tax treaty is not a perquisite for making transfer
pricing adjustments. Where circumstances warrant, adjustments
will be made to transactions, domestic or otherwise, under the
provision of the IRO. Additionally, DIPN No. 46 specifically

states that no threshold (e.g. percentage ownership criteria)
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has been described to define an associated enterprise from a

Hong Kong transfer pricing perspective.

DIPN No. 46 recognizes that, in order to avoid double taxation,
situations may arise whereby a corresponding downward
adjustment has to be made to profits where a tax treaty partner
state has made an upward adjustment. It goes on to state that
the downward adjustment is not automatic, and that the authorities
must be satisfied that the upward adjustment in the other state

was justified.

DIPN No. 46 also refers to statutory provisions and case laws

which are relevant to transfer pricing.

With regard to the attribution of income and expenditure of
PEs, DIPN No. 46 refers to both Rule 5 of the Inland Revenue
Rules and the “Business Profits” article of tax treaties, whereby
the PE is to be treated as a functionally separate entity that
is operating at an arm’s length. Profits will be attributed to the
PE if economically significant activities or responsibilities
are undertaken in Hong Kong. Additionally, the HKIRD will also
consider significant people functions and key entrepreneurial
risk-taking functions when attributing profits to the PE in

Hong Kong.

DIPN No. 46 uses the OECD’s standard and accepts that the
arm’s length principle (ALP) uses independent transactions as
the benchmark to determine how profits and expenses should

be allocated for transactions between associated enterprises.
DIPN No. 46 utilizes the transfer pricing methods specified in
the OECD Transfer Pricing Guidelines, i.e.:

® the comparable uncontrolled price (CUP) method;

® the resale price method;

® the cost-plus method;

® the profit-split method; and

® the transactional net margin method (TNMM).

The traditional transaction methods (i.e. the CUP, resale price
and cost-plus) are preferred to the transactional profit methods

(i.e. the profit-split and TNMM) when both can be applied in

an equally reliable manner. DPIN No. 46 also accepts that



multinational enterprises should retain the freedom to apply
methods not described in the OECD Transfer Pricing Guidelines
to establish prices provided those prices satisfy the ALP.
However, such alternate methods should not be used to
substitute any of the methods specified above if the use of
one of the methods is appropriate based on the facts and

circumstances of the case.

If a profit is derived from Hong Kong, the profit shall be fully
charged to Profits Tax, and will not be reduced unless the
Commissioner is obliged to make an appropriate adjustment
under the “Associated Enterprises” article of a tax treaty. An
enterprise carrying on a trade or business in Hong Kong cannot
unilaterally apply any transfer pricing methodology to reduce
profits arising in or derived from Hong Kong. In deciding the
source of a profit, the broad guiding principle is to see what the
enterprise has done to earn the profits in question and where

the operations have been performed.

DIPN No. 46 specifically refers to schemes that are established
with evasion/avoidance as the primary motive, or that takes
advantage of financial secrecy laws. DIPN No. 46 takes the
view that transfer pricing is sometimes a tool for tax avoidance
or evasion instead of a bona fide business issue in the
commercial world, and that transfer pricing adjustments can be
expected to be also made under the anti-avoidance provisions
of the IRO.

DIPN No. 46 contains certain guidelines in relation to transfer
pricing documentation and encourages taxpayers to prepare
such documentation. In Para. 85 of DIPN No. 46, the HKIRD
states that although Sec. 51C of the IRO does not expressly
require taxpayers to prepare contemporaneous transfer
pricing documentation, it does require taxpayers to create
documents showing compliance with the ALP. In addition,
HKRID also states that as a matter of good business practice,
taxpayers are “encouraged” to prepare transfer pricing
documentation. DIPN No. 46 also lists the type of information
that would be required during a transfer pricing inquiry/audit

or investigation.

DIPN No. 46 provides guidance on intra-group service arrange-
ments using the principles defined in the OECD Transfer

Pricing Guidelines, including on shareholder costs, the basis
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on which recharges should be calculated, comments on allocation

keys, the allocation of service costs to a PE, etc.

DIPN No. 46 does not provide for Advance Pricing Arrangements

nor does it prescribe penalties.

India

Liberalization of royalty payments

® The Department of Industrial Policy and Promotion (DIPP), part

of the Ministry of Commerce and Industry, Government of India
issued Press Note 8 (2009) to permit all payments for royalty,
lump-sum fee for transfer of technology, and payments for use
of trademark/brand name, under the “automatic route”, without
any restrictions. Under the erstwhile policy (Press Note 9 (2000
series), Press Note 1 (2002 series) and Press Note 2 (2003
series)), payment of royalty for use of brand name/trademark/
technology transfer could be made, in the following situations,

under the automatic route (i.e. without any approval):

® without technology transfer, i.e. pure use of trademark/brand
of the foreign collaborator - royalty up to 1% of domestic sales

and 2% of exports;

® with technology transfer - royalty up to 5% of domestic sales
and 8% of exports plus lump sum one time payment up to
USD 2 million. These limits subsume payment of royalty for
use of trademark and brand name of the foreign collaborator;

and

® any payments over and above the above mentioned limits,
under the erstwhile policy, required specific approval from the
Project Approval Board, part of the Ministry of Commerce.
Further, separate norms were prescribed for the hotel sector

under the historical policy.

Under the new guidelines issued by the DIPP, the above-
mentioned ceilings on payment of royalty have been completely
dispensed with. Consequently, the following payments would
now be permitted under the automatic route without any

restrictions on the amount or duration of payment:

® payments for royalty;



® payments of lump-sum fee for transfer of technology; and

® payments for use of trademark/brand name.

Further, all such payments would be subject to Foreign Exchange
Management (Current Account Transaction) Rules, 2000, which
are the governing regulations for such payments. The Press
Note indicates that a suitable post-reporting requirement for
technology transfer/collaborations and use of trade mark/brand

name will be separately notified by the Government of India.

Payments for use of satellite transponders held
to be “royalty”

® In a landmark ruling, the Special Bench of the Income Tax
Appellate Tribunal, New Delhi (the “Tribunal”) has held that the
payments made to the satellite companies for use of satellite
transponders would be characterized as “royalty” income as
it involved the use of a ‘process’ and therefore was liable to
tax in India, both under the Income Tax Act, 1961 (the “Act”)
and the relevant DTAAs. This decision reversed the decision
delivered in the case of PanAmSat International Systems'
and reinstates the 2002 decision in Asia Satellite Tele-

communications Limited.

External Commercial Borrowings (ECB)
® |t was reported on 17 December that the RBI has amended
its ECB policy with effect from 1 January 2010. In principle,
except for eligible borrowers in the infrastructure and the telecoms
sectors, the RBI has reintroduced all-in-costs ceilings for
ECBs. Also, the temporary lifting of restrictions to buyback
foreign currency convertible bonds will be discontinued as of 1

January 2010.

Treaty between India and Mauritius - Indian
Foreign Investment Promotion Board provides
no objection to investment from Mauritius

® It has been reported that the Indian Foreign Investment
Promotion Board (“FIPB”) has indicated to the Indian Depart-
ment of Revenue (the “Department”) that it is not in agreement
with the policy adopted by the Department of rejecting Foreign
Direct Investment (“FDI”) proposals routed through Mauritius

based on the grounds that such investments are so routed
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for “treaty shopping”. The FIPB communicated that there
was a “conscious policy decision” to override such objections

from the Department.

The Department, over the course of the past year, had a general
objection to proposals routed through Mauritius, arguing that
such investment proposals were structured for tax avoidance
and involved “treaty shopping” under the India-Mauritius tax
treaty in order to obtain beneficial treatment for capital gains
income and thus, cost the exchequer valuable tax revenue.
The result of this is that a variety of FDI proposals have been
opposed by the Department on such grounds, and in some
cases even rejected or deferred by the FIPB, causing un-

warranted difficulties for foreign investors.

Overseas services to Indian oil and
gas companies

Payments received by non-residents for the provision of seismic
data and related services to Indian oil and gas companies do
not qualify as fees for technical services but rather as business
income subject to tax on a deemed income basis, according to

India’s Authority for Advance Rulings.

New tax valuation rules for
employee benefits

The Indian government on 18 December 2009 issued rules
governing the valuation of employer-provided perquisites,
which are taxable as employment income and consequently

impose a withholding obligation on the employer.
Transfer pricing

® The Income Tax Appellate Tribunal on 25 September 2009
held that a penalty for concealment of income could not be

levied in the case of a transfer pricing adjustment.

Payments deductible only provided withholding
tax has been deducted

® We were informed that a provision in India’s Income Tax
Act, 1961 that denies a deduction for an expense paid to a

resident unless tax has been withheld on the payment is valid



and legal, the Madras High Court has ruled in Tube Investments

of India Ltd. v. Union of India.

Taxation of non-resident companies

® The Central Board of Direct Taxes (“CBDT”) issued Circular No.

7 dated 22 October 2009, thereby withdrawing its Circular No.
23 dated 23 July 1969 and two related circulars i.e Circular No.
163 dated 29 May 1975 and Circular No. 786 dated 7 February
2000. The erstwhile Circular No. 23 was issued in the context
of Sec. 9 of the Income-tax Act, 1961 (ITA), which deems

certain incomes to accrue or arise in India for non-residents.

The withdrawn Circular No. 23 laid out instances when income
does not accrue or arise to non-residents in India under Sec.
9 of the ITA.

Circular No. 23 clarified that:

® Tax is not deductible under Sec. 195 of the ITA from payment
of commission to a non-resident agent, when the foreign
agent operates in his own country, receives the commission

abroad, and no part of his income arises in India;

® Continuity of relationship is necessary between the person
in India who helps to make the profits and the person overseas
who receives the profits, to constitute a business connection
under the ITA; and

® Sec. 9 of the Act would not tax profits of a non-resident, which
cannot reasonably be attributed to the operations carried
by it in India, even if the non-resident has a business connection

in India.

The ramification of the withdrawal of the Circular is that foreign
companies/non-resident entities will have to independently
evaluate the tax implications of such or similar transactions in
light of the statutory provisions of the ITA and the relevant
Court rulings on the subject. Basically, the taxability of a foreign
company, which is based in a jurisdiction with which India does
not have a tax treaty, will have to be examined independently
of the Circular No. 23 and therefore, may lead to some amount
of uncertainly as well as litigation with the Indian Tax Authorities.
The provision of Sec. 9 of the ITA is very wide in its ambit
and application, and there is no precise definition of the term

“business connection”.

LOYENS & LOEFF  Asia Newsletter — January 2010

Logistics support subject to withholding tax?

The Income Tax Appellate Tribunal (ITAT) delivered a ruling
dated 21 August 2009 dealing with the issue of whether tax
was to be deducted on payments made in view of a logistics
services agreements, as fees for technical services under Art.

12(4) of the India-Singapore Tax Treaty (Tax Treaty).

The ITAT ruled that the Taxpayer was not liable to deduct
any tax for payments made in view of the logistics services

agreement entered into by it.

International Tax Developments

The Netherlands and Germany. India and Netherlands signed
a social security treaty on 22 October 2009 and a social security
agreement was also signed between India and Germany on 8
October 2009.

Switzerland. On 28 October 2009, the Federal Council of
Switzerland approved the social security treaty with India,

signed on 3 September 2009.

Indonesia

Beneficial ownership

On 5 November 2009, the Indonesian Tax Authorities issued
tax regulations PER-61/PJ/2009 and PER-62/PJ/2009 concerning
the application of tax treaties including the conditions that need
to be satisfied in order to enjoy tax treaty benefits, especially
with respect to beneficial ownership. The new tax circulars will
take effect on 1 January 2010. For the sake of good order we
should note that the scope and application of the new circular
is not confined to the Netherlands, but applies to all of Indonesia’s
tax treaty countries, and also applies to the payment of dividends,

royalties and service fees.

There is good news and not so good news to report. The good
news is that the authorities have withdrawn the 2005 tax
circular which prescribes a 10% withholding tax rate on
interest payments to a Netherlands tax resident company

provided the latter is the beneficial owner (‘BO’) of the interest.



Consequently, if a Netherlands tax resident company satisfies
the new BO criteria imposed by the new tax circular, interest
payments made to a Dutch tax resident company who is the
beneficial owner of the interest in respect of loans with a term
of more than two years will be exempt from withholding tax
in Indonesia. This has taken effect on 1 January 2010 and
makes it worthwhile to ensure in financing situations that a

Netherlands tax resident lender satisfies the new BO criteria.

The not so good news is that the overseas tax treaty company
is required to comply with the new, more severe, criteria in order
to enjoy tax treaty benefits, failing which the interest paid or
accrued from Indonesia will be subject to 20% withholding tax.

What do the new tax circulars say?

PER-62/PJ/2009 introduces anti-abuse provisions in relation
to tax treaties and stipulates that treaty relief is not available in

the following situations:

® where transactions lack economic substance and which are

structured solely for the purpose of gaining treaty benefits;

® where the legal form of transactions differs from the economic
substance, for the sole purpose of obtaining treaty benefits;

and

® where the recipient of the income is not the “beneficial owner”.

The regulation provides clarification on the term “beneficial
owner” and revokes circular letters SE-17/PJ./2005 dated 1
June 2005 and SE-03/PJ.03/2008 dated 22 August 2008 on

the same matter.

Pursuant to the regulation, beneficial owners do not include
agents, nominees or conduit companies. Reg 62 contains a
safe harbour provision in article 4 stipulating that foreign
companies who fulfil the following conditions will be considered

to be eligible for tax treaty benefits:

® the company must be established and be resident in a
contracting state or the transaction cannot be performed solely

for the purpose of obtaining treaty benefits;

® the business operations must be managed by the company’s
own management, which has sufficient authority to undertake

the transaction;
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® the company must have employees and there must be an

active business;

® the company is subject to tax on the Indonesian-sourced

income in its country of residence; and

® 50% or more of the income received is not used to satisfy an
obligation to another party, in the form of interest, royalty or
a similar payment (according to the prescribed sample
certificate of domicile attached to the circulars, the authorities

refer to ‘fees’).

PER-61/PJ/2009 provides the administrative procedures for
claiming treaty benefits. In general, persons seeking treaty
benefits must provide a certificate of domicile in accordance
with a prescribed format. Where the recipient of the income is
unable to provide a valid certificate of domicile, the regulation
states that treaty benefits will not be available and that the
domestic withholding tax rate of 20% applies. A prescribed

form must be completed by the overseas company.

New Corporate Tax Form

®  The Indonesian Directorate General of Taxation has introduced

a new corporate income tax return form for the fiscal year 2009.
The new tax return form requires taxpayers to disclose the
identities of related parties involved in certain transactions,
their taxpayer code numbers, the type of transactions, the
business activities of the related parties, and the pricing methods
adopted by the taxpayers. Taxpayers also must confirm that
they have carried out an industrial and functional analysis and
a comparability analysis to support the arm’s-length price they
have used. These disclosure requirements are more demanding

than those for previous fiscal years.

Overseas investors earning income from Indonesia other than
income that is subject to Indonesian withholding tax is no longer
required to submit the standard Certificate of Residency (COR)
and may submit any valid COR issued by the competent tax

authority where the non-resident taxpayer resides.

Oil & Gas

Indonesia’s Mines and Energy Minister announced on 30

November that Indonesia will give new incentives to oil and gas



investors, including more favourable tax treatment and production
split, in order to encourage more exploration. Details are not

yet available.

Japan

Limitation of benefits

It should be noted that with regard to the ‘provisions that
counter the avoidance of taxation’, we understand that a
‘Limitation on Benefits’ clause will be included in tax treaties.
In addition, it seems that Japan will seek to secure its taxation
rights on income accrued in Japan from a Tokumai Kumiaki
(“TK”). Unfortunately, no further details are known at this

point in time.
2010 tax proposals

® On 22 December 2009, the Japanese government released its
proposals for 2010 tax legislation. Below is a summary of certain

points that may be of interest:

® Corporate group taxation. A reform is proposed for the taxation
of transactions within a corporate group (domestic parent
companies and its 100% domestic subsidiaries), as a result
of which no gains or losses would have to be recognised
upon transfers of assets within a group, including inter alia
qualified share for share exchanges, non-tax qualified mergers
and dividends in-kind. The group taxation regime would
apply regardless of whether the corporate group elects for

consolidated tax filing status.

® Separate Return Limitation Year. Currently, losses of a
subsidiary that joins a Japanese tax consolidated group are
eliminated upon joining. Under the proposed changes, such
losses would remain available for loss compensation at the
level of the subsidiary, and can be used to the extent of the
subsidiary’s (stand alone) future taxable income. The change

would become applicable as per 1 April 2010.

® Changes to CFC rules. The following changes to the Japanese

CFC rules should make compliance for Japanese multinationals
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significantly easier and will take effect from the tax year of

the relevant subsidiary beginning on or after 1 April 2010:

® The threshold effective tax rate that would trigger income
inclusion at the parent level to be lowered from 25% to
20%. This rate reduction should exclude in any case CFC
treatment of subsidiaries in a number of jurisdictions, such

as Vietnam, Denmark and China;

® The ‘active business’ exemption will be expanded to
include certain headquarters functions. This should facilitate
the use of holding company structures by Japanese multi-

nationals;

® The scope of ‘qualified exempt’ dividends (dividends
received at subsidiary level that can be ignored when
determining the threshold effective tax rate) would be

expanded; and

® A concept of ‘tainted income’ is to be introduced, that
would include certain income of the relevant subsidiary
at the level of the Japanese parent company, such as
dividends received from minor shareholdings (less
than 10%), and royalties on intangibles that have not been

self-developed.

International Tax Developments

® The Netherlands. The Netherlands and Japan have reached

agreement on a new tax treaty. The new tax treaty will be
signed officially mid-2010 by the relevant government officials
of the Netherlands and Japan. By that time, the language of
the treaty will also be published. It is intended that the new tax

treaty can be applied as from 1 January 2011.

Overview of withholding taxes on dividends, interest and royalties:

Dividends Interest  Royalties
Non-portfolio Others
dividends
(ownership percentage)
Existing | 5% (25% or more) 15% 10% 10%
Treaty
New 0% (50% or more) 10% 0% 0%

Treaty (for Financial institutions)

5% (10% or more) 10% (others)




Korea

2010 tax law amendments passed
by National Assembly

The Korean National Assembly has passed the final tax reform
plan for 2010, but with several revisions to the original proposal.
Described below is a summary of the main changes and items

of interest.

® The reduction of the maximum corporate income tax rate,
from 22% to 20%, is postponed for two years and will therefore

only enter into force as of January 2012;

® The tax incentive program for rural investments (tax credit
of 7% of the invested amount) is extended for one year, i.e.

up to and including 2010;

® Securities Transaction Tax (“STT”) was to be imposed on
Derivatives, however in light of current market conditions such

will effectively be postponed until January 1, 2013;

® Tax credits for R&D and ‘Green energy investments’ are set
at 20% (30% for small and medium size companies) compared

to credits of 25% and 35% as originally proposed,;

® Interest on bonds, accruing as of 1 January 2010, and payable
to certain financial institutions that were exempted from
withholding tax as per the amendment of 2007, will once again

become subject to interest withholding tax;

® Upon a contribution in-kind, any excess value of the relevant
assets over their book value shall not be taxed upon the
contribution, so long as 80% or more of the shareholder
interest is preserved by the end of the fiscal year in which the

contribution was made;

® As the applicable exemption has expired, sales of shares by
‘Onshore Public Funds’ are again subject to Share Transaction

Taxation as of 1 January 2010;

® The reduction for registration and acquisition taxes applicable
to, inter alia, REITS and collective real property investment
vehicles has been extended for three more years, i.e. up to

and including 2012; and

® Financial institutions are allowed to use average foreign

currency exchange rates for any given year, as opposed to
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mandatory year end rates, when determining their thin

capitalisation position.
CFC rules simplified

® The qualification as a CFC under Korean legislation is simplified
to the criterion of an effective tax rate of 15% or less over the

actual income earned for any given year.
Consolidated tax return system

The consolidated tax return system first introduced in 2009
took effect from financial years beginning on or after 1 January
2010. The scope of eligible entities is limited to a parent
company and its 100% direct and indirect subsidiaries, and

only upon election thereto.

Elections should be made by three months before the beginning
of the applicable book year. Once made, such election can not

be repealed for 5 years.
Tax audit guidelines

® The Korean National Tax Service announced a new tax audit
plan last September that sets out the criteria for companies
that will be selected for tax audits. Companies with revenues
in excess of KRW 500 bin will be subject to a tax audit every
4 years. Medium size companies, with revenue in excess of
KRW 5 bin, are selected for audit on the basis of their compliance
with filing obligations. Small size companies, with revenue
under KRW 5 bin, are selected on the basis of their compliance

with filing obligations, as well as by random selection.

In addition, the National Assembly passed the amendment
imposing a 20 day cap on the length of tax audits on small and
medium size enterprises with revenues below KRW 10 bin.
During such an audit, the tax authorities may retain relevant

books and records, but only upon agreement by the taxpayer.

Korea / European Union Free Trade Agreement

® Korea and the European Union (“EU”) have released the
official text of the Korea-EU Free Trade Agreement (“FTA”)

on 19 October 2009.
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The FTA is still subject to ratification both in Korea and the
EU, and is not expected to enter into effect until some time in
the latter half of 2010. The FTA may potentially have a serious
impact on businesses and various aspects of the economy.
It aims to reduce or eliminate tariffs and duties on, inter alia
agricultural products, automobiles, electronic appliances,
pharmaceuticals, cosmetics and textiles. In addition, the FTA
aims at liberalization of certain services, such a financial,

accounting, legal, tax, broadcasting and mail services.

Malaysia

Budget 2010

On 23 October, the Finance Minister of Malaysia presented the
Budget for 2010.

® The highest personal income tax rate is reduced from 27%
t0 26%.

® The current flat tax rate of 27% on the income of non-residents
will be reduced from 27% to 26%. The same tax rate reduction

applies to cooperatives.

® Small and medium sized enterprises will be entitled to deduct
expenses incurred in the registration of patents and trademarks

in Malaysia.

® Insurance companies and takaful companies will be able to
apply for a tax exemption on profits of newly established
branches overseas or income remitted by new overseas
subsidiaries for a period of 5 years from the commencement
of the overseas branches or subsidiaries. This exemption is

currently only open for banking institutions.

® Certain incentives for Islamic Finance activities have been

extended until the year of assessment 2015.

® Real Property Gains Tax will be levied at a fixed rate of 5%
on gains realized with the disposal of real property. It has
been announced that the real property gains tax will only

apply to property sold within 5 years of its date of purchase.

® |t was announced that that the introduction of GST is at the

final stage of completion (see announcement below).
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® The stamp duty exemption for approved Islamic Financing

instruments is extended to 31 December 2015.
Goods & Service Tax / VAT

It was announced during the presentation of the Budget
2010 that a goods and services tax (GST) will be introduced
in 2011. On 16 December, the GST Bill was tabled for its first
reading in Parliament. A second reading is scheduled in the
spring of 2010. The proposed GST rate is set at 4% which is
a lower rate than the current sales tax and service tax which
will be abolished once the GST Bill enters into force. Exemptions
for GST will be applicable for certain small and medium

sized enterprises.
International Tax Developments

To extend the scope of the exchange of information article of
the Malaysian tax treaties and to bring it in line with article 26
of the OECD Model Convention, Malaysia signed an amending
protocol to the income tax treaties concluded with the United

Kingdom, France, San Marino, Ireland and Japan.

Malaysia and the Netherlands signed an amending protocol

to the existing tax treaty for the avoidance of double taxation.

® New Zealand. On 26 October 2009, Malaysia and New
Zealand signed a Free Trade Agreement (FTA) which will
improve business flows and promote cooperation in a broad
range of economic areas of mutual interest between the

two countries.

Philippines

Exchange of information

® The Philippine government recently passed a Bill to amend
the National Internal Revenue Code 1997 which will implement
the internationally agreed tax standards on transparency and
exchange of information developed by the OECD. The Bill
allows the Bureau of Internal Revenue to exchange information

on tax matters with foreign tax authorities in compliance with

11



internationally agreed tax standards. The Bill also provides for
sanctions for officers of banks and financial institutions that

refuse to supply information.
Electronic record keeping

®  On 23 December 2009, the Bureau of Internal Revenue issued
Circular No. 9-2009 in which Large Taxpayers are ordered to
maintain and/or adopt a Computerized Accounting System as
a result whereof electronic books of accounts, electronic records,
and other sources of information are kept and maintained. The

effective date of the Circular is set at 1 January 2010.
International Tax Developments

® Kuwait. On 3 November the Philippines and Kuwait signed a
tax treaty for the avoidance of double taxation. Further details

will be available soon.

Singapore

Amendment of Income Tax Act

®  The Income Tax (Amendment) Bill (2009), which was presented
to the Singapore Parliament on 14 September 2009 was passed
by the Singapore government on 23 November 2009. As a
result, the reduction of the corporate income tax rate from 18%
to 17% has taken effect as from the 2009 calendar year. With
respect to withholding tax on services provided by overseas
service providers, the law has been amended by removing
withholding tax on managerial services rendered outside
Singapore. The withholding tax rate on service fees payable
to overseas service providers, where applicable, has been

reduced to 17% with effect from the calendar year 2010.
Exchange of information

® The Income Tax (Amendment) (Exchange of Information)
Bill 2009 was passed by parliament in November 2009. The”
new law amends the Singapore Income Tax Act to allow
Singapore to implement the internationally agreed standard

for the exchange of information for tax purposes on request.”
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The amendments allow Singapore to provide greater assistance
to its prescribed treaty partners by lifting the domestic interest
condition and allowing access to information from banks and

trust companies under prescribed conditions.

Singapore’s confidentiality laws are not intended to shelter tax
criminals. However, an integral aspect of the internationally
agreed standard is its respect for taxpayers’ rights. The new
law contains important safeguards. The Singapore government
will not accede to spurious or frivolous requests for information.
It also will not entertain fishing expeditions -- requests for
information must be specific, detailed, and relevant to the tax

affairs of a given taxpayer.

International Tax Developments

® Active exchange of information. Singapore has recently signed

amending protocols to the income tax treaties with the following
countries: Bahrain, Brunei, France, and Malta. Coupled with
the passing into law of the Exchange of Information Bill 2009
(see above), Singapore now has crossed the OECD threshold
for being considered to have substantially implemented the
internationally agreed standards in relation to the exchange of
information. As a result, Singapore has signed at least 12
double tax treaties which include the OECD endorsed information
exchange provisions which has led to Singapore being taken
off the so called OECD ‘Grey List’ of tax haven countries, and
into the OECD White List.

Ukraine. On 11 November Singapore and Ukraine ratified
the income tax treaty for the avoidance of double taxation. In
Ukraine, the treaty will generally apply from 1 January 2010.
In Singapore, the treaty will apply from 1 January 2011.

Georgia. On 17 November 2009, Singapore and Georgia signed

an income tax treaty and protocol in Singapore.

USA. In a groundbreaking announcement on 19 October,
Singapore Minister for Finance Tharman Shanmugaratnam said
Singapore expects to hold exploratory talks in 2010 with the
United States regarding a comprehensive income tax treaty,
which may lead to a breakthrough in the two-decade deadlock

between the two countries.
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Taiwan (R.O.C)

Reduced withholding taxes

®  With effect of January 2010, new reduced withholding tax rates

apply to non-resident individuals.

® Non residents who work and stay in Taiwan for less than 183
days will be subject to 18% (reduced from 20%) income tax.

This rate also applies to retirement payments.
® Dividend income will be subject to 20% income tax.

® Interest income resulting from short-term notes, securitized
commodities structured commodities transactions will be taxed
at 15% (reduced from 20%).

Investments by non-Taiwanese resident individuals and
businesses with headquarters overseas, whether or not the
investment in Taiwan has been approved by the R.O.C.
investment agency, will be subject to 20% withholding tax on

net dividends or net earnings received.

As of January 2010, Taiwanese resident individuals and
businesses with a permanent establishment in Taiwan will be
subject to a 10% withholding tax on the interest from short-term
commercial papers, securitized commodities, and undertaking
repurchase transactions and on the income from structured

commodities transactions.

Bonded logistics centres / agricultural science
and technology park

The Ministry of Finance approved that business entities located
in an agricultural science and technology park or a bonded
logistics centre supervised by the customs authorities are also
eligible for the zero business tax rate in case it receives an order
from a foreign customer to deliver the bonded goods to another
business entity in a taxable zone in Taiwan. The payment must

be received in a foreign currency.
Alternative Minimum Tax

® Starting January 2010, foreign sourced income will be taxed

under the alternative minimum tax (AMT) regime at 20%. An
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exemption of NT $6 million applies and any income tax already
paid on the foreign sourced income can be credited against the
AMT liability.

For the purpose of imposing AMT, the foreign sourced income
should be reclassified as local sourced income. In doing so,
the costs and expenses incurred in earning the income may be
deducted from the gross amount. If documentation is not available
the taxpayer may be allowed to deduct fixed percentages as
prescribed by the Ministry of Finance. If the sale of overseas
property results in a capital loss, the loss can be used to offset
the same year’s capital gains. Any capital loss that is not fully

offset cannot be carried forward.

Capital gains from the sale of overseas stock are subject to
the AMT. The Ministry of Finance has promised that income
from foreign funds that accrue up to 31 December 2009 will
be exempted from the AMT. Similar treatment applies to
listed and unlisted foreign stocks, i.e. income accrued up to and

including 31 December 2009 is exempt.

International Tax Developments

Israel. On 18 December Israel and Taiwan signed a tax treaty

for the avoidance of double taxation.

Vietham

Taxation of foreign contractors

On 9 October 2009 a new Circular was issued on the taxation
of foreign contractors. The Circular allows foreign contractors
to charge output VAT and claim their input VAT while paying
enterprise income tax (EIT) on a deemed basis based on

turnover, instead of calculating taxable profit.

A foreign contractor may elect to apply this method if:

® the foreign contractor has a permanent establishment in

Vietnam;

® the contracted business operation in Vietnam lasts at least

183 days from the effective date of the contract; and
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® the foreign contractor organizes the accounting in accordance
with accounting laws and regulations and the Ministry of

Finance’s guidance.

The EIT payable is determined by multiplying the taxable turn-
over by the deemed EIT rate. The taxable turnover is the total
turnover, including taxes (except for VAT) and costs paid by the
Vietnamese contracting party. The deemed EIT rate differs

based on the type of income received.

Taxation of equity based remuneration

In an official letter, issued on 7 October 2009, the Ministry of
Finance provided further guidance on the taxation of equity
based remuneration in the form of shares or stock options. The
guidance applies both to shares or stock options in the company

and the parent company.

The taxation is determined as follows:

Employment income

Share award Stock option

taxable income employer’s employer’s
book value book value
tax rate 5%-35% (progressive) 5%-35% (progressive)
taxing point upon disposal upon disposal

administration

tax declaration and tax declaration and

payment on finalization

payment on finalization

Assignment of shares

taxable income
and tax rate

Share award

0.1% of transfer price
or 20% of the gain

(sales proceeds less
par/book value)

Stock option

0.1% of transfer price
or 20% of the gain

(sales proceeds less par/non-
preferential purchase price)

taxing point

upon disposal

upon disposal

administration

upon disposal

upon disposal

Note that shares assigned in 2009 are exempt from PIT

International Tax Developments

Japan. On 1 October 2009, the Economic Partnership Agreement
between Japan and Vietnam, signed on 25 December 2008,

entered into force.

Israel. On 19 October 2009, the Viethamese Prime Minister
approved the income tax treaty for the avoidance of double
taxation between Vietham and Israel which was signed on
4 August 2009.

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 information purposes and cannot be considered as advice.
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