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China

Tax incentives high-tech enterprises in economic
zones and Shanghai Pudong New Area

• The State Council issued a Notice (Guo Fa [2007] No. 40) on

26 December 2007 introducing interim tax incentives for new

high-tech enterprises located in the economic zones and in the

Shanghai Pudong New Area.  The economic zones referred to

in the Notice are the Shenzhen, Zhouhai, Shantou, Xiamen,

and Hainan economic zones.  The Notice, which applies from 

1 January 2008, reportedly stipulates that:

• new high-tech enterprises which qualify for the tax incentives

are defined as those which (i) own the core proprietary

intellectual property rights, (ii) meet the requirements stated

in Art. 93 of the “Implementation Regulations of Corporate

Income Tax of the People’s Republic of China” (see TNS:

2007-12-17:CN-1), and (iii) are approved in accordance with

the “Administrative Measures of Certificating New High-

Tech Enterprises”;

• a 100% tax exemption for the first 2 years and a 50% tax

reduction of the 25% standard corporate income tax rate

for the following 3 years may be granted to new high-tech

enterprises incorporated on or after 1 January 2008.  The

incentives commence from the tax year in which the first

amount of revenue is generated;

• a new high-tech enterprise is required to calculate the income

arising and to allocate the costs/expenses incurred in the

economic zones and the Shanghai Pudong New Area

separately if the enterprise also conducts production activities

outside these zones or the Shanghai Pudong New Area.  The

new high-tech enterprise which fails to calculate the income

and costs/expenses separately will lose its rights to the tax

incentives; and

• if a new high-tech enterprise, by control or re-examination

during the term of the tax incentives, has been reassessed

no longer to be eligible for the tax incentives, the tax incentives

will cease to apply in the year of the reassessment and the

tax incentives will discontinue even if the new high-tech

enterprise subsequently re-qualifies once more as a new high-

tech enterprise.

Transfer pricing

• P.R.C. Tax Administration Issues Draft Regs on Transfer Pricing,

Special Tax Adjustment Matters.

• In a move toward greater transparency, China’s State Admini-

stration of Taxation has issued for select public comment draft

regulations on transfer pricing and other tax adjustment matters.

Grandfathering provisions

• Three new important tax circulars with widespread impact

on Foreign Investment Enterprises (“FIE”) and their foreign

investors were issued in February 2008.  These circulars provide

clarification on the implementation details of certain grandfathering

rules and for certain new tax incentives.

• Caishui [2008] No. 21 (“Circular 21”) dated 4 February 2008:

Some Old FIEs are eligible for grandfathering treatment at

the preferential tax rate of 15% and for unutilized tax holidays

under the FEIT regime.  Circular 21 clarifies that the half-rate

reduction during the unutilized tax holiday period should be

calculated based on the gradually increased tax rates of 18%,

20%, 22%, 24% for years 2008, 2009, 2010 and 2011,

respectively and then 25% for year 2012 and beyond.  Effectively,

the net rates will be 9%, 10%, 11%, 12% and 12.5% depending

on the year in which the half-rate reduction applies.  Where

the Old FIEs were subject to 24% or 33% under the FEIT regime,

then the half-rate reduction during the unutilized tax holiday

period, if any, should be calculated based on 25%.  Effectively,

the net rate will be 12.5%.  This is consistent with the previous

understanding.
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• Caishui [2008] No. 1 (“Circular 1”) dated 22 February 2008:

Circular 1 mainly addresses new tax incentives available to

certain industries on the basis of Article 36 of the Corporate

Income Tax (“CIT”) law.  Circular 1 states that the pre-2008

retained earnings of an FIE shall be exempt from Withholding

Tax when such earnings are distributed to foreign investors

in 2008 and beyond.  However, the FIEs’ profits arising in 2008

and beyond shall be subject to Withholding Tax according to

the CIT Law and the Detailed Implementation Rules (“DIR”)

when distributed to foreign investors as dividends.  It was

reported that the Chinese authorities are considering whether

to adopt an application and examination procedure in 2008 to

verify the amounts of FIEs’ undistributed retained earnings up

to the end of 2007.  Again, these retained earnings are eligible

for this special Withholding Tax exemption concession.  While

the reinvestment tax refund policy has been cancelled under

the CIT regime, such preferential treatment will continue to

apply to reinvestment in relation to IC production and assembly

companies in general, and to software products production

companies newly established in the Western Region. The

starting time for tax holidays under the CIT regime is generally

the “first revenue-generating year”.  However, the starting time

for tax holidays for software production companies and for IC

production companies mentioned in Circular 1 remains the same

as that under the FEIT regime, i.e., the “first profit-making year”.

 In some cases, the incentives offered to these three industries

under Circular 1 are even more favourable than comparable

incentives granted to other industries under the CIT regime.

Transitional arrangements of preferential tax policies available

to certain industries and enterprises under the previous regimes.

 Circular 1 allows the continuation of six types of fixed-period

preferential tax policies available to certain critical industries

and enterprises until their expiry, namely re-employment, 2008

Olympic Games and 2010 World Expo, social welfare, enterprise

reform, agriculture and state reserves, etc.  This also clarifies

some issues.  For instance, sponsorship expenses incurred by

the official sponsors for the 2008 Olympic Games have been

allowed as deductible for income tax purposes, while the CIT

regime renders the same expenses non-deductible in general.

Circular 1 now confirms the deduction by restoring the original

tax treatment.

• Guoshuifa [2008] No.23 (“Circular 23”) dated 27 February 2008.

Circular 23 further clarifies the implementation details in relation

to certain grandfathering treatments of previous tax incentives

under Circular 39.  In order to qualify for a reinvestment tax

refund, the foreign investor and the FIE had to complete all

reinvestment steps and obtain the updated Business License

or the new Business License by the end of 2007.  In addition,

a reinvestment tax refund is not allowed in the case where the

reinvestment funding was taken out of the pre-payment of 2007

profits (interim dividends), which indicates that the 2007 profits

are not eligible for a reinvestment tax refund in any case.  For

contracts involving interest, royalty, etc., which were entered

into before 2008, and which met the Withholding Tax exemption

criteria under the FEIT Law and were already approved by

the tax authorities, the Withholding Tax exemption will continue

to apply until the expiry of the original contracts.  However,

this transitional treatment shall not apply to any extension,

supplementary contracts, or expansion of scope of the original

contracts.  FIEs eligible for grandfathering treatments for various

kinds of unutilized tax holidays should still observe the original

requirements stipulated under the FEIT regime for such tax

holidays in 2008 or beyond, namely their business nature (scope)

and operation period.

• Local tax practitioners caution that companies should not

assume that previous tax incentives survive under the CIT

regime, even though there is no circular specifically annulling

the previous tax incentive.  For instance, none of the CIT Law

and its DIR, Circular 39, Circular 40 and Circular 1 mentions

the grandfathering of unutilized tax holidays for “Technologically

Advanced Enterprise” beyond 2007.  Accordingly, any company

gaining such designation in 2007 or before should assume that

the unutilized tax holiday is not allowed for 2008 and beyond.

In the future, the State may possibly retain some previous tax

incentives or formulate new tax incentives not mentioned in the

CIT Law and DIR, provided these tax incentives are considered

consistent with the State’s policy objectives.  Therefore, it will

continue to be necessary for companies to monitor developments

regarding tax incentives.

International Tax Developments

• Brunei.  The details of China’s tax treaty with Brunei have

become available.  The treaty was signed on 21 September

2004, entered into force on 29 December 2006 and generally

took effect as from 1 January 2007.  The withholding tax rates

are 5% generally on dividends, 10% on interest (with certain

exemptions for interest paid to the government of a contracting

state) and 10% on royalties.
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Hong Kong

Budget 2008

• The Budget for 2008 was released on 27 February.  We note

the following highlights:

Profits Tax        

• Reduction in profits tax rate by 1% to 16.5% and 15% for

companies and unincorporated business respectively.

• Accelerated tax depreciation for environment friendly equipment

and building installation.

• Increase the ceiling of tax deductible charitable donations

from 25% to 35% (equally applied to salaries tax and tax under

personal assessment).

Salaries Tax 

• No change in marginal tax rates. Marginal tax bands are widened

by $5,000 to $40,000. 

• Reduction in the maximum standard tax rate by 1% to 15%.

• Restoring basic allowance, married person's allowance and

single parent allowance back to the 2002/2003 level of $108,000,

$216,000 and $108,000 respectively.

Government Duties and Charges

• Exempt alcohol duty on wine, beer and all other alcoholic

beverages except spirits. 

• Waiver of hotel accommodation tax.

Online tax filing services launched

• The Hong Kong Inland Revenue Department (IRD) launched,

on 19 January 2008, a new gateway to the department’s

electronic services (known as “eTAX”) under the Hong Kong

government portal, offering taxpayers easy, secure and

environment-friendly means to comply with the tax law.

• Taxpayers can keep track of their tax position, manage tax

affairs and communicate with the IRD anytime anywhere by

a single login to their eTAX account, using their Taxpayer

Identification Number and eTAX password, or digital certificate.

Through the eTAX account, taxpayers can view their account

profile, check the status of their tax return, assessment and

payment as well as notify changes in personal and business

particulars. They can also enjoy other online services for stamping

of property documents, business registration and payment.

• Taxpayers may choose to receive notices and documents

related to tax return filing, assessment and tax payment (including

tax return and notice of assessment) in the form of electronic

records instead of paper.  This will enable them to manage

their tax records in an environment-friendly manner.  eTAX

will be extended by phases later in the year to cover the

following services:

• filing tax returns and obtaining instant estimation of salaries

tax payable;

• viewing tax assessment and requesting amendment;

• applying for holdover of provisional tax;

• e-Alert messages on return filing and tax payment when the

time limits for discharging these obligations are approaching;

and

• viewing e-receipt for tax payment.

Stock Awards

• The Hong Kong Inland Revenue Department issued revised

Departmental Interpretation and Practice Note 38 on 20 March,

providing formal guidance on the tax treatment of stock plans

and stock awards; this note updates existing practical guidance

issued in February 2001 and March 2005.

International Tax Developments

• Luxembourg.  The Hong Kong Chief Executive in Council has

issued an order to implement the tax treaty between.  The order

was published in the gazette on 1 February 2008 and will be

scheduled at the Legislative Council on 20 February 2008

for negative vetting.  Subject to the completion of ratification

procedures for both sides, the Agreement will take effect with

respect to Hong Kong taxes from 1 April 2008 and with respect
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India

Budget for 2008/09

• The Budget for 2008/09, which was presented by the Indian

government on 29 February 2008, includes various amendments

to the direct and indirect tax regimes.  Details of the budgetary

proposals affecting taxation are summarized below.  Generally,

the direct tax proposals, when passed, are to take effect on

1 April 2008, whilst the indirect tax proposals are to have

immediate effect.

Direct taxes

• The following are some of the main direct tax proposals:

• the exemption threshold for individual income tax has been

raised from INR 110,000 to INR 150,000.  The tax rate slabs

for individual income tax shall be as follows:

Annual taxable income (INR) Marginal tax rate (%)

first 150,000 0

150,000 – 300,000 10

300,000 – 500,000 20

over 500,000 30

further, the basic exemption limit in the case of resident women

taxpayers has been increased to INR 180,000 (currently INR

145,000), while for resident taxpayers (both men and women)

over the age of 65, to INR 225,000 (currently INR 195,000);

• the corporate income tax rates are to remain unchanged;

• the surcharge rates are to remain unchanged;

• the Securities Transaction Tax (STT) rates are to remain

unchanged.  The Budget has proposed that the STT paid be

allowed as a deduction against business income.  Additionally,

it has been clarified that the levy of STT, in the case of

unexercised options, is to be only on the premium and paid

by the seller.  However, if the option is exercised, the STT is

to be levied on the settlement price and paid by the buyer;

• a Commodities Transaction Tax (CTT) is to be introduced on

the same lines as the STT on commodity options and futures;

• it has been provided that any transfer of an asset in a reverse

mortgage transaction would not amount to “transfer” for the

to Luxembourg taxes from 1 January 2008.  Under the agreement,

Luxembourg will eliminate double taxation by providing full

exemption to profits of Luxembourg companies doing business

through a branch in Hong Kong.  Luxembourg withholding

tax for dividends will be reduced to 0% if the recipient of the

dividends is a company holding10% or more of the share

capital of the paying company (or invested EUR 1.2 million

or more therein), and to 10% in all other cases.  The current

withholding tax rate is 20% on the dividends.  Income from

operation of ships in international traffic earned by a Hong Kong

resident in Luxembourg will be exempted from Luxembourg

income tax.  Subject to the completion of ratification procedures

for both sides, the agreement will take effect with respect to

Hong Kong taxes from 1 April and with respect to Luxembourg

taxes from 1 January.  The order will be tabled at the Legislative

Council on 20 February for negative vetting.

• China.  On 30 January 2008,  signed a second protocol to the

arrangement for avoidance of double taxation and prevention

of fiscal evasion.  The arrangement for avoidance of double

taxation and prevention of fiscal evasion (the Arrangement)

was signed on 21 August 2006 and entered into force on 8

December 2006.  China and Hong Kong had different views

on the interpretation of some of the articles contained in the

Arrangement, and both sides reached an agreement on the

necessary amendments.  The second protocol was initialled

and both parties exchanged letters on 11 September 2007.

Additionally, as the new Chinese Enterprise Income Tax Law

came into effect on 1 January 2008, corresponding amendments

to the relevant articles of the Arrangement had to be made

in respect of types of taxes involved and the definition of a

“resident”.  In determining whether a Hong Kong enterprise

providing services, including consulting services, in China is

liable to the Chinese Corporate Income Tax, both sides have

now agreed to substitute the term “six months” with “183 days”,

i.e. a Hong Kong enterprise would be considered to have

a permanent establishment in China and be subject to tax if

it provides services for an aggregate of 183 days in any 12-

month period in China.  The use of the term “month” resulted

in different interpretations (e.g. the provision of services for

only a few days within one calendar month in China might

be counted as one month).  The use of the term “day” in the

current definition is much clearer and simple.
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purposes of being taxed as capital gains; and the stream of

revenue received by an individual either in lump sum or in

installment, from the said transaction will not form part of the

taxable income;

• the Banking Cash Transaction Tax is to be withdrawn with

effect from 1 April 2009;

• the rate of tax on short term capital gains is to be increased

to 15% from the current 10%;

• a credit for Dividend Distribution Tax (DDT) is to be introduced,

i.e. a parent company will be allowed to set off the dividend

received from its subsidiary company against dividend

distributed by the parent company.  However, the credit will

not be permitted if the dividend received from the subsidiary

had not been subject to the DDT, or, if the parent company

receiving the dividend is itself a subsidiary of another company;

• individuals paying medical insurance premiums for their

parents are to be provided with an additional deduction of

INR 15,000 per annum;

• creche facilities, sponsorship of an employee-sportsperson,

organizing sports events for employees and guest houses

expenses are excluded from the purview of Fringe Benefit

Tax;

• a 5 year-tax holiday is to be granted to two, three or four star

hotels established in specified districts that have UNESCO-

declared “World Heritage Sites”.  The eligible hotel should be

constructed and start functioning during the period between

1 April 2008 and 31 March 2013;

• a 5 year-tax holiday is to be granted to hospitals located in

any place outside the urban agglomerations especially in Tier-

2 and Tier-3 towns.  The eligible hospital should be constructed

and start functioning during the period between 1 April 2008

and 31 March 2013;

• income arising from saplings or seedlings grown in a nursery

shall be exempt; and

• the use of the PAN (Permanent Account Number) shall be

compulsory for all transactions in the financial markets, subject

to specified exemption limits.

Indirect taxes

The main indirect tax proposals are as follows:

• no change in the peak rate of customs duty;

• customs duty to be reduced from 10% to 5% on certain

specified life saving drugs and on the bulk drugs used for the

manufacture of such drugs.  They are also being exempted

from excise duty or countervailing duty;

• there are a number of customs duty reductions including (i)

reduction of the duty on Project Imports from 7.5% to 5%, (ii)

reduction of the duty on steel melting scrap and aluminium

scrap from 5% to nil, (iii) reduction of the duty on vitamin

premixes and mineral mixtures from 30% to 20%, (iv) reduction

of the duty on specified machinery from 7.5% to 5%, and (v)

reduction of the duty on crude and unrefined sulphur from

5% to 2%;

• specified parts of set top boxes and specified raw materials

for use in the information technology/electronic hardware

industry to be exempted from customs duty;

• 4% special countervailing duty to be imposed on a few specified

projects in the power sector;

• general excise rate (the CENVAT rate) on all goods reduced

from 16% to 14%;

• excise duty on all goods produced in the pharmaceutical

sector reduced from 16% to 8%;

• excise duty has been reduced on (i) two wheelers and three

wheelers from 16% to 12%, (ii) buses and their chassis from

16% to 12%, (iii) small cars from 16% to 12%, and (iv) hybrid

cars from 24% to the general revised rate of 14%;

• excise duty has been increased on packaged software from

8% to 12%.  This will see the rate being harmonized with the

service tax rate of 12% imposed on customized software;

• there are a number of excise duty changes including (i) a

reduction of excise duty on specified paper, paper board

and articles made therefrom to 8% from 12%, (ii) a full excise

duty reduction from 16% to nil on a few mass consumption

items including composting machines, wireless data cards,

packaged coconut water, tea and coffee mixes, and puffed

rice, and (iii) a reduction of excise duty on water purification

devices, veneers and flush doors, sterile dressing pads, etc.,

specified packaging material and breakfast cereals from

16% to 8%;

`
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• threshold limit of exemption from service tax has been

increased from INR 800,000 to INR 1 million per year;

• the service tax ambit is to be extended to (i) asset management

service provided under a Unit Linked Insurance Plan, (ii)

services provided by stock/commodity exchanges and

clearing houses, (iii) right to use goods, in cases where a

value added tax is not payable, and (iv) customized software,

to bring it on par with packaged software and other information

technology services; and

• the Central Sales Tax rate is to be reduced to 2% (currently

3%).  In addition, a roadmap is being prepared for introduction

of a national-level Goods and Services Tax from 1 April 2010.

FDI policy in some sectors relaxed

• The Indian government has approved six Press Notes raising

foreign direct investment (FDI) limits in various sectors including

civil aviation, petroleum refinery, industrial parks and commodity

exchanges.  The Press Notes were issued by the Department

of Industrial Policy and Promotion (DIPP), following the Cabinet’s

decision in January 2008 to this effect, and are summarized

as follows:

• in the civil aviation sector, 100% FDI will be allowed under

the automatic route (i.e. without obtaining prior approval)

for new projects.  With regard to the acquisition of existing

projects, FDI up to 100% would be allowed with prior

government approval;

• FDI of up to 74% will be allowed in charters and cargo services,

and 100% FDI in helicopters, flight training institutes, ground

handling and technical training through the automatic route.

However, no foreign airline will be allowed equity participation,

even indirectly, in air transport services, which will be defined

for the first time;

• FDI of up to 100% will be allowed for setting up industrial

parks under the automatic route, subject to certain conditions;

• FDI of up to 49% will be allowed in the case of public sector

refineries, with prior approval of Foreign Investment Promotion

Board (FIPB), which should not involve any divestment or

dilution of domestic equity in the existing public sector refineries;

• FDI of up to 49% will be allowed in the acquisition of credit

information companies;

• FDI of up to 49% will be allowed in the acquisition of commodity

exchanges, but a single foreign investor cannot own more

than 5%; and

• FDI of up to 100% would be allowed in sectors involving

mineral separation of titanium-bearing minerals and ores,

its value-addition and integrated activities subject to

prior government approval, but no FDI is permitted in atomic

minerals.

• There is, however, no mention of the norms of the proposal to

relax the mandatory three-year lock-in period for FIIs in real

estate as stated in an announcement made by the DIPP.

PE re computerized reservation system

• The Indian Income Tax Appellate Tribunal (ITAT) delivered a

ruling dated 30 November 2007 in the case of Galileo International

Inc. v. Deputy Commissioner of Income Tax on whether a person

engaged in the business of providing Computerized Reservation

System (CRS) services had, (i) any source of income in India,

(ii) a permanent establishment (PE) in India, and (iii) if the PE

was liable to tax in India.

• Galileo International Inc. (the Taxpayer) was a resident of the

United States and carried out a business of maintaining and

operating system for providing electronic global distribution

services to airlines, hotels, tour and taxi operators by connecting

such services to the travel agents.  The connection was done

using the CRS, which includes a system that receives, processes,

stores and disseminates data about flight schedules, seat/room

availability, fare information and provision for booking capabilities,

etc.  The Taxpayer in turn appoints distributors to market and

distribute the CRS services to the travel agents in India.  The

Taxpayer entered into a Distribution Agreement (DA) with

Interglobe Enterprises Pvt. Ltd. (Interglobe), an unrelated

company, to market and distribute the CRS services to travel

agents in India.  The Taxpayer argued that it did not have any

source of income in India as the request for acceptance/issuance

of tickets, etc. was accepted by its CRS outside of India.  It was

argued that the database relating to seat availability, etc., was

on the Taxpayer’s mainframe computer system which was

located outside the taxable territories of India.  Therefore, the

Taxpayer’s services were rendered outside India and hence,

should not be taxed in India.  It was further argued that the

acceptance was not made in India and therefore the contract
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was not made in India.  The travel agents in India, in response

to the invitation to offer displayed on their screen, make an offer

which is accepted by the airline server abroad through the

Taxpayer’s CRS.  The delivery of the ticket is the mere physical

evidence of the contract between the airline concerned and

the passenger which was already concluded outside India.

Thus, the travel agent’s “click” does not generate the charge.

The acceptance of the travel agent’s “click” on the server is

what generates the charge, i.e.:

• the acceptance is on the airline’s server;

• the travel agent makes a request by “clicking” his acceptance

on his computer screen display; and

• it is only after the airline server is verified that the booking

is completed.

• The display did not amount to an “offer for sale” but was a

mere “invitation to treat” or an “invitation to offer”.  The display

of seat availability on the travel agent’s terminal is not an offer

for sale of a ticket, but only an invitation to offer.  The booking

is concluded and the Taxpayer’s fee accrues, not when the

travel agent clicks on his computer screen in India, but when

the travel agent’s request is accepted on the airline server

through the Taxpayer’s CRS.  It was argued that the Taxpayer’s

booking fee accrues when the booking request is accepted

through the Taxpayer’s mainframe computer system in the US.

The Taxpayer had no operations of its own in India and therefore,

no income can be regarded as accruing or arising to it in India.

No business income could be said to “accrue” in India unless

a non-resident has his own business operations in India.

However the tax authorities took the view that the Taxpayer

was taxable in India as the customers were in India and the

source of income was indeed in India.  They also held that the

Taxpayer had a PE in India in terms of its infrastructure/computers

providing connectivity to CRS.  The Commissioner of Income

Tax (Appeals) rejected the Taxpayer’s appeal, and the dispute

reached the ITAT for adjudication and ruling.

• The key issues before the ITAT were:

• whether the Taxpayer had any income chargeable to tax in

India and any business connection in India;

• whether the Taxpayer had a PE in India under the terms of

the India-US tax treaty (the Tax Treaty); and

• what was the extent of the income earned in India, and whether

the same can be held as paid by the Taxpayer to Interglobe

and no further income is attributable to the PE in India.

• The ITAT ruled that the Taxpayer had a PE in India under Art.

5(1) of the Tax Treaty, as well as an Agency PE under Art. 5(5)

in terms of Interglobe being its dependent agent.

Three export related services exempted from
service tax 

• The Indian government, vide Notification No. 3/2008-ST dated

19 February 2008, has extended the service tax exemption to

an additional three services. The scheme permits a refund of

service tax paid by exporters on taxable services, which are not

in the nature of “input services” but could be linked to the export

of goods, on the following taxable services:

• services provided by goods transport agencies in relation of

transportation of export goods from the place of removal to

the actual place of export, i.e. inland container depot/port/airport;

• services provided in relation to transportation of export goods

in containers by rail from the place of removal to the actual

place of export, i.e. inland container depot/port/airport;

and

• courier services provided to an exporter in relation to trans-

portation of documents, goods or articles relating to export,

to a destination outside India.

• The move is expected to help exporters, whose profitability

has been hit due to the appreciation of the INR against other

major currencies.  With the inclusion of the three services named

above, the number of services exempted from service tax

increases to 13.  The 10 services that are presently covered

under the said scheme are:

• port services provided for export;

• other port services provide for export;

• services of transport of goods by road from inland container

depots (ICD) to port of export provided by goods transport

agencies;

• services of transport of export goods in containers by rail from

ICD to port of export;
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• general insurance services provided to an exporter in relation

to insurance of export goods;

• technical testing and analysis agency services in relation to

technical testing and analysis of export goods;

• inspection and certification agency services in relation to

inspection and certification of export goods;

• storage and warehousing service;

• cleaning activity service; and

• business exhibition service.

Supreme Court rejects review petition of Morgan
Stanley ruling

• It has been reported that the Indian Supreme Court has rejected

the review petition filed by the Indian tax authorities challenging

the apex court’s decision in the case of Morgan Stanley & Co.

Inc. v. Director of Income Tax, Mumbai (292 ITR 416).  This

was a landmark judgment, in which the Supreme Court decided

on whether the captive business process outsourcing (BPO)

activities of the taxpayer (foreign company) in India gave rise

to a permanent establishment (PE) in India and what would be

the amount of income attributable to such PE.

International Tax Developments

• Mauritius.  It was reported on 17 March 2008 that Mauritius

has not agreed to an amendment to the India-Mauritius tax

treaty (the treaty).  Under the current treaty, capital gains earned

by residents of a contracting state from sources in the other

contracting state, are taxable only in the state of residence.

Thus, capital gains earned by a Mauritian resident from the

disposal of shares in Indian companies are taxable only in the

country of residence, i.e. in Mauritius and not in India.  As there

is no tax on capital gains under the Mauritian domestic tax

regime, such capital gains are not taxed in either country.  India

wants to amend the treaty to enable it to levy tax on capital

gains earned in India by residents of Mauritius.  A major portion

of foreign investment in India comes through Mauritius and the

Indian tax authorities wanted to amend the treaty to prevent

“treaty shopping” by residents of third countries who route their

investment in India through Mauritius and the “round-tripping”

of investments by the Indian residents, which avoid payment of

capital gains tax in India.  Mauritius had recently tightened its

domestic regulations for issuing Tax Residency Certificate (TRC)

to entities incorporated/registered in Mauritius, for claiming the

benefits of the treaty.  The Indian Central Board of Direct Taxes

(CBDT) in its Circular No 789 dated 13 April 2000 had clarified

that a valid TRC held by a Mauritian entity would be considered

as sufficient evidence of it being a resident of that country for

treaty purposes and accordingly, it would be eligible for benefits

under the treaty.  The validity of this Circular was later challenged

before the courts and finally, the Supreme Court of India in its

verdict of 2003 upheld its validity and held that the Circular was

proper and valid in law.  This ruling had set at rest a large part

of controversy over the treaty.  After the refusal of Mauritius to

renegotiate, it seems that any amendment to the treaty may not

happen anytime soon.

• UK.  The Delhi Bench of the Income Tax Appellate Tribunal

(ITAT) delivered a ruling dated 26 October 2007 in the case of

Rolls Royce Plc v. Deputy Director of Income Tax (ITA Nos.

1496 to 1501/DEL of 2007) on whether activities carried out via

an agent resulted in a permanent establishment (PE) under the

 tax treaty (the Tax Treaty) and if so, how much of the profits

could be attributed to the PE.

• Cyprus.  It has been reported that India and Cyprus have

reached a consensus to amend the India-Cyprus tax treaty in

order to tax capital gains earned by a resident of Cyprus from

disposal of shares of Indian companies, in India.  Under Art. 14

of the current treaty, capital gains on sale of shares of Indian

companies are exempt from tax in India.  Cyprus does not

impose capital gains tax on its residents, and with India exempting

the capital gains under the treaty, investors are effectively not

being taxed.  Under India’s current domestic tax law, long-term

capital gains arising from the disposal of shares listed on an

Indian stock exchange are exempt from tax provided the

Securities Transaction Tax (STT) has been paid on such disposal.

Short-term capital gains arising from the disposal of shares

listed on an Indian stock exchange are, however, taxed at a

concessional tax rate of 10% and the STT must also have been

paid.  Capital gains are termed as “long-term” if the shares are

held for 12 months or more prior to their disposal.  It is understood

that apart from making capital gains taxable, India wants to

introduce a “Limitation of Benefits” clause in the treaty by way

of a protocol in order to prevent the abuse of the treaty (i.e.

treaty shopping) by residents of third countries.
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• Myanmar.  India and Myanmar signed a first-time tax treaty on

2 April 2008.  Further details of the treaty will be reported

subsequently.

• Luxembourg.  On 22 February 2008, the Indian Cabinet would

have reportedly approved the first-time income and capital

tax treaty between India and Luxembourg.  It is expected that

the tax treaty will stimulate the flow of capital, technology

and personnel from India to Luxembourg and vice-versa.  It

will provide tax stability and reduce any obstacles in providing

mutual cooperation.  Details of the treaty will be reported

subsequently.  Indications are that the proposed DTAA would

not be about financial services alone, but more about

manufacturing and industry.  It is expected to benefit the

manufacturing and airline companies of Luxembourg having

linkages with India.  Luxembourg being one of the major global

centres of steel making, Mr. Krecke stated that Luxembourg

would be willing to extend necessary technological assistance

to the Indian Steel Industry in modernizing and expanding

capacities in order to achieve better productivity in a cost

effective manner.

Indonesia

Income tax facilities

• The Indonesian Investment Coordinating Board (BKPM) on

7 November 2007, issued Regulation 89/SK/2007 regarding

application procedures for income tax facilities available to

some investment companies.  The regulation went into force

on the same date.

• The regulation follows Government Regulation 1 of 2007 (GR

1), which revised and revoked the previous rule governing

income tax incentives for investment in specific sectors and

areas (GR 148 of 2000).  The availability of the income tax

facilities referred to in Regulation 89/SK/2007 is limited to

companies engaging in sectors or regions specified in GR 1.

• An applicant for a tax facility must submit the completed

standard application form provided by BKPM along with

copies of taxpayer code numbers, business licenses, and

periodic reports to BKPM.  Within five business days of receipt

of the application, BKPM must either accept it and make a

recommendation to the minister of finance or reject it.  The

directorate general of taxation must within the next 10 business

days issue the decree concerning the facilities.

Book value for mergers and splits

• Indonesia’s Minister of Finance on 13 March issued Regulation

43/PMK.03/2008 on the usage of book values in transfers of

assets as a result of mergers, consolidations or de-mergers.

• For mergers that include consolidation, any corporate taxpayer

that fulfils requirements set forth in the decree and whose

capital contains shares may use tax book value.  Regarding a

de-merger, a corporate taxpayer that will make or has already

made an initial public offering (IPO) is permitted to use book

values if the newly established company resulting from the split

makes an IPO as well.

• Before any merger or split takes place, the corporate taxpayer

must submit to the director general of taxation an application

that explains the aim and purpose of the merger or split.  The

corporate taxpayer is also required to fully pay all outstanding

tax obligations for all of the involved entities in the merger, and

it must satisfy the business purpose test.

• Further, the surviving taxpayer conducting the merger or split

and using the book value is not permitted to compensate any

outstanding fiscal losses of the absorbing taxpayer.  The

depreciation of the transferred assets resulting from the merger

or split must be calculated by the surviving taxpayer according

to the latest book value and the last economic period that is

recorded in the books of the transferor of those assets.  Any

payments, collections, or deductions that have already been

made before the merger must be recorded in the books of the

receiver of the transferred assets.

• A corporate taxpayer planning to make an IPO and using book

values for the purposes of a split must have submitted the

registration statement to the Capital Market and Financial

Institutions Supervisory Board, and the registration statement

must be effective within one year of obtaining the permission

of the director general of taxation.  This one-year requirement

may be extended if circumstances occur that are beyond the

taxpayer’s control.  Any further regulations are to be issued by

the director general of taxation.



10LOYENS & LOEFF     Asia Newsletter – Spring 2008

Minister Fukuda aimed for a 10 year extension of the gasoline

tax.  The proceeds were to be used for the financing of road

construction projects.  However, the opposition did not agree

to this so the tax expired.  The opposition wanted to provide

a benefit to the people to face the increased prices of energy

and food.  The gasoline tax existed since 1974 but requires an

annual extension which has always taken place.  But not this

year.  As a result, gas prices went down by close to 20%.

Various / International

• Social security treaty between Netherlands and Japan signed.

The Netherlands and Japan recently signed a social security

treaty on 21 February 2008.

• Japan China tax treaty.  Japan and China reached agreement

that the tax sparing credit for Chinese tax payers remains

effective also under the new Chinese domestic law for promoting

Chinese development.

• Amended treaty between Australia and Japan.  On 31 January

2008, Japan and Australia signed a new income tax treaty.

The main features are:

• 0% dividend withholding tax (“DWHT”) but subject to a

Limitation of Benefits clause, 5% DWHT in case of a share-

holding of 10% or more and 15% in all other cases;

• The reduced DWHT rates do not apply to deductible dividends

paid by Japanese companies;

• 10% interest withholding tax and exemptions exist for

independent financial institutions;

• 5% royalty withholding tax; and

• A separate article dealing with profits of sleeping partners in

respect of Japan’s sleeping partnerships (i.e. Tokumei Kumiai).

Korea

Changes to tax laws for 2008

• The National Assembly approved amendments to the Corporate

Income Tax Law and other tax laws.  The main features are:

International Tax Developments

• Netherlands.  Based on discussions with the Dutch tax authorities,

we understand that good progress has reportedly been made

during negotiations between the delegations from both countries

with respect to the current status of the double tax treaty between

the two countries.  It is believed that official announcements

about the treaty may be expected shortly.

• Portugal.  According to the Portuguese Official Gazette of 4

April 2008, the new income tax treaty and protocol between,

signed on 9 July 2003, entered into force on 11 May 2007.  The

new treaty generally applies from 1 January 2008.

Japan

Ruling on LLC

• Recently the Tokyo High Court ruled that a US LLC (limited

liability company) should for Japanese tax purposes be treated

as a foreign corporation.  Hence, its distribution to a Japanese

taxpayer is taxable as dividend income in Japan.

• For US tax purposes, the LLC was regarded as a flow through.

The Japanese tax payer argued that the LLC should be

considered a flow through also from a Japanese tax perspective.

If so, the real estate held by the LLC should be considered to

be directly held by him.  That would allow him to treat the

payment by the LLC as a repayment of the contribution, hence

not as taxable income.

• The High Court decided that the LLC should be regarded as

a company and the payment therefore as dividend since,

among other, the LLC can conclude contracts in its own name,

could be a litigant in a law suit and should under US law be

considered a separate legal entity.  The fact that upon election

it can be treated as a flow through for US tax purposes makes

no difference.

Gasoline tax expired since lawmakers
did not reach consensus

• On 1 April 2008, Japan’s gasoline tax expired as no consensus

was reached on the conditions of the extension.  Japan’s Prime
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• Change in thin cap; 3:1 ratio applies in stead of the former

6:1 ratio;

• Tax credit for logistics outsourcing;

• New tax credit method for R&D expenditures;

• Filing and payment of tax on gains from share transfers by

foreign corporations;

• Reduction in dividend received deduction (DRD); and

• Introduction of substance over form principle as the guiding

principle for domestic transactions;

Proposal for corporate tax cuts

• The Korean government has proposed to gradually introduce

corporate income tax cuts.  Currently, a 13% rate applies to

taxable income up to W100 million and 25% for the profits

exceeding W100 million.  It is proposed effective 2009 to

apply a rate of 12% for taxable income up to W200 million and

24% on the remainder.  The 24% rate would be reduced to

23% as per 2010.  As per 2011 the 12% rate would be reduced

to 11% and the 23% to 22%.  Please note that in addition to

the above rates, a local surtax exists.

Various / International

• The tax treaties with Venezuela and Thailand have taken effect

on 1 January 2008.

Malaysia

Advance tax rulings

• On 14 February 2008, the Minister of Finance issued the Income

Tax (Advance Ruling) Rules 2008, Pu(A) 41/2008, which sets

out when an advance tax ruling may be obtained and the

procedure to be followed.

International Tax Developments

• Spain.  The first-time income tax treaty and protocol between

Spain and Malaysia, signed on 24 May 2006, entered into

force on 28 December 2007.  The treaty generally applies

in Spain from 1 January 2008.  In Malaysia, the treaty generally

applies from 1 January 2008, and from 1 January 2009 for

petroleum income tax.  The treaty, which follows the OECD

model income tax treaty, applies to residents of one or both

of the contracting states; however, it does not apply to persons

entitled to any tax benefit under the Labuan Offshore Business

Activity Act 1990 (including any amended versions), or any

substantially similar law that is subsequently enacted.  The

treaty provides for the following withholding tax rates: dividends

(5%), interest (10%), royalties (7%) and fees for technical

services (5%). 

Philippines

Securities borrowing transactions

• Revenue Regulations No. 1-2008 dated 1 February 2008

released by the Bureau of Internal Revenue of the Philippines

(BIR) prescribes the following procedures and guidelines on

securities listed on the Philippine Stock Exchange (PSE):

• tax treatment of securities borrowing and lending transactions;

and

• procedures on the registration of the Master Securities Lending

Agreement (MSLA).

• Securities borrowing and lending (SBL) transactions of shares

of stock/securities listed on the PSE, including the delivery

to and return by the lender or agent, is exempt from stock

transaction tax, capital gains tax and documentary stamp

taxes provided the following conditions are met, i.e. (i) a valid 

MSLA is executed by the parties, registered and approved

by the BIR, (ii) the SBL programme is in accordance with the

rules and regulations of the Stock Exchange Commission (SEC)

and (iii) the SBL programme is under the administration of

the PSE.  However, all other applicable taxes prescribed by the

Tax Code will continue to apply.

• A MSLA or multilateral MSLA should be entered into prior to

the borrowing of shares of stock/securities, and a valid MSLA

should incorporate the following:
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investments for development of agricultural, industrial,

commercial, and tourist and recreational complexes) are subject

to 5% tax on gross income earned.  Of this 5%, 3% is paid to

the national government while the remaining 2% is paid to the

municipality or city where the enterprise is located.

• ECOZONE registered enterprises are also subject to docu-

mentary stamp tax, excise tax and VAT on the import of goods.

 However, income derived from non-registered activities is subject

to tax at regular rates, such as:

• 20% (final) on interest from local currency bank deposits;

• 7.5% on foreign currency deposits;

• 5% or 10% on capital gains; and

• 0.5% or 1% on the sale of shares.

Draft Circular clarifying taxability of sale
of shares issued

• The Bureau of Internal Revenue released Circular dated 29

February 2008 (Revenue Memorandum Circular No. 21-2008)

which provided clarification on the taxability of the sale, barter

or exchange of shares listed and traded through the Local Stock

Exchange (LSE), or through Initial Public Offerings (IPO).  The

sale of shares are taxed in accordance with Sec. 127 of the Tax

Code, as follows:

• Sec. 127(A) – rate applicable to the sale of shares listed and

traded through the LSE.  The stock broker is required to collect

the necessary tax and file the return within 5 banking days

from the date of collection; and

• Sec. 127(B) – rate applicable on shares sold or exchanged

through the IPO of closely-held corporations.

• An issuing corporation is liable to tax under Sec. 127(B) if it

is a “primary offering” or the seller if it is a “secondary offering”.

The Philippine Stock Exchange has defined primary and

secondary offerings as follows:

• primary offering – the original sale made to the public by the

applicant company of its own securities; and

• secondary offering – offer made to the public by the existing

shareholders of securities which have been issued.

• the lender retains certain rights (e.g. right to receive cash,

stock dividends or interest) which the borrower is obliged to

reimburse the lender during the borrowing period;

•  the lender is entitled to recall the loaned shares in whole or

in part, upon demand or at the end of the borrowing period;

• the borrower is required to put up a collateral in accordance

with the rules prescribed by the SEC and/or PSE;

• the borrowing period shall not exceed 2 years from the date

of the SBL confirmation notice; and

• the borrower is bound to return the equivalent shares/securities

upon the expiry of the borrowing period.

• The borrowed shares of stock/security may be used for the

following purposes, which should be specified accordingly in

the MSLA:

• settlement of sale of Philippine shares of stock/securities

effected in the Philippines;

• settlement of a future sale whether or not agreed at the time

the borrowing is effected;

• replacement in whole or in part of shares of stock/securities

obtained by the borrower under another SBL agreement;

• on-lending of borrowed shares of stock/securities to another

borrower who has effected another SBL agreement;

• securities financing and collateral pledging; or

• other authorized purposes, which will be determined by

the BIR upon favourable recommendations of the SEC and

the PSE.

• In addition to the above, guidelines are also provided on the

execution and registration of multilateral MSLAs during the

transition period of the SBL programme.

Draft Circular clarifying tax position of businesses
located in ECOZONE

• The Bureau of Internal Revenue released a draft Circular

dated 5 March 2008 which provided clarification that registered

enterprises within the ECOZONE (i.e. designated areas

around the country to promote economic growth through foreign
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• In order to determine the applicable tax rate (i.e. 1%, 2% or

4%), the proportion of shares sold over the outstanding shares

after the listing is computed.  The applicable rate is then multiplied

to the Gross Selling Price (GSP) or Gross Value in Money

(GVM).  Tax is due within 30 days from the date of sales in

respect of primary offerings, whereas secondary offerings are

subject to the Sec. 127(A) procedures stated above.

Singapore

Budget 2008

• On 15 February 008 the Singapore Government issued its

Budget 2008.  Contrary to the budget changes made in previous

years, this year’s budget did not contain many changes  and is

more of a fine-tuning nature, aimed at securing the top position

for international investors.

• Despite the fact that Singapore recorded a fiscal year 2007

surplus of SGD 6.4 billion, with an  economic growth of 7.7%,

the 2008 Budget did not contain a reduction of the personal

income tax rates, contrary to what many had expected or at

least had hoped for.  The Government offers a one-off tax rebate

on individual income tax of 20% of one’s personal income tax

liability, capped at SGD 2,000. Consequently, the gap between

the current highest marginal personal income tax rate (20%)

and the country’s statutory corporate income tax rate (18%)

remains.  Perhaps this will be addressed in next year’s Budget.

What the 2008 Budget did reveal was the long-existing desire

of many (including, to say the least, the promoters of Singapore

as a location for wealth management) to abolish the Estate

Duty, which the Government has now done in this year’s budget

with immediate effect.

Promoting R&D

• The Singapore Business Times labelled the 2008 Budget as an

“Innovation” Budget.  At least to a certain extent, this label is

more than applicable when one looks at the measures taken in

the Budget for promoting R&D activities in Singapore, including:

• A 150% deduction of qualifying R&D expenses incurred

by Singapore based companies for qualifying (in-house or

outsourced to a Singapore based R&D service provider) R&D

activities, even where the R&D activities are of a nature which

differs from the companies’ already existing trade or business

activity (this extra deduction is available for five years starting

the calendar year 2008);

• The introduction of a R&D tax allowance each year to qualifying

companies that have chargeable income up to an amount of

50% of the first SGD 300,000 of their chargeable income.

This incentive will is available to companies that carry out in-

house R&D activities which are performed in Singapore

enabling them to continue to expand their R&D activities.

The R&D tax allowance is available for five years starting the

calendar year 2008; and

• Start-up companies which incur R&D expenses and which

are not yet able to generate sufficient taxable income from

such expenses and consequently run into a tax loss position,

are now allowed, during their first three taxable years since

their incorporation, to convert up to SGD 225,000 of their

qualifying tax losses into a cash grant which is capped at

SGD 20,250 (being 50% times 18% – the statutory corporate

tax rate – times the SGD 225,000), provided their level of

R&D expenses in a taxable year is at least SGD 150,000.

Consequently, despite them not yet able to offset their tax

losses against their future taxable profits, part of the tax loss

is already utilised up-front. This measure should support and

enable start-up companies to continue carrying out R&D

activities in Singapore.

Stock option schemes repackaged and revised

• At present, Singapore recognises two different types of stock

option schemes, depending on the nature of the company that

granted the stock options.  The 2008 Budget proposes to

repackage them into one regime and to introduce, inter alia, a

75% personal income tax exemption on gains (up to gains of

SGD 10 million over 10 years) derived from stock options granted

by qualifying start-up companies to its employees.  Qualifying

start-up companies must, inter alia, have a market value of less

than SGD 100 million at the time the stock options are granted.

Changes to the Financial Sector

• Recent budget changes frequently included (major and positive)

changes to the Singapore tax regime with an aim for expand

Singapore’s position in the international financial sector. Certain

changes introduced previously for a limited number of years

(5 years), including, inter alia:
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• The Singapore Fund Management incentive (qualifying fund

management income would be taxed at a concessionary

income tax rate of 10%);

• The Qualifying Debt Security (“QDS”) Scheme ((withholding)

tax exemption on interest derived by non-residents from QDS

issued by Singapore based companies); and

• are now being extended for a further 5-year period.

• Furthermore, subject to further regulations to be released by

the Monetary Authority of Singapore (“MAS”) by April 2008, a

new incentive, the Family-Owned Investment Holding Company

(“FIHC”) incentive is to be introduced.  At present, Singapore

resident individuals are not taxed on their foreign-sourced income

(e.g. foreign interest, dividend and rental income), irrespective

of whether or not such income is remitted into Singapore.

However, Singapore based companies are in principle subject

to 18% corporate income tax on such foreign-sourced income

provided such income is (deemed to be) remitted into Singapore.

As such, the imposition of a Singapore based company to

receive such items of income could potentially adversely

affect the overall tax position of such individual.  We believe

it is for this reason, that the 2008 Budget introduces the

FIHC incentive which would be granted a mirror exemption

of (foreign or Singapore sourced) income that would have

been exempt from Singapore income tax had the individual

received it directly.  At present, lacking the implementing

regulations (to be released by MAS), the exact scope of the

incentive, the definition of ‘Family-Owned’ (can this be one

person?) as well as whether or not the individual(s) must (all)

be (a) tax resident of Singapore, are examples of questions of

which the answers are presently still in unclear.  These changes

are expected to improve Singapore’s international position as

a wealth management location.

Changes to the Maritime Sector

• The Maritime Sector has been historically, and still is, a very

important sector of Singapore and consequently also this sector

has received much attention in Singapore’s budgets over the

past years, introducing, inter alia, the Approved International

Shipping incentive and the Maritime Finance Incentive.  The

2008 Budget contains certain further enhancements to the

maritime sector incentives.

• Singapore does not tax capital gains.  However, tax is due on

income in the nature of trade.  The distinction between capital

and trading is not always clear-cut and hence the tax treatment

may result in uncertainty. In order to eliminate this uncertainty,

insofar as the Maritime Sector is concerned, the Budget proposes

to exempt from tax any gain derived by Singapore shipping

companies from a sale of (one of) their vessels (also where

such vessel is subsequently leased back).  Moreover, ship-

owning companies tend to establish one separate legal entity

(referred to as a ‘special purpose company’ or “SPV”) for each

vessel.  The tax exemption is extended to also include a gain

derived from a sale of the shares of such SPV.  This tax

concession, currently applicable up to the calendar year 2008,

has been extended for a further 5 years, i.e. up to the calendar

year 2013.

Not Ordinarily Resident scheme

• In order to attract foreign talented employees at senior manage-

ment level, the NOR scheme has been introduced a few years

ago.  Provided an employee travels frequently enough on

business outside Singapore (more than 90 days per calendar

year) and has not been a resident of Singapore during the last

three years, such employee is in principle eligible for the NOR

scheme.  The NOR scheme grants a partial income tax exemption

on employment income by applying a ‘time-apportionment’

formula.  The exemption was subject to the condition that the

employee’s effective tax liability in Singapore equals at least

10% of the Singapore employment income.  Moreover, the NOR

scheme also granted a personal income tax exemption on

overseas pension contributions made by the Singapore employer

on behalf of the employee to the extent such contribution did

not exceed the CPF statutory limits.  As a consequence of the

contribution to constitute taxable income for the employee, the

Singapore employer was entitled to claim a tax deduction for

the amount of the contribution.

• The 2008 Budget proposes three changes.  Firstly, the 10%

effective tax condition is replaced by the condition that the

annual employee’s Singapore employment income (including

taxable benefits-in-kind) before time-apportionment is at least

SGD 160,000.  Secondly, in addition to the CPF cap for which

an exemption of personal income tax for contributions to

overseas pension funds is granted, the annual employee’s

Singapore employment income before time-apportionment

must be at least SGD 160,000.  Thirdly, the Singapore employer

is no longer allowed to claim a tax deduction for the contributed

amount irrespective of whether the amount is (partially) subject



15LOYENS & LOEFF     Asia Newsletter – Spring 2008

to Singapore personal income tax of the respective employee(s).

Although we do not expect that the introduction of the first

and the second condition would effectively result in the NOR

scheme to be less accessible in practice, we believe the third

condition to be unnecessarily harsh as it effectively results in

double taxation.

• In summary, the Singapore Government has again released

an interesting budget despite the absence of a personal

income tax cut.  The proposed changes are expected to further

enhance Singapore’s international position in key industries,

including, inter alia, the R&D, financial and maritime sector.

The 2008 Budget presentation clearly illustrates that Singapore’s

financial position is sound and offers Singapore protection

in times of less economic growth, however, it also illustrates

that Singapore needs to caution its level of inflation and the

rise in business costs if it wants to maintain its current position

in the top of global cities.

International Tax Developments

• Malta.  The first-time income tax treaty and protocol between

Singapore and Malta, signed on 21 March 2006, entered into

force on 29 February 2008. The treaty generally applies from

1 January 2009.

Taiwan

Finance Minister announces tax reform proposals

• On 11 January 2008, the Finance Minister has announced

that tax reform would be a priority for the year and new proposals

would be submitted shortly.  As part of the tax reform, the

Minister is also reported to have said that the corporate income

tax, personal income tax and imputation tax credit system

would be reviewed.  In addition, the corporate tax rate would

be lowered to 15% and the 10% tax on undistributed earnings

would be removed.  The tax reform aim is to prepare the tax

regime for the expiration of the main tax incentives legislation

(i.e. the Statute for Industrial Upgrading) in 2009.  Once the tax

incentives legislation expires, the increase in tax revenue is to

be used to fund reductions in the tax rates and to simplify

the tax system.

• It was reported that on 3 February 2003 the Taiwanese

government and business leaders agreed on a tax policy reform

package that would lower the 25% corporate tax rate, end the

10% corporate undistributed income tax, lower some personal

income tax rates and increase personal tax deductions.  What

the reduced corporate income tax rate will ultimately become

is not yet clear, however, local business leaders say that lowering

Taiwan’s corporate tax rate to 17.5% is especially important

because it would allow Taiwan to compete with Hong Kong

and Singapore, which have corporate tax rates of 16.5% and

18%, respectively.

Taiwan outlines favourable tax treatment for
foreign professionals

• The Taiwan Cabinet released two explanatory notes, effective

1 January last, to explain the measures taken in 2007 to attract

foreign professionals.

• Qualifying foreign professionals include all foreigners (except

Taiwan residents of foreign nationality) who come to Taiwan

after 1 January 2008 and those who were working in Taiwan

before 1 January 2008.  In order  to be allowed to apply the

applicable tax benefits such employees must stay in Taiwan

at least 183 days in one tax year and must be paid monthly

taxable wages and salaries of at least NT$100,000 (which is

approx. US$ 3,100).

• Qualifying foreign professionals will not be subject to personal

income tax on some payments included in their employment

contract, such as: payments to cover the traveling expenses

of such professionals and their family for coming and leaving

Taiwan upon the beginning and expiry of their contract;

payments to cover expenses relating to such professionals

and their family to travel to their home country for annual leave;

payments to cover moving expenses for moves to and from

Taiwan the beginning and expiry of their contract; payments

to cover the costs of water, electricity, natural gas, and telephone

service supplied to the professionals while residing in Taiwan;

housekeeping expenses; rental payments for housing and

home repairs; and payments relating to the education of the

professionals’ children in Taiwan.

• Under Taiwan’s Income Tax Law, other employees in Taiwan

are subject to tax on such payments, which are considered to

be part of their wages and salaries.
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Capital gains tax in the case of a merger

• The Taiwanese tax authority on 4 January unexpectedly issued

a tax ruling that may negatively affect domestic and cross-border

mergers.  Under the tax ruling, a merged company would realize

capital gains on deemed dispositions of fixed assets arising

from a merger under a purchase method if the merger was

effectuated on or after 1 January 2008.

• Under the 4 January tax ruling, a surviving company may apply

purchase accounting to the transaction.  Under this scenario,

the acquisition price is allocated to acquired fixed assets,

resulting in assets being stepped up to their fair market values,

provided the acquisition price represents the fair market value

of the assets; is substantiated by documents such as a valuation

report, merger agreement, a shareholder meeting resolution,

and other applicable supporting documents; and is approved

by the Taiwanese tax authority.  As a result, the merged company

would be deemed to have disposed of its assets at their

fair market values, resulting in potential capital gains on its

deemed disposition.

• This is a significant departure from the current non-taxable

treatment for Taiwanese tax purposes and potentially would

cause the merged company additional tax costs.

• The Taiwanese tax authority on 4 January unexpectedly

issued a tax ruling that may negatively affect domestic and

cross-border mergers.  Under the tax ruling, a merged company

would realize capital gains on deemed dispositions of fixed

 assets arising from a merger under a purchase method if the

merger was effectuated on or after 1 January 2008.

• This ruling, unlike a private letter ruling in the United States,

is not taxpayer specific but is binding on all taxpayers. The

ruling does not apply, however, to a subsidiary that merges into

its parent, because the merger is considered as a restructuring

transaction and therefore remains tax free.

• Under the 4 January tax ruling, a surviving company may apply

purchase accounting to the transaction.  Under this scenario,

the acquisition price is allocated to acquired fixed assets,

resulting in assets being stepped up to their fair market values,

provided the acquisition price represents the fair market value

of the assets; is substantiated by documents such as a valuation

report, merger agreement, a shareholder meeting resolution,

and other applicable supporting documents; and is approved

Cash merger – revised tax treatment

• On 20 February 2008, Taiwan’s Ministry of Finance (“MoF”)

issued a tax ruling setting out the (income) tax treatment rules

for individual shareholders that receive cash payments when

a company (in which they are a shareholder) would merge in

another company whereby ‘their’ company ceases to exist.

This ruling replaced a 2004 ruling which lead to a controversial

income tax treatment.

• At present, capital gains derived by individuals are in principle

exempt from income tax. As such, disposing of shares is

beneficial over receiving dividend income. Hence, where a cash

merger takes place, the question arises whether this should

be viewed as a tax exempt capital gain or a deemed taxable

dividend distribution.

• The 2004 ruling confirmed that if the cash consideration received

by the shareholders of the company ceasing to exist in the

merger would exceed the total contributed capital (including

share capital and additional paid-in capital) of that company,

the excess amount is considered a dividend distribution which

is subject to income tax.

• One of the problems arising from this treatment is that the

amount of the total contributed capital of the company ceasing

to exist, is not necessarily equal to the acquisition price of a

particular shareholder of such company; the difference being

undistributed retained earnings.  Consequently, the 2004 ruling

may result in effectively double taxation for some shareholders

of the company ceasing to exist.

• The 2008 ruling intends to deal with this problem, by providing

shareholders of the company ceasing to exist the possibility

of substantiating their actual acquisition price so that a

‘deemed’ dividend distribution shall only be taken into account

insofar as the cash consideration received at the time of the

merger exceeds this actual acquisition price.  Consequently,

where the latter exceeds the former, no dividend distribution

shall be recognised.

• It is unclear why the 2008 ruling only refers to individual

shareholders and not to (non-resident) corporate shareholders.

Hopefully, this will be further clarified by MoF at some point.
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by the Taiwanese tax authority.  As a result, the merged company

would be deemed to have disposed of its assets at their fair

market values, resulting in potential capital gains on its deemed

disposition.

• This is a significant departure from the current non-taxable

treatment for Taiwanese tax purposes and potentially would

cause the merged company additional tax costs.  The tax ruling

itself covers fixed assets; however, based on an informal

discussion with an official in the Ministry of Finance, it appears

the term “assets” may be sufficiently broad to include other

assets such as intangible assets, depletable assets, and long-

term investments.  Without further guidance from the Taiwanese

tax authority, it will remain uncertain what assets fall under

the “covered asset” category.  The tax ruling may also significantly

affect mergers that have already been negotiated (but not

yet fully completed) before its issuance, unless the parties

agree to renegotiate the purchase price, taking into account the

ruling’s impact.

• While the 4 January tax ruling provides an acquiring company

with a potentially higher depreciable basis in acquired assets

resulting from mergers occurring on or after 1 January 2008, a

merged company could be subject to the 25 percent corporate

income tax on capital gains from a deemed disposition of assets.

Thailand

Civil and Commercial Code amended

• The new government of Thailand recently enacted several

amendments to the Civil and Commercial Code (CCC) which

applies from 1 July 2008.  Details of the amendments are as

follows:

• the minimum number of promoters and shareholders required

for the incorporation of a company has been reduced from

seven promoters and seven shareholders to three promoters

and three shareholders;

• the period for the incorporation of a company has been

reduced from approximately 9 working days to 1 working day,

provided that all requirements stipulated in the CCC are met

and the required documentation is complete;

• reduction of the number of public notifications in the form of

advertisements for companies undergoing a capital reduction.

Under current rules, companies undertaking a capital reduction

exercise are required to notify the public via a series of at

least seven advertisements in major local newspapers and

creditors of the company have 3 months to object to the

exercise.  These requirements have been reduced to one

advertisement and a 30 day grace period for creditors; and

• conversion of registered or limited partnerships into limited

liability companies.  Under current rules, partners are subject

to an unlimited liability.  Partnerships which convert to a limited

company are required to form a new company and transfer

the business and assets to the newly incorporated company.

With the new rules, a registered or limited partnership with

more than three partners can covert to a limited liability

company provided all partners agree to the conversion and

other legal requirements are met.

30% withholding rule on
foreign currencies abolished

• The Bank of Thailand has announced the complete abolishment

of the 30% withholding rule by financial institutions for foreign

currencies purchased or exchanged against the Thai Baht,

effective 3 March 2008.

• In order to obtain the refund of monies withheld, customers of

financial institutions are required to apply to the Bank of Thailand

through the respective financial institution without having to

prove that the funds have remained in Thailand for more than

1 year.  Refunds not made within 2 years from the date will be

forfeited, and these funds will be earmarked for public benefits.

• The withholding rule which was announced on 18 December

2006, and relaxed a day later, required the withholding of 30%

of foreign currencies purchased or exchanged, with the exception

of the following:

• goods, services, direct investments, investments in stocks

and investments in immovable property;

•  loans, investments in debt securities and investments in unit

trusts which have been fully hedged;

• loans in amounts not exceeding USD 1 million with a maturity

of at least 1 year; and
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• The acquisition costs of machinery and equipment acquired

before December 2010 is depreciable at 40% per annum;

• Computer software can be depreciated over 3 accounting

periods; and

• Companies owning fixed assets (excluding land) valued at less

than THB 200 million and with less than 200 employees are

permitted to depreciate 40% of software costs on the date of

delivery.  The balance of these costs can be depreciated over

3 accounting periods.  Assets costing less than THB 500,000

can be fully written-off.

Personal taxation

• The threshold of non-taxability of individuals is increased to

THB 150,000;

• Deductions for insurance premiums are increased to THB

100,000;

• Deductions for contributions to provident, retirement and pension

funds have been increased to THB 500,000; and

• Individuals with disabled parents, children or spouse are permitted

deductions of up to THB 30,000 on expenses incurred.

Indirect taxation

• The special business tax on property transactions is reduced

from the 3% to 0.1% whilst that on property transfer and mortgage

fees is reduced to 0.01%.

International Tax Developments

• Korea.  The new income tax treaty between Thailand and Korea,

signed on 16 November 2006, entered into force on 29 June

2007 and is effective as of 1 January 2008. The new treaty will

replace the former 1974 tax treaty and generally follows the

OECD Model Convention (2005). It contains the following

maximum rates of withholding tax: 10% on dividends; 15% on

interest (10% on interest beneficially owned by a financial

institution), 5% on royalties (for the use of any copyright,

artistic or scientific work, including software, motion pictures

and works on film, tape or other means of reproduction used

in radio or television broadcasting), 10% on royalties (for the

use of any patent, trademark, design or model, plan, secret

• investments in newly issued units of existing property funds.

Capital controls lifted

• Thailand’s central bank announced on 29 February 2008 that

the capital controls introduced in December 2006 have been

lifted, signifying a welcome relief for foreign investors.

Economic stimulus package

• On 4 March 2008, the Thai Cabinet approved an economic

stimulus package which includes the following tax measures

for corporate and individual taxpayers that will take effect from

2008:

Direct taxation

• Companies with taxable income not exceeding THB 1.2 million

will be exempted from tax;

• The corporate income tax rate is reduced to 25% for newly

listed companies on the Stock Exchange of Thailand (SET), for

a period of 3 years. Companies currently listed on the SET will

also be eligible for the reduced 25% rate on net profits of up to

THB 300 million for 3 years;

• The tax rate for companies listed on the Market for Alternative

Investment (MAI) is reduced to 20% for the first 3 accounting

years.  The applications for listing must be submitted between

January 2008 to December 2009, and the company must be

listed by December 2009.  For companies currently listed on

the MAI, the reduced rate of 20% is applicable for the first THB

20 million of profits for 3 accounting years; and

• Companies with paid-up capital not exceeding THB 5 million

are exempted from tax on the first THB 150,000 of profits.

Additional profits are subject to the following rates:

Amount (THB) Rate (%)

Less than 1 million 15

1 – 3 million 25

3 million and above 30

Tax  Incentives

• The procurement costs of energy-saving equipment acquired

before December 2010 is deductible up to 125%;



19LOYENS & LOEFF     Asia Newsletter – Spring 2008

formula or process) and 15% on payments for the use of

industrial, commercial or scientific equipment and experience).

• Hong Kong.  On 21 February 2008, Hong Kong replied to the

Note from Thailand, confirming the understanding that either

party shall not impose a tax on profits remitted by a permanent

establishment of an enterprise of the other party, as defined

under article 5 of the Hong Kong/Thailand income tax treaty.

The treaty was signed on 7 September 2005 and entered into

force on 7 December 2005.  The Note shall form an integral

part of the treaty.

Vietnam

Finance Ministry proposes corporate tax reduction

• It has been reported that the Finance Ministry has proposed

the reduction of the current corporate income tax (CIT) rate of

28% to 25% from 1 January 2009.  In addition, the following

changes have been proposed:

• Enterprises operating in hi-tech, education and training,

health care, cultural, arts, sports and environmental sectors

would qualify for a tax exemption for the first 4 years, and

a reduced CIT rate of 10% and 12% for the following 15 and

9 years respectively;

• The CIT rate for approved enterprises may be pegged at 10%

for a period in excess of 15 years;

• Newly established companies in poor regions would be subject

to a reduced CIT rate of 20% for a 10-year period; and

• The National Assembly is expected to discuss these proposals

at the final session of the year.

VAT law review – draft VAT law

• The Ministry of Finance has recently circulated the draft VAT

Law for public comment.  Once approved by the National

Assembly, the draft is expected to come into effect on 1 January

2009.  The draft law proposes a change in the VAT rates from

the current 5% to three categories of 0%, 5% and 10%.  Based

on the proposals, international transportation and the export

of goods will be zero-rated, with the exception of overseas

reinsurance services, credit services, post and telecommunication

services and unprocessed minerals.  Furthermore, the 5% VAT

rate is levied on 13 groups of goods and services, including

medicine, education and learning materials and toys for children.

Lastly, other goods and services would be taxed at 10%.

Draft Enterprise Income Tax Law

• The Ministry of Finance has recently circulated for public

comments the draft Law on Enterprise Income Tax (LEIT), which

is expected to take effect from 1 January 2009 and which shall

supersede the 2003 law.  In addition to the proposed reduction

of the current enterprise income tax rate from 28% to 25%, the

following changes are proposed:

• Tax incentives would be streamlined and in order to qualify

for these incentives, enterprises are required to demonstrate

that the regulations on accounting records have been adhered

to;

• Tax incentives would not apply to the transfer of immovable

property;

• The tax exemption period will commence from the first year

the company generates revenue, which departs from the

current treatment where tax exemption starts from the first

year taxable income arises;

• Business expansions such as the upgrading of technology,

installation of new production lines, improvements beneficial

to the environment and increases in production capacity will

not be granted for the expansion of business. Instead, an

accelerated depreciation will apply; and

• Companies established before the effective date of the draft

LEIT and have been granted tax incentives have the following

options: (i) elect to apply the tax incentives and tax rate based

on the current LEIT.  Upon expiration of the tax incentive

period, the enterprise will be subject to the standard tax rate

of 28%, as provided in the current LEIT; or (ii) elect for tax

incentives in accordance with the draft LEIT, and thereafter,

these enterprises will be subject to the standard rate of tax

at 25%, as prescribed in the draft LEIT.

• The loss carry forward period of 5 years remains.  Losses from

the sale of immovable property can only be offset against

income derived from the same activity.



• Enterprise established in accordance with the laws of Vietnam

would be permitted to allocate up to 10% of their taxable income

to establish a development fund for science and technology

research activities.  However, if less than 70% of the fund has

been utilised within a 5-year period, the enterprise is required

to pay back taxes and interest.

• The current surtax on income from the transfer of rights to use

or rent land is abolished; and individuals and households will

be taxed under the personal income tax regime.  Currently, EIT

taxpayers include organizations, individuals, and households

engaged in the production of goods, the provision of services

or trade.

Foreign investment funds -
subject to presumptive business
income tax

• The Ministry of Finance has given clarification on the Viet-

namese business income tax position of foreign investment

funds (i.e. fund incorporated and established outside Vietnam

with no legal person status in Vietnam) who operate securities

investment accounts in Vietnam.  It has been clarified that such

companies shall pay subject to a presumptive business income

tax as follows:
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• For the transfer of securities (stocks, investment fund

certificates, bonds, excluding tax-free bonds), the business

income tax payable shall be equal to 0.1% of the total value

of securities sold, the value to be determined at the time the

securities are transferred;

• For interest income of bonds (excluding tax-free bonds), the

business income tax payable shall be equal to 0.1% of the

total value of bonds (including bond par value and receivable

interests) at the time the interest is received.

International Tax Developments

• Israel.  Israel and Vietnam have signed an income tax treaty

that generally follows the OECD model income tax treaty.  The

tax treaty provides that dividends and interest are taxable at

a rate not to exceed 10% (please note that Vietnam has abolished

its dividend withholding tax in 2004), that royalties are generally

taxable at a rate not to exceed 15% and that technical fees may

be taxed at a rate not to exceed 7.5%.  Capital gains are taxed

only in the state of residence.

• Finland.  Vietnam and Finland signed an investment protection

agreement on 21 February 2006 in Hanoi. The agreement

provides for, inter alia, reciprocal favourable treatment and

protection of investment in both countries.


