TAX link
May 2013
Issue 102

Australia

Content
Australia Australian Government’s
obsession to tighten the anti-tax
avoidance rules

1

Canada Socially responsible
taxation: smelling the coffee

4

China China tax planning for cross- 5
border service transactions by nonresident companies
France Taxation of the digital
economy: the French revolution?

7

Germany New German legislation
on portfolio dividends and group
taxation

9

Hong Kong Hong Kong based
manufacturer fighting for tax relief
for assets used in China

11

India Recent India tax 		
developments: General 		
Anti-Avoidance Rules (GAAR)

12

Singapore Significant tax measures
in Budget 2013

14

Singapore Application of 		
Singapore’s anti-avoidance 		
provision

15

USA FATCA update: Recent 		
developments

17

Australian Government’s obsession to tighten
the anti-tax avoidance rules
Recent history has seen the Commissioner of Taxation (“the Commissioner”) lose a
number of court cases in which he argued that the general tax avoidance provisions
(“Part IVA”) of the tax legislation applied. This was notwithstanding the fact that
Australia has a robust general anti-avoidance rule which the courts have, over the years
since its introduction, made much more effective against tax avoidance practices.
As a direct consequence of these losses, the Australian government has introduced new
legislation which (at the date of writing) is before parliament and is currently being 		
considered by a parliamentary committee which is due to report on the proposed
legislation by 14 May 2013.
Since the proposed changes were first mooted and the subsequent release of Exposure
Draft legislation (ED) in November 2012, commentators have put forward arguments in
support of the view that the changes to Part IVA are not warranted, given the fact that
the courts have rigorously applied Part IVA and on numerous occasions, in the
Commissioner’s favour.
Analysis of the proposed changes
The proposed amendments to Part IVA remain controversial notwithstanding that the
draft legislation introduced (from a tax law design perspective) is a significant
improvement on the ED that was initially released.
The new bill introduced into the House of Representatives, the Tax Laws Amendment
(Countering Tax Avoidance and Multinational Profit Shifting) Bill 2013 shows that the
Government seems to have taken on board some of this criticism. The result is a bill
which is markedly different to the ED. Below is an analysis of the proposed changes and
the practical implications of the bill for taxpayers.
What has changed?
The most significant difference between the changes proposed in the ED and in the
bill relates to the formulation of the “alternative postulate” as to whether there is a “tax
benefit”.
Broadly, a tax benefit has been received where, but for the scheme, the taxpayer would
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not have, or might reasonably be expected to not have, received
the particular tax advantage obtained under the scheme.

results for the taxpayer or the scheme shelters economic gains
already in existence.

The explanatory memorandum which accompanied the ED (“EM
to the ED”) stated the ED was intended to cure what it saw as
a “blurring” of the two limbs of the relevant provisions, being
concepts which looked at what “would not have” and “might
reasonably be expected to not have” been received by way of
a tax advantage under the scheme. The bill now provides that
these two limbs should be treated as alternatives. However, as
the ED itself included no specific changes to this effect, this has
led to criticisms that there was a disconnect between the ED
and the accompanying explanatory memorandum to the bill.

The Reconstruction Approach, on the other hand, would be
used where the scheme achieves substantive non-tax results;
typically, where the scheme both produces and shelters
economic gains. The EM to the bill uses the example of a couple
borrowing to acquire both a family home and holiday house
that they plan to rent to holidaymakers. Under the borrowing
arrangement, the repayments are applied exclusively to the
borrowings in relation to the family home, so that the deductible
interest payments are increased for the holiday home borrowing
and the non-deductible interest payments for the family home
are minimised. According to the EM to the bill, annihilating the
scheme would not leave a sensible result as there would be no
borrowing at all, so reconstruction is necessary. In this case, the
EM to the bill suggests that a reasonable alternative could be for
the couple to take out a separate loan for each house they wish
to acquire.

Under the bill, a new provision has been introduced confirming
that the two limbs represent alternative bases, upon which the
existence of a tax benefit can be demonstrated:
(a) the first limb, called the “Annihilation Approach”, involves
considering an alternative postulate which consists solely of
the events or circumstances that happened or existed other
than those that formed part of the scheme. This limb will be
relevant in some cases where the tax benefit in question is
a tax deduction or capital loss which would not arise if the
steps of the scheme were ignored. The explanatory 		
memorandum accompanying the bill (“EM to the bill”) refers
to two Full Federal Court decisions which dealt with income
tax deductions and which the EM to the bill says appear to
have been decided based on the Annihilation Approach
(b) the second limb, called the “Reconstruction Approach”,
involves considering an alternative postulate which is based
on a reasonable reconstruction of what the taxpayer might
have done if the scheme was not entered into.
Under the bill, the intention is clear - each limb needs to be
considered separately. The EM to the bill points out that no
court has directly considered the competing constructions
contained in the current legislation and acknowledges that there
have been a number of cases where the Annihilation Approach
and the Reconstruction Approach have been considered as a
single, composite test, but explains that the bill puts beyond
doubt that the new provisions should be construed in the way
preferred by the Government.
The Annihilation Approach would typically be used where the
scheme in question does not produce any material non-tax
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It is also worth noting that the EM to the bill recognises the
Commissioner is entitled to put his case in alternative ways and
it is expected that the Commissioner will continue his current
approach of arguing both limbs as alternatives.
The bill now confirms the “purpose test” as the central concept
in the application of Part IVA (on the Government’s assumption
that this had been lost as a result of the way that the courts have
interpreted Part IVA).
According to EM to the bill, the question of whether Part IVA
applies to a scheme should not start with a consideration of
whether a taxpayer has obtained a tax benefit under a scheme.
Rather, it should involve a single, holistic inquiry into whether
a person participated in the scheme with a sole or dominant
purpose of securing a particular tax benefit for the taxpayer in
connection with the scheme.
The bill includes measures designed to ensure that, in 		
constructing an alternative postulate, certain arguments adopted
by taxpayers in recent Federal Court cases about what is and
isn’t reasonable are no longer available. In this regard the bill,
in determining whether a postulate is a reasonable alternative to
the scheme, provides that:
(i) regard must be had as to the substance of the scheme and
any result or consequence for the taxpayer that is or would

be achieved by the scheme other than a result under the
Income Tax Assessment Acts. This essentially means that
the alternative postulate that is formulated must achieve the
same commercial outcome for the taxpayer as the scheme
(ii) the results under the Income Tax Assessment Acts achieved
by the scheme for any person are disregarded. This means
taxpayers will not be able to argue that the alternative
postulate is not reasonable because of the potential
Australian income tax costs of that postulate.
Practical implications of the bill for taxpayers
Some of the practical implications of the bill for taxpayers are as
follows:
(a) for schemes involving income tax deductions or capital
losses, an application of the “Annihilation Approach” will
necessarily lead to the identification of a tax benefit.
However, it will still be necessary to take the 		
“Reconstruction Approach” in deduction or capital loss
cases where the annihilation of the scheme would produce a
postulate that does not achieve the non-tax results or
consequences for the taxpayer achieved by the scheme
(b) in a significant number of cases, taxpayers will still need
to consider whether the scheme in question gave rise to
a “tax benefit” by reference to what might reasonably
have occurred but for the scheme (ie the “Reconstruction
Approach”). This may not be an easy or straightforward
exercise. The alternative postulate might not be what is
most reasonable or realistic because factors that would
inevitably impact upon what would or would not occur but
for the scheme (Australian income tax consequences for the
taxpayer and both tax and non-tax consequences for others)
must be ignored
(c) in determining whether a postulate is a reasonable 		
alternative to the scheme, taxpayers will need to have
regard to the “substance of the scheme” and “any result or
consequence for the taxpayer” of the scheme (other than
an Australian income tax result). This would seem to add to
the difficulty, uncertainty and potential for argument over
whether or not a particular postulate is a reasonable
alternative to the scheme
(d) the range of taxpayer defences to an application of Part IVA
has been narrowed in a limited number of cases. The
arguments that proved successful for taxpayers in recent
cases, namely, that tax outcomes for the taxpayer and
non-tax objectives for others are relevant in formulating the
alternative postulate, will now no longer be available as a
defence

(e) as is currently the case, in most Part IVA cases in which the
new rules will apply, there will be a scheme and an
identifiable tax benefit. The main focus will be on whether it
is possible to identify a person who has the sole or dominant
purpose in entering into the scheme of obtaining the tax
benefit for the taxpayer
(f) that said, the reasonable alternative postulate to the scheme
retains an important role in the Part IVA analysis. It will still
be necessary to determine whether the taxpayer has
obtained a tax benefit in connection with the scheme. In
most cases this will involve an application of the 		
Reconstruction Approach. As noted above, this may involve
a difficult exercise of identifying a reasonable alternative to
the scheme having regard to its “substance” and non-tax
“results” and “consequences” for the taxpayer. As such,
in many cases it may still be necessary for the taxpayer to
undertake a detailed forensic exercise to identify the
reasonable alternative postulate.
As the current bill before Parliament stands, there are concerns
that the proposed provisions will give the Commissioner
unreasonable powers to apply Part IVA to transactions which,
up till now, were not considered to amount to tax avoidance.
If enacted, the new provisions in Part IVA will no doubt set off a
new flood of litigation, in an area of law which was considered
to be well settled.
Contributed by
Stephen Rogers, Nexia Court & Co, Australia
srogers@nexiacourt.com.au
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Canada
Socially responsible taxation:
smelling the coffee
The recent release of millions of leaked records and thousands of
names by the International Consortium of Investigative Journalists
(ICIJ) exposed the millions of dollars secreted away in offshore tax
havens. The list of names that have been released so far includes
politicians, lawyers and business people. The ICIJ documents show
the degree to which the wealthy will go to protect their assets
offshore, utilising secret bank accounts, trusts and complex offshore
structures designed to preserve anonymity. According to the ICIJ
website, one of the prominent individuals named in the documents
is James R. Mellon, a member of the Mellon banking and financial
dynasty. Reached in Italy where he lives part of the year, Mellon
told ICIJ that, in fact, he used to own “a whole bunch” of offshore
companies but has disposed of all of them. He said he set up the
firms for “tax advantage” and liability reasons, as advised by his
lawyer. “But I have never broken the tax law.”
As governments worldwide face budgetary pressures and shortfalls,
new scrutiny is being placed on the erosion of the tax base. The ICIJ
documents, coupled with daily news reports of economic and
financial crisis in Europe and elsewhere has turned the spotlight
back on the participation in tax minimisation schemes, tax
avoidance and tax evasion. Increasingly, public perception of tax
planning has been critical, suggesting that tax avoidance is
unethical or immoral if a taxpayer does not shoulder his, her or its
fair share of the tax burden. What is the basis for this notion of “tax
morality”? How does it reconcile Canadian tax law and practice?
Starbucks UK recently announced the voluntary payment of taxes
beyond their legal obligations. This launched a new debate among
the tax community: What is the justification for that decision? Could
there be something such as “fair” or “socially responsible” taxation?
This article will discuss these issues in the context of current
Canadian tax law with respect to tax evasion and tax avoidance.
The Starbucks affair
When it was announced that Starbucks UK had paid £8.6 million
of corporate tax on sales of more than £3 billion between 1998 and
2012 and that the company had paid no corporate tax in the past
three years, there was a strong reaction from the public. Starbucks’
rate of taxation was compared to that of its closest competitor,

China
Canada
4

TAX Link - May 2013 - Issue 102

Costa Coffee, which in 2012 paid £15 million in tax for a similar
volume of sales as Starbucks, in the same period.
Activists quickly organised protests and a boycott of Starbucks. As
a result, in December 2012, Starbucks announced that it would
voluntarily pay £31 million in taxes over the next two years. Kris
Engskov, the company’s managing director who made the
announcement, explicitly stated that their decision was going
“above what is currently required by law”.
In practice, Starbucks agreed that it would not claim tax deductions
for royalties or payments related to inter-company charges in 2013
and 2014, regardless of whether the company actually made any
profit.
The language used during the announcement was particularly
interesting: “These decisions are the right things for us to do. We’ve
heard that loud and clear from our customers”, “doing the right
thing is part of the DNA of our company… the most important asset
we have built and developed with our customers is trust”, “doing
the right thing at Starbucks doesn’t mean only doing what is right
by our shareholders. It also means doing the right thing and
building trust with our partners, with our customers and for the
many communities we operate in all across the country” and “We
have learned that acting responsibly makes good business sense”.
Corporate Social Responsibility
It was not the first time a company announced policy changes due
to a public reaction, but it was the first time they were provoked by
taxation practices. Clearly the vocabulary used repeated terms
generally employed to explain Corporate Social Responsibility
(CSR).
CSR is the idea by which business responsibility is not only to
maximise immediate profit for its shareholders, but also to respond
to the interests of a broader spectrum of stakeholders, including
employees, customers and the society in general.
In general, CSR intends to shift companies’ bottom line from
“profits” to “people, planet and profits” (“the triple bottom line”).
However, it would be misleading to understand CSR as the
encounter of opposing interests (shareholders vs. customers, for
instance). The underlying idea in CSR is the sustainability of the
shareholders’ interests: protecting the other stakeholders’ interests
will actually protect the interests of the shareholders in the long
term. A recurring phrase to explain CSR is that doing good (or right)
can be good for business.

CSR is now widely accepted by the business community in Canada
and abroad. Many of the world’s top companies have adopted CSR
policies. Some have CSR departments and some issue CSR reports
regularly. Recent issues of the magazine of the Canadian Institute of
Chartered Accountants and the Canadian Lawyer magazine were
focused on CSR.
Reputational concerns, social trends and policy coherence seem to
support the addition of taxation to the CSR agenda. Many
companies cannot afford to risk their reputation over a tax strategy.
Tax minimisation, tax avoidance and the Canadian tax landscape
Canadian courts have maintained the rights of taxpayers to arrange
their affairs in a manner that reduces tax, a position first set out by
Lord Tomlin in the UK House of Lords in the Duke of Westminster
case. Generally stated, the position set out in the Duke decision
is that absent a sham, the legal form of a transaction cannot be
re-characterised on the basis that the substance of the transaction
results in a different economic effect.
The most significant Canadian tax case dealing with tax 		
avoidance was the Supreme Court of Canada’s (SCC) decision in
Stubart Investments Ltd. v. R. In Stubart, the taxpayer entered into a
series of loss utilisation transactions, to which the Minister of
National Revenue objected on the grounds that there was no
business purpose to the transactions. The SCC held that there is no
requirement under the Income Tax Act for a transaction to have
a business purpose. Making specific reference to the principle
enumerated in Duke, the SCC noted that if the transaction is legally
effective, there is no need to look to its economic substance. The
SCC stated as follows: “I think Lord Tomlin’s principle is far too
deeply entrenched in our tax law for the courts to reject it in the
absence of clear statutory authority”.
In 1988, just 4 years after the Stubart decision, the Ministry of
Finance enacted the general anti-avoidance rule (GAAR) in
section 245 of the Act. In general, there are three aspects to a
GAAR analysis: there must be a tax benefit, an avoidance
transaction and a misuse or abuse of the Act. In Canada, the
Supreme Court has issued numerous decisions interpreting GAAR
and it is still subject to commentary and interpretation. Interestingly,
GAAR has been informally qualified by many tax practitioners as
a “smell test”. Tax planning requires consideration of the potential
application of GAAR even when all technical tax provisions appear
to have been complied with.
CSR and socially responsible taxation in Canada
Back in 2004, KPMG had already acknowledged that there was
reputational risk involved in the formulation of tax strategies:
“Boards should recognise, when overseeing the design and
monitoring of tax strategies and policies, that contemporary debates
about governance, corporate social responsibility and ethics mean
that even legal tax-minimisation activity can generate reputational
liabilities that can destroy shareholder value”.
Critics have also observed the tendency among companies that
spend resources on CSR projects, which contribute to several social
causes yet at the same time avoid paying taxes that could have
financed those same social causes. For example, a recent article
on Apple’s financial structure criticises the fact that a community

college located near Apple’s headquarters has been suffering from
financial difficulties and that despite Apple’s connection to the
college, Apple nevertheless engages in tax avoidance transactions.
The 2013 Canadian Federal Budget, released on 22 March 2013,
stated that it had measures to combat tax evasion and aggressive
tax avoidance were among its objectives: “To help keep taxes low
and enhance the integrity of the tax system, Economic Action Plan
2013 proposes a number of measures to close tax loopholes,
address aggressive tax planning, clarify tax rules, reduce 		
international aggressive tax avoidance and tax evasion and improve
tax fairness. In addition, the Canada Revenue Agency will
implement changes to its compliance programs to improve
identification of tax evasion and to ensure that the honest and
principled Canadians who pay their fair share of tax do not face a
higher tax burden as a result of the actions of a few.”
Political leaders have also made public statements on their
dissatisfaction with common taxation practices. For example,
during his keynote address at the Davos World Economic Forum,
David Cameron, the UK Prime Minister, was unequivocal:
“Companies need to wake up and smell the coffee, because the
customers who buy from them have had enough”.
Contributed by:
Sabina Mexis, Zeifmans LLP, Canada
szm@zeifmans.ca

China
China tax planning for crossborder service transactions by
non-resident companies
Many overseas companies that are not registered as legal entities or
tax residents in China provide services to Chinese clients in
cross-border transactions. The services provided by such NonResident Companies (NRC) range from consulting and technical
services to transportation or design and construction services and
may be performed both inside and outside of China. No matter
where a NRC performs the services for a client that is located in
China, the tax implications of the transaction must be considered. In
the absence of proper tax planning for cross-border service
transactions, NRCs may have problems collecting fees from their
China-based clients or may find that they were unaware of taxes that
must be collected by China tax authorities before the client can pay
any invoiced fees. Furthermore, when the time period of a service
project or a series of related service projects performed inside China
exceeds certain limits (often 183 days), the NRC may be considered
as having a Permanent Establishment in China for Enterprise Income
Tax (EIT) purposes.
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Since implementation of the 2008 EIT law and subsequent 		
promulgation of many implementation rules and clarifications by the
State Administration of Taxation (SAT), all NRCs obtaining income
from the provision of services to clients in China have been and
remain subject to taxation on their earnings. The most common
forms of taxation applicable to these transactions include 		
Withholding Tax (WT), business tax (which is being phased out) and
more recently, Value-Added Tax (VAT), which now applies to service
transactions provided to many China locations. While EIT instead of
WT applies in those situations in which a NRC is deemed to have a
permanent establishment (PE) in China, payment of the tax is usually
accomplished through the withholding system. It should be noted
that before any payment by a Chinese client to a NRC is allowed, the
Chinese client must show evidence of any required tax payments to
the bank that handles the payment transaction.
Any NRC providing services to a Chinese client should begin the
process by negotiating and entering into a service contract with the
client. Such service contracts must specify the nature and duration of
the services, the fees charged, payment terms, deadlines and other
relevant details of the agreement. It is possible to set out fees such
that the NRC receives a net amount, whereby the Chinese client
essentially absorbs relevant taxes. However, with the exception of
VAT, taxes paid are still formally considered to be paid by the NRC
service provider and as such, the taxes paid by the client are not
tax deductible during the client’s own EIT quarterly or yearly filing
process. Most Chinese clients thus refuse to bear the 		
withholding tax burden.
Once the terms are agreed and a contract is signed, the Chinese
client must register the contract with the local tax bureau within 30
days of signing. At the time of registration of the contract, the tax
officer will usually appoint the client to act as a withholding agent
and will also instruct the client on which taxes apply, as well as
the taxable portion of the fees charged by the NRC (usually 100%
of the service fees). Any NRC that enters into a service agreement
with a Chinese client should take measures to ensure that the
client performs the registration step. Most problems that arise once
services are completed and invoices are issued to Chinese clients
are because of non-registration of contracts by the clients. Failure of
clients to register service contracts can not only cause long delays in
payments being made to the NRC, but also in severe cases, cause
the payment to be completely disallowed by local Chinese
authorities.
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In most cases, the first tax applied to a cross-border service
transaction is the WT. Such WT is usually a flat 10% rate, based on
the total service fee. If, however, the service contract demonstrates
that a portion of the fees charged are direct costs of the service
provider (for example, costs of equipment or spare parts) which are
being passed onto the client, those costs may be deductible from the
taxable portion of the fees, especially if agreed with the tax bureau
at the time of service contract registration. It should be noted that
there is no legal means of avoiding the payment of WT. Additionally,
if the Chinese client fails to withhold and pay the WT as required,
the client may face severe penalties and fines and the NRC may face
difficulties in doing any future business in China.
In the case where a NRC is deemed to have a PE in China (presence
in China longer than 183 days in most cases), the law states that the
NRC must register for EIT payment on the earnings associated with
the PE. The EIT (25% tax rate) is then paid on an actual basis if the
NRC maintains accurate accounting records in China, or if accurate
records are not maintained, the 25% EIT is based on deemed profit.
Deemed profits range from 15% to 50% of the total contract value,
depending on the service provided. In actual practice, many tax
bureaus do not allow NRCs to register for EIT filing and payment on
their own behalf. The Withholding Agent system is thus more
commonly used in these cases and the Chinese client will usually act
as the Withholding Agent for tax filing and payment purposes. For
this reason, many NRCs that are deemed PEs choose not to maintain
accurate accounting records in China (which would be visible to the
client) and thus pay 25% EIT on the deemed profit basis.
In the past, in addition to WT or EIT, NRCs that provided services
to Chinese clients were also liable for payment of business tax (BT),
usually at 5% of the service transaction value. As in the case of WT,
the client in China acted as Withholding Agent and paid the tax to
the tax bureau prior to making payment to the NRC service provider.
However, as China is now transitioning to an all VAT system, such
BT is being phased out (or has already been phased out) in many
locations. It should be noted that BT is a turnover tax for which the
service provider has the sole liability. Thus, when BT applies to a
transaction, the NRC carries the tax burden and the withholding
system is used to ensure payment.
VAT is normally borne by the end user of products and services.
Thus, inside China, a company may credit all VAT paid when buying
goods and services (Input VAT) against VAT collected when selling
goods and services (Output VAT). During a tax period, the difference

between the Input VAT and Output VAT is the total VAT liability
of the company for the tax period. VAT not only applies to service
transactions within China’s borders, but also applies to any services
that are purchased from an overseas NRC (such services are
considered to be imported services).
Therefore, in the case where a Chinese client buys services (imports
services) from a NRC, VAT shall apply to the transaction. The VAT
rate is dependent on the type of service provided (ranging from 6%
to 17%). Because the NRC typically may not be registered as a VAT
taxpayer in China, the NRC has no means by which to collect the
applicable VAT from the Chinese client and subsequently pay the tax
to the China tax bureau. Therefore, as the end user of the service,
the Chinese client should pay the applicable VAT directly to the tax
bureau as its own liability, rather than attempting to withhold the tax
from the payment that is to be made to the NRC. The Chinese client
may then credit the VAT paid as Input VAT. Unfortunately, many
Chinese clients may still be accustomed to the previous mandatory
withholding of BT on imported services and thus still attempt to
withhold the VAT from their payments to the NRC service provider.
In order to avoid any potential surprises in this regard, NRC service
providers are therefore strongly advised to clarify with their Chinese
clients how the applicable VAT shall be handled in the transaction.
While it would be impossible in a short article such as this to
describe every double taxation avoidance treaty China has with
other countries, in the cases where such treaties do exist, an NRC
that pays WT in China is usually allowed to claim a foreign tax credit
in their own country when filing corporate income tax. It should also
be noted that some treaties may offer reduced taxation from what
is described in this article. In all cases where the Chinese client in a
transaction withholds required tax from invoiced payments, the NRC
should request copies of the tax payment certificates that are issued
by the China tax bureau as evidence of the tax payment. It may
otherwise be difficult to substantiate the claim for a foreign tax credit
in the home country.
The description offered above provides a brief overview of what a
NRC service provider may expect with regards to China taxation
when transacting with a Chinese client. It is noteworthy that these
same rules apply when an overseas parent company provides
services for fees to its own China subsidiary. It shall also be noted
that the final outcomes in cross-border service transactions may
depend on many factors, including the specific locations of the
parties involved, the types of services rendered, the wording of

service contracts or agreements, the local tax bureau interpretation
of regulations as related to the service agreements and even the
Chinese client’s understanding of the transaction process or their
ability to make payments overseas in foreign currencies. For this
reason, it is strongly recommended that any NRC planning to
provide services to clients in China seek the advice of a
knowledgeable Chinese tax consultant during the initial planning
stages of the transaction.
Contributed by
Scott Heidecke and Flora Luo, Nexia TS, Shanghai, China
scott@nexiats.com.cn and floraluo@nexiats.com.cn

France
Taxation of the digital economy:
the French revolution?
Over the past few months, the French public authorities have
intensified their pressure on large digital technology companies,
with a clear willingness to tax internet giants including Google,
Amazon and Facebook. This is because taxation liabilities have
been highly disproportionate to the turnover achieved by these
companies in France.
This situation creates not only a local problem for the French
State, but one for French companies which cannot achieve such
fiscal optimisation. More widely and at a time of fiscal austerity,
most of the members of the G20, the OECD and the European
Union are confronted with the same urgency, of finding
solutions to this problem at an international level.
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In order to consider a tax system adapted to digital companies,
the French Ministry of the Economy and Finance ordered a
report on the digital tax system, made public on 18 January
2013 under the name of “Colin-Collin Report on the digital tax
system”. This dense report (200 pages) bears the name of the
authors Pierre Colin, a State councillor and Nicolas Collin, a tax
inspector.
This report offers a meticulous and striking vision of the
development of the digital economy and stresses the 		
importance of the exploitation of personal data in this business
sector. The authors note that the tools of the current tax system
do not address the characteristics of the digital economy and
that this inadequacy has enabled the companies operating within
the net economy to set up structures, often lawfully and
diverting their profits, most commonly through tax havens.
The authors of the report thus call on new fiscal rules to
address this situation, with two key proposals: a tax based on
the exploitation of personal data and a redefining of the concept
“permanent establishment”.
Context
The authors point out the fact that fiscal optimisation existed
well before the explosion of the digital economy and still exists
even for companies outside the internet sector. As an example,
the CAC40 companies (Dow Jones equivalent in France) pay on
average, 8% corporate tax while the legal rate is 33.33%.

Under a new definition of a permanent establishment, as
soon as the relevant companies have access to a territory, or a
site reflecting their level of activity and value creation, a
“permanent virtual establishment” would be created, based on
the “data from the regular and systematic follow-up of users’
activity from this territory”

Also, strategies relating to users data collection existed well
before Google and Facebook, through quizzes and loyalty cards.
Therefore, this is not something which is new, except that within
the networked digital environment, it has become automated,
systematised and industrialised, resulting in high volumes of
turnover outside the radars of the tax system, currently being
applied.

So, the share of profits attached to a State would be based on
profits stemming from the exploitation of the data provided by
the State’s users.

So, the statement used as the starting point of the report is that
“even when the digital economy surrounds the intimacy of a
billion individuals, its added value escapes us”.
The Colin-Collin Report
This document proposes first of all a thorough analysis of the
particularities of the companies within the digital sector: how
their businesses model is different from classic models, their way
of financing and finally their strategies for tax mitigation.
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The report then identifies possible strategies to return to a fair
method of taxation, through innovative proposals presented in 3
parts:
1. International level: create a legal status for a “permanent
virtual establishment” to recover the power to tax profits
realised from the territory
Firstly, the authors recommend acting at an international level,
by redefining the OECD concept of “permanent establishment”, a fundamental underlying principle on which all the
corporate tax systems of the OECD members are based. The
report suggests including in the new definition what is called
the “free work” of the users who, by supplying their personal
data, create strategic sources of revenue for the internet
companies (very often without the users’ knowledge). This
proposal rests upon the fact that the most valuable
commodity for the giants of the net is the data supplied by
the internet users (their purchases, friends, readings, consulted
pages etc.). These companies use intelligent tools to collect
and exploit this data for commercial purposes (targeted
products and advertising) and without any monetary 		
compensation.
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2. International level: create a method of taxation based on
the collection and use of French users’ personal data
As the first proposal above would not be achievable without
extensive international negotiations on the tax system within
and outside the EU, an intermediate taxation phase is
proposed. This consists of taxing the profits in France
generated by the exploitation of personal data provided by
French internet users. This method of taxation would,
however, only apply beyond a specific threshold, expressed in
terms of numbers of users, yet to be defined.
This system of taxation would levy a flat rate per followed
user, determined according to the positioning of the company
on a grid of behaviour adopted in the collection, the

monitoring and the exploitation of personal data. This
proposal is based on the concept of the “pollutant-payer”: the
idea would be to tax more to those who make a non-virtuous
use of the collected data and to favour companies respecting
the protection of personal freedoms, for example, letting users
access their own data. This taxation approach also promotes
a responsible practice for internet companies, encouraging
them to adopt a strategy of transparency and virtue. Taxation
could be established on a double declarative basis: on one
hand, under the guidance of the tax authorities, the company
would quantify, the volume of used data. The company would
also be responsible for categorising its own behaviours against
the specified criteria fixed in the grid, using external audits
performed by independent third parties.
The French government has already announced its intention
to include a new tax targeting the digital economy in the 2014
Finance Act.
3. Using the tax system to influence behaviour regarding both
research and development by digital firms and also their
financing by the financial markets
- The research tax credit should be adapted for use by the
companies of this sector
- These companies should be encouraged to adopt more
classic, market-based financing than the almost systematic
use of venture capital.
Comments
The authors, by proposing data taxation and the redefining of
the concept “permanent establishment”, are in agreement with
public authorities trying to restore their rights to receive
corporate income tax. This objective, however legitimate, might
nevertheless come up against a reality which could make its
implementation difficult and raise numerous questions:
- the idea of taxing the value creation generated by the
internet users is extremely interesting but its implementation is
poorly developed in the report: how to measure the data? how
to identify data which creates value and that which doesn’t?
and all this, without compromising private data protection? do
tax authorities really have the human and financial resources
to properly operate such controls?
- besides, fair taxation will only be possible with a vast amount
of international coordination, as much at EU level as at a
global level within the OECD framework. The major weakness
in reaching this objective is right there. It is indeed not new. In
spite of all the headline statements and actions, tax havens are
prospering and penalties are rare and low.
Conclusion
The proposals described in this report are highly interesting at a
conceptual level but are not “as is” translatable into an effective
tax model. This report is more the beginning of a crucial process
of reflection, which will have to pass into the hands of French
and international legal and tax experts to help find a practical
and acceptable method of implementation, which can then be
translated into a law.
Contributed by
Sandra Baduel, Groupe SEFICO, France
s.baduel@groupesefico.com

Germany
New German legislation on
portfolio dividends and group
taxation
Germany has recently introduced two important tax laws which
have an international aspect. The first relates to the taxation
of portfolio dividends paid to an EU resident corporation, the
second relates to the German rules concerning group taxation
for corporate tax and trade tax. The changes were due to EU
requirements.
Portfolio dividends
In the EU court decision C-284/09 of 20 October 2011, it was
decided that the German taxation of portfolio dividends to a
foreign corporation, violated the EU right of free movement of
capital. Dividends (including constructive dividends) are subject
to German withholding tax of 25%, although nationally there is
a participation exemption. Usually, a decrease of at least 10%
to 15% is granted by German national law if no further decrease
is available under the parent subsidiary directive or a tax treaty.
Whilst in those cases where withholding tax is suffered by
German corporations, the withholding tax is credited against
German corporate tax or reimbursed for foreign companies,
it becomes due and final. Thus, either reimbursement would
have also to be granted to foreign corporate entities or portfolio
dividends would have to be subject to taxation when received
by German corporate entities. The new German law states that
the German participation exemption (Sec. 8b Corporate Tax Act)
shall no longer apply to dividends where the shareholding is less
than 10% at the beginning of the calendar year. Capital gains are
not included and remain tax exempt.
The main aspects of the new rules are as follows:
• if a shareholding is acquired during the calendar year, the
acquisition is treated retroactively to the beginning of the
calendar year for purposes of the new rule. Only an 		
acquisition of at least 10% is considered; an acquisition step
by step during the calendar year is not mentioned but should
be included where the 10% threshold is passed
• the borrowing of shares to meet the 10% threshold is not
considered
• where shares are held by a partnership, it is the amount
allocated to a partner that is critical and not the total amount
owned by the partnership
• shareholdings by various companies of a group are not added
together
• the effect of this is that portfolio dividends not meeting the
criteria as outlined will be subject to corporate tax and, as
before for German corporate shareholders, to trade tax with its
unchanged but partly different rules to be observed.
Although the corporate tax rate for domestic portfolio dividends
now corresponds to the flat tax withholding for foreign corporate
entities (in both cases 15% plus solidarity surcharge), it remains
questionable whether this meets the EU requirements. The
reason is that, for domestic corporate tax, the deduction of costs
is allowed, whereas flat tax withholding is based upon the gross
amount.
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The new taxation regime applies for portfolio dividends since 1
March 2013.
Important: Regarding the withholding tax suffered on dividends
received by foreign corporations up to end of February 2013 a
refund can be claimed under certain conditions according to the
new legislation. However, this is only true for EU/EEA cases and
thus, the rules are still not in line with the EU court decision, as
the liberty of free capital movement applies also to countries
outside the EU/EEA.
Group taxation
Group taxation leads to a tax consolidation for group 		
companies in Germany. German legislation has now changed
due to EU requirements and additional requirements based on
non-discrimination rules in German tax treaties. No change
applies so far to the financial consolidation: common ownership
of more than 50% of the voting rights remains to be required.
There is also no change concerning the need for a profit and
loss pooling agreement. It has, formally, to be concluded and
executed between the controlling company and the respective
subsidiary for a period of at least five years and entered into the
Trade Register.
The changes in German law are as follows:
• parent (controlling) company: Whereas only individuals,
corporations and partnerships – the latter with trading
activities – having their place of effective management in
Germany and being wholly taxable in Germany, could form
the parent company in a tax group, this changes with effect
from 2012. Now foreign individuals, partnerships or 		
corporate entities can form the controlling company provided
they maintain a permanent establishment in Germany to
which the controlled corporation belongs. But the effect of
the tax consolidation is limited to German taxation only; the
permanent establishment effectively, not legally, acts as parent
company of the tax group. There are no rules stating how the
results of an overseas entity are allocated to such permanent
establishment, but a functional approach should be decisive.
Additionally, the income of the tax group formed in this way
has to be taxable in Germany according to national law and a
tax treaty, if applicable. This must apply in the case of
unlimited or limited corporate tax liability in Germany and
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thus there should not be any discrimination any longer
• dual resident corporations having their effective place of
management in Germany can be part of a tax group with
immediate effect. The old regulation required both the
statutory seat and the effective place of management to be in
Germany
• regarding the profit and loss pooling agreement, there are
some changes concerning improper financial statements.
Where under current law there is a presumption that the profit
and loss pooling agreement was not properly executed,
mistakes concerning the financial statements now can be
corrected without affecting it. For the agreement itself, there
is a new – formal – rule implemented concerning the wording
of the loss absorption part of the agreement which needs to be
included. Up to 31 December 2014 the correction of an
incorrect wording can be made, if necessary
• internationally, the dual consolidated loss rules have to be
considered. Under those rules, negative income of the
controlling parent and/or a controlled subsidiary cannot be
deducted for German tax purposes, to the extent that such
negative income can be deducted in a foreign country by
ether the group parent, a controlled subsidiary or another
person. There is no limitation to dual recognition of a
negative income in foreign countries outside the EU/EEA.
Thus, it is questionable whether these rules are in line with EU
law, considering the principles of the Philips Electronics
decision C-18/11 of the EU Court.
Contributed by:
Heinrich Watermeyer, DHPG, Germany
heinrich.watermeyer@dhpg.de

Hong Kong
Hong Kong based manufacturer
fighting for tax relief for assets
used in China
A recent decision by the Hong Kong Court of Appeal (on appeal
from Braitrim (Far East) Limited, Board of Review case CACV
45/2012) in favour of the Commissioner of Inland Revenue has
led to some concerns in regard to the tax deductibility of costs
of fixed assets, provided by the Hong Kong taxpayer to its
contract manufacturers, for use in China.
It has been a controversial topic as it is not uncommon for Hong
Kong based manufacturers to claim for such deductions. The
manufacturing industry has always played an important role in
Hong Kong’s success. In recent decades, most manufacturing
operations have been moved to China due to the high property
prices and labour costs in Hong Kong. Typically, import 		
processing arrangements are made where the machines,
equipment and supervision are provided by the Hong Kong side,
while the China side would supply the land and labour.
Background
Braitrim (Far East) Limited, the taxpayer, which was incorporated
in Hong Kong in 1988, carried on the business of supplying
plastic garment hangers and related packaging materials. It was a
subsidiary of a UK company which supplied plastic hangers to a
range of UK retailers.
The hangers themselves were supplied by the taxpayer and were
manufactured by a Chinese factory which was unrelated to the
taxpayer or its parent company. The hangers were
manufactured using moulds which were provided by the
taxpayer, under the guidance of the taxpayer’s staff. The moulds
were only used to manufacture hangers to be sold to the
taxpayer, for onward supply to its parent company and the
ultimate customers, the UK retailers.
In its Profits Tax returns for the years of assessment 2000/01,
2001/02 and 2002/03, the taxpayer reported assessable profits
of HKD33,457,609, HKD59,113,981 and HKD43,037,506

respectively. The taxpayer also claimed as a deductible expense
(pursuant to section 16G of the Inland Revenue Ordinance) the
expenditure on what it contended were “prescribed fixed assets”
– namely moulds used in the manufacturing process described
above – in the following respective amounts: HKD11,082,700
in 2000/01, HKD3,292,183 in 2001/02 and HKD4,270,470 in
2002/03.
The Inland Revenue department challenged the above 		
deductions on the ground that the above capital expenditure in
this case was not eligible to qualify as “prescribed fixed assets”
in accordance with section 16G. Although the taxpayer’s case
may satisfy one of the criteria of section 16G in claiming that the
expenditure was specifically and directly used for 		
manufacturing process, certain assets are defined as “excluded
fixed assets” which are outside the scope of prescribed fixed
assets under section 16G. Such excluded fixed asset means a
fixed asset in which any person holds the rights as a lessee
under a lease. The Inland Revenue department was with the
view that the expenditure incurred by the taxpayer was actually
a leased asset as the taxpayer actually owned the moulds and
provided them to the Chinese contract manufacturer for their
specific use under the guidance of the taxpayer’s staff.
The taxpayer argued that the ordinary legal meaning of the term
“lease” should be referred to as a contractual entitlement to
exclusive possession of an asset for a defined period of time. In
this case, there was obviously no such contractual agreement
with a defined period of time presented and therefore it would
not constitute a lease arrangement. However, the Court of
Appeal upheld the decision by the Board of Review that the
moulds were the subject of an arrangement under which a right
to use the moulds was granted by the taxpayer to the Chinese
contract manufacturers and thus were the subject of a lease
defined in section 2(1) of the Inland Revenue Ordinance.
According to section 2(1) of the Inland Revenue Ordinance,
“lease”, in relation to any machinery or plant, includes:
(a) any arrangement under which a right to use the machinery
or plant is granted by the owner of the machinery or plant to
another person
(b) any arrangement under which a right to use the machinery or
plant, being a right derived directly or indirectly from a right
referred to in paragraph (a), is granted by a person to another
person, but does not include a hire-purchase agreement or
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a conditional sale agreement unless, in the opinion of the
Commissioner, the right under the agreement to purchase
or obtain the property in the goods would reasonably be
expected not to be exercised.
Consequently, as the taxpayer had granted an exclusive right to
the Chinese contract manufacturer to use the moulds for
manufacturing the goods under the instruction of the 		
taxpayer, this arrangement would constitute a lease arrangement
regardless of neither a defined period of time for the granting of
exclusive rights nor a written leasing agreement being present. It
was concluded that the capital expenditure incurred in this case
was “excluded fixed assets” and the 100% tax deduction was
disallowed.
Comments
The disallowance of a tax deduction of such capital expenditure
for Hong Kong is a double-edged sword. Over recent years,
many Hong Kong based manufacturers with a similar set-up,
have been seeking clarification on this issue. However, this
recent decision by the Hong Kong Court of Appeal may
discourage the manufacturing business. The main focus of the
appeal in Braitrim (Far East) Limited’s case would be on the
definition of the term “lease” in section 16G of the Inland
Revenue Ordinance. Whether it should be defined by a general
understanding as interpreted by the taxpayer in this case or
under section 2 of the ordinance mentioned per above, would
significantly affect the tax positions of many manufacturers. As
the taxpayer is still fighting this case towards the Court of Final
Appeal, tax planners and those corporations with cross-border
operations might need to pay particular attention on the
developments of the case.
Contributed by
Vickie Fan, Fan, Chan & Co., Hong Kong
vickiefan@fanchan.com

India
Recent Indian tax developments:
General Anti-Avoidance Rules
(GAAR)
The doctrine of GAAR was first introduced in India in the Direct
Tax Code (DTC) Bill in the year 2009 as a resilient tool against
tax avoidance. The DTC was introduced to replace the current
Income tax Act, 1961 (‘Act’) with the intention to provide a
stable tax regime, remove the ambiguities in the Act and expand
the base of taxation. However, due to various provisions like
GAAR, Controlled Foreign company provisions etc., there was a
hue and cry by stakeholders across industries and accordingly a
revised draft was introduced in 2010. Subsequently, the
applicability of the DTC was deferred and since then, the
Government of India (GOI) is endeavouring to unify the Act
with the proposed DTC. One of the most significant steps in this
direction was the introduction of GAAR in 2012 under the Act.
However, GAAR was perceived as being extremely stringent
and draconian and thus, the GOI in a move to soothe the frayed
nerves of investors and businessmen, constituted an Expert
Committee (EC) on GAAR to set out a roadmap for
implementation of GAAR and provide greater clarity. 		
Accordingly, the EC submitted a report comprising of some very
important recommendations, of which most were accepted by
the GOI in January 2013 with some modifications as set out in a
press release.
Given this backdrop, the expectations from the Finance Bill 2013
(‘Bill’) were sky high and also a populist budget was expected in
view of the political scenario in the country.
Some of the key proposals in the Bill with respect to GAAR
vis-a-vis the erstwhile provisions under the Act have been
summarised in the following paragraphs:
1. Deferment of GAAR to tax year 2015-2016
Under the current provisions, GAAR was to be effective from
Indian tax year commencing 1 April 2013.
The most notable proposal in this year’s bill is to defer the
implementation of GAAR by two years and now it is proposed
to be introduced from tax year commencing 1 April 2015.
2. Main purpose test
Under the current provisions, GAAR was applicable to an
Impermissible Avoidance Arrangement (IAA) where the main
purpose or one of the main purposes was to obtain a tax
benefit. However, the Bill amended the said clause to apply
GAAR in case of an IAA, only where the main purpose is to
obtain tax benefit.
3. Approving panel
The constitution of the Approving Panel for determining the
applicability of GAAR, as introduced by Finance Act 2012
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comprised of no less than three members being:
- income tax authorities not below the rank of Commissioner
- an officer of the Indian Legal Service not below the rank of
Joint Secretary to the Government of India.
The Bill proposes to amend the constitution of the Approving
Panel to lend more credibility to the panel, which is now as
follows:
- a present or retired judge of a High Court as the Chairman
- one member from the Indian Revenue services not below
the rank of Chief Commissioner of Income tax
- one member shall be academic or scholar who will have
special knowledge of direct taxes, business accounts and 		
international trade practices.
Our comments
The most surprising fact was that while a few of the major
recommendations of the EC were accepted by the GOI in
January 2013, it was not included in the Bill. The following are
the major ones which, though accepted/partially accepted by
GOI in the press release, were not included in the Bill:
• grandfathering of investments existing on or before 30
August 2010 (ie the date on which the Direct Tax Code bill
was first introduced)
• monetary threshold of INR3 Crore of tax benefit in the
arrangement to invoke GAAR
• GAAR provisions not to apply to Foreign Institutional Investors
(FIIs) who do not obtain any benefit under tax treaty and to
non-resident investors in FIIs
• in cases where both GAAR and Specified Anti-Avoidance
Rules are applicable, only one of them shall prevail
• the tax consequences of IAA to be such that the same income
is not taxed twice in the hands of the same tax payer in the
same or different tax years.
Way forward
The decision of GOI to defer the implementation of GAAR to
tax year 2015-16 is in our view a message from the Indian
Government to the tax payers to gear up for GAAR, by revisiting
their existing structures or transactions or arrangements and be
prepared for what lies ahead.
It would be important for businesses to do a health check from
a GAAR perspective. In our view, the following would be the
key aspects which may need to be revisited and/or need to be

considered before 1 April 2015:
• group structures - to determine whether there is a need for
restructuring operations, evaluate whether future income
streams arising from them could be challenged by any of the
several clauses of GAAR
• inter-company agreements/arrangements/agreements for tax
efficient supply chain management - to ensure that they are
commercially justifiable
• transactions in the nature of investment/other commercial
transactions – to ensure commercial substance
• retain robust documentation to substantiate the business
rationale of the transactions and also the business operations
of the entities involved
• in cases of an umbrella contract, attribution of value to each
independent component of the contract needs to be 		
undertaken having regard to commercial justification
• compliance with the Limitation of Benefit clause in certain tax
treaties may not be sufficient to escape GAAR and to
determine how to ring fence
• mode of financing including financing of assets
• mode of repatriation of profits to entities in India/outside India
• the sequence/timing of arrangements
• whether income received from India is earned by beneficial
owners
• unwinding of structures in the most tax efficient manner could
attract GAAR
• approaching the Authority for Advance Rulings to obtain
upfront certainty on the whether GAAR would be invoked
Overall the amendments in the Bill have left foreign investors
high and dry. Non acceptance of some of the key proposals of
the EC on GAAR may have created apprehension in the minds
of foreign investors. In order to win the confidence of the foreign
investors, we hope that GOI shall at least consider the 		
recommendations of the committee already accepted by them
but not included in the Bill, at the time GAAR is actually
implemented. However, for now, it’s “wait and watch” for
investors.
Contributed by
Sudhir Nayak, SKP, India
sudhir.nayak@skparekh.com
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Singapore
Significant tax measures in
Budget 2013
The Deputy Prime Minister and Minister for Finance, 		
Mr Tharman Shanmugaratnam, delivered the 2013 budget on 25
February 2013. We discuss below three of the significant tax
measures that have been announced.
Corporate income tax rebate
To help companies cope with rising business costs, a corporate
income tax rebate will be granted to all companies from Years of
Assessment (YAs) 2013 to YA 2015. The rebate is 30% of the
corporate income tax payable capped at SGD30,000 for each
YA. It is given to all companies, including business trusts,
companies that are not tax resident in Singapore and companies
that receive income taxed at a concessionary tax rate. The rebate
will not apply to the amount of income derived by a non-resident
company that is subject to a final withholding tax. This will
substantially reduce the effective tax rates of profitable 		
companies for the next three years. Companies that pay no or
minimal taxes will either not benefit or benefit marginally.
Wage Credit Scheme
The Wage Credit Scheme (WCS) is part of the 3-Year Transition
Support Package introduced in Budget 2013. Under the WCS,
the Government will co-fund 40% of wage increases given to
Singaporean employees earning a gross monthly wage of up to
SGD4,000. WCS covers wage increases that are given in 2013 to
2015. Although this WCS is taxable, the co-funding should
encourage employers who have benefitted from productivity
gains, to share these results with their employees.
To qualify for co-funding in the calendar year 2013, the 		
employees must be:
• a Singapore Citizen
• earn a gross monthly wage of less than SGD4,000
• employed for at least three months in 2012
• on the employer’s payroll for at least 3 months in 2013 (ie
employer must have paid employee CPF contributions for at
least three months in 2013).
All employers will automatically be covered under WCS except
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government-related entities and entities not registered in
Singapore.
Productivity and Innovation Credit (PIC) enhancements
First introduced in Budget 2010 and enhanced in Budgets 2011
and 2012, an unprecedented 400% tax deduction or allowance
and/or 60% cash payout are up for grabs for businesses which
invest in the following six qualifying PIC activities for the YAs
2011 to 2015:
• acquisition/leasing of prescribed automation equipment
• acquisition of intellectual property rights (IPR)
• registration of IPR
• research and development (R&D)
• training
• design.
To appreciate the proposed changes, it may be timely to take
stock of the tax incentives already provided by this scheme prior
to the 2013 budget.
Enhanced tax deduction or allowance
The scheme confers a 400% enhanced tax deduction or
allowance for the first SGD400,000 of qualifying expenses
incurred on each of the six qualifying activities. A combined
expenditure cap of SGD1,200,000 applies for each of the
qualifying activities for the YAs 2013, 2014 and 2015.
PIC cash payout option
In lieu of an enhanced tax deduction or allowance, businesses
can opt to receive a non-taxable cash payout in respect of the
first SGD100,000 of qualifying expenditure for each YA. For
each of the YAs 2013, 2014 and 2015, the cash payout rate is
60%. As such, the maximum cash payout in each of these YAs is
SGD60,000. If the cash payout option is exercised in respect of
any qualifying expenditure, no tax deduction or allowance shall
be granted in respect of the expenditure.
Businesses eligible to apply for the cash payout are 		
sole-proprietorships, partnerships, companies (including
registered business trusts) that have:
• active business operations in Singapore
• at least 3 local employees (Singapore citizens or Singapore
permanent residents with CPF contributions) excluding
sole-proprietors, partners under contract for service and
shareholders who are directors of the company.

PIC tax deferral option
The PIC scheme also provides a tax deferral option under which
businesses can defer paying their tax for the current YA if they
have incurred PIC qualifying expenditure in the current financial
year. This option is available for deferring tax payable for the YAs
2011 to 2014 based on the qualifying PIC expenditure incurred
in the corresponding financial years 2011 to 2014. The amount
of tax that can be deferred is subject to the cap of SGD100,000
and is the lower of:
• the tax payable assessed for the current YA
• the qualifying PIC expenditure incurred in the current financial
year.
The tax payable can be deferred up to the time that the first
assessment for following YA is raised.
New Budget 2013 initiatives
In addition to these existing PIC benefits, a new PIC bonus
has been introduced in the latest budget. The PIC bonus is a
taxable dollar-for-dollar cash bonus provided to businesses
spending at least SGD5,000 in expenditure qualifying for PIC
under the existing PIC scheme from YA 2013 to YA 2015. The
maximum amount of the PIC bonus from YA 2013 to YA 2015 is
SGD15,000.
The scope of the existing PIC scheme has also been enhanced to
include expenditure on in-licensing of intellectual property from
YA 2013 to YA 2015.
Lastly, the criteria for automation equipment qualifying for
PIC have been substantially relaxed. Businesses that invest in
equipment that are not in the approved list, but which serve to
automate or mechanise their business processes and enhance
productivity may apply to have their equipment approved for PIC
on a case-by-case basis, if they satisfy the following conditions:
• the equipment automates or mechanises the work processes of
the business
• the equipment enhances productivity of the business (for
example, in terms of reduced man-hours, more output or
improved work processes)
• if the equipment is a basic tool used in the business, it has to
increase productivity compared to existing equipment used in
the business; or it has not been used in the business before.
These new initiatives will further spur growth in productivity for
all sectors of the Singapore economy. Smaller businesses which
have yet to embark on improvements in productivity and
innovation should be enticed to jump on the productivity
bandwagon.
Contributed by
Simon Poh, Nexia TS Tax Services, Singapore
simonpoh@nexiats.com.sg

		

Singapore
Application of Singapore’s
anti-avoidance provision
The case of AQQ v CIT was an important case in Singapore tax
law, for the valuable guidance it provides in relation to the
applicability of Singapore’s anti-avoidance rule - section 33 of
the Singapore Income Tax Act (SITA). The judgment clarifies
how to read and apply section 33, ie whether to take an
objective or subjective approach in considering whether the
arrangement falls into section 33 and how, in the eyes of the
court, to determine whether an arrangement is bona fide. The
High Court found that while the financing arrangement put in
place by the taxpayer did fall foul of section 33, the taxpayer’s
appeal was allowed on the grounds that the Revenue did not
challenge the judgement appropriately using its administrative
powers.
Brief background
Prior to 1 January 2003, Singapore had in force the full 		
imputation system for the taxation of dividends further to
section 44 of the Income Tax Act (the “Act”). Under this
system, the tax paid on a company’s profits was passed to
shareholders upon distribution of profits as dividends which
are then taxable. The corporate tax paid on the dividends was
imputed to the shareholders who were then able to claim a
tax credit. On 1 January 2003, the full imputation system was
replaced with a one-tier corporate tax system. Companies
were given the option to stay on the imputation system for a
transitional period ending 31 December 2007, paying franked
dividends which continued to carry tax credits (“section 44
accounts”). However, as a result of the change, many 		
companies had unused franking credits which would be lost a
result of the change.
At the time of the proposed change, N Singapore presented a
discussion paper entitled “Fixed Rate Notes Financing 		
Structure” (“Discussion Paper”) to B, a listed Malaysian
company, setting out its proposal for an arrangement whereby
B could utilise the unused franking credits. B was the ultimate
holding company of its subsidiaries namely: C, D, E, G and H
(“subsidiaries”).
In 2003, the group decided to restructure its holding structure.
For this purpose, in May 2003, AQQ (the “taxpayer”) was
established as an intermediary holding company to hold D, F,
G and J.
In connection with the contemplated restructuring which
involved the acquisition of the relevant subsidiaries, a
Singapore branch of a foreign bank (“N Singapore”) was
involved as the financer to the whole arrangement (the
“Financing Arrangement”).
The Financing Arrangement can be described as follows:
AQQ would take a loan from N Singapore to purchase 		
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subsidiaries in a listed Malaysian group. The funds raised from
the disposal would be used by C to purchase the loan notes from
N Singapore through N Mauritius.

As a result of the arrangement, AQQ was able take an 		
interest deduction on the subscription of the loan notes which
was claimed against dividends paid by subsidiaries that it had
purchased. Under the imputation system in Singapore, a tax
refund of SGD13.6 million was due to AQQ.
After an assessment of the relevant year’s tax returns, the
Comptroller of Income Tax (CIT) treated the entire financing
arrangement as a tax avoidance scheme. In light of this, the CIT
exercised his powers under section 33 of the ITA to disregard
both the dividend income and interest expenses reported in
its tax return. As a result, AQQ should not be entitled to tax
refunds.
The ITBR agreed with the view adopted by the CIT and upheld
the applicability of section 33. The matter was then appealed at
the High Court. While the judgment was against the CIT on
account of a administrative error by the CIT, the facets and
analysis of the matter throw light on how the applicability of
section 33 has to be considered and on what account the
taxpayer would have been caught under the provisions of
section 33, had the administrative error not been made.
Salient points from the High Court Decision
Singapore’s anti-avoidance rule is governed by section 33 of the
SITA.
Section 33(1) provides for three instances whereby an 		
arrangement could be caught under the anti-avoidance rule. This
includes altering the incidence of any tax payable, relieving any
person from any liability to pay tax or avoiding any tax liability
imposed under the law.
Section 33(3) provides an exception to this rule whereby if the
arrangement is carried out for bona fide commercial reasons
and does not have as one of its main purposes, the avoidance or
reduction of tax.
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Implementation of section 33
The High Court judgement stated that where applying section
33, it should follow these steps:
(a) first determine whether the arrangement concerned falls
within any of the three limbs in section 33(1) by using an
objective approach without reference to the motives of the
parties involved
(b) if it does, it must be determined whether the statutory
exceptions in section 33(3) apply to the arrangement in
question – it was carried out with bona fide commercial
reasons and tax avoidance was not one of its main 		
purposes. A subjective test is to be applied in determining
the taxpayer’s intention for entering into the arrangement, in
this context
(c) if the statutory exceptions do not apply, the Comptroller is
entitled to exercise his powers under section 33(1).
Section 33(1) [Purchase or effect of reducing or avoiding tax
chargeable]
The High Court decided that the Financing Arrangement at least
fell within section 33(1)(c) based on an objective factual
analysis. Through the financing arrangement, AQQ had claimed
an interest deduction against the dividend income. The financing
arrangement thus had the purpose or effect of reducing or
avoiding the tax chargeable on the dividend income.
Section 33(3) [carried out for “bona fide commercial reasons”]
The High Court concluded that the arrangement was not carried
out with bona fide commercial reasons and tax avoidance was
one of its main purposes through looking at the following facts
with regards to the subjective reasons for the arrangement:
• the consideration paid for the subsidiaries was much greater
than their Net Asset value
• there was no justification for the interest rate charged on the
notes
• there was no commercial justification why B and D did not
extend loans to AQQ directly instead of through the financing
arrangement
• N Bank did not take any credit risk and no real loan was made
to AQQ as the entire transaction was carried out on the same
day
• the duration of the notes coincided with the expiry of the full
imputation system in order to utilise the unused imputation
credits.
Is the Comptroller entitled to exercise his powers under
section 33(1)?
The court found that the Comptroller had not exercised his
powers under section 33(1) fairly and reasonably when he
disregarded both the dividend income and the interest expenses.
For this reason, the court allowed AQQ’s appeal.
Conclusion
The High Court decision sets out the application of the 		
principles in section 33, in practice and what taxpayers need to
consider when carrying out tax planning. Although the CIT may
have lost this case, he may have gained more as the subjective
test described in section 33(3)(b) is a wide concept which can
catch future tax avoidance transactions.

The Comptroller has appealed against the High Court’s decision
and it will be interesting to see how the case will develop at the
Court of Appeal.
Contributed by
Sanjay Iyer, the Iyer Practice, Singapore
sanjay@iyerpractice.com
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FATCA update:
Recent developments
The Foreign Account Tax Compliance Act (FATCA) was passed
as part of the HIRE Act in 2010. FATCA is intended to combat tax
evasion by U.S. persons by obtaining information about foreign
financial institutions’ U.S. account holders. The law requires 30%
withholding on certain payments to Foreign Financial Institutions
(FFIs) unless the FFIs enter into disclosure compliance agreements
with the IRS which would require the FFIs to perform due
diligence to discover accounts held by U.S. persons or U.S.owned foreign entities and report them to the IRS, as well as
to withhold on payments to accounts of persons who refuse to
provide the requested information. The definition of FFI is broad
and covers not only banks and insurance companies but also
investment funds. Unlike most withholding tax regimes, FATCA is
not intended to collect tax, but rather to collect information.
There have been several important developments since
proposed regulations were issued in February 2012:
(1) final regulations were released in January 2013
(2) The U.S. has entered into Intergovernmental Agreements
(IGAs) with Denmark, Ireland, Mexico, Switzerland and the
UK, and is negotiating or has initialled IGAs with many other
countries, including the Cayman Islands
(3) some draft compliance forms have been released, although
final forms are still forthcoming.
Final FATCA regulations
The final regulations provide for phased in timelines to complete
due diligence, reporting and withholding over a transition

period in order to allow FFIs to develop the necessary systems
to accomplish compliance. The substantive requirements
applicable to an FFI under an FFI agreement with the IRS are
explained in the regulations and include procedural 		
requirements for when an FFI is legally prohibited from
reporting or withholding, as required in the agreement under
local law. The effective date of FFI agreements for participating
FFIs is delayed until 31 December 2013 in order to better align
with IGA timelines.
The regulations allow withholding agents to rely on 		
withholding certificates, when establishing the FATCA status of
payees without obtaining additional documentary evidence in
most cases and expands the types of documentation 		
withholding agents may rely on regarding offshore obligations.
Categories of payments exempt from withholding are clarified
and relief is provided for payments with respect to certain
grandfathered obligations and certain payments made by
non-financial entities. Withholding agents are not required to
withhold on payments until 1 January 2014, or until 1 January
2015, for payments on preexisting obligations to payees who are
not prima facie FFIs. Withholding will not be required on foreign
pass-through payments until at least 2017.
Passive entities which are not professionally managed will not
be considered FFIs under the new regulations. The categories of
FFIs that are deemed compliant with FATCA, without the need
to enter into agreements with the IRS, are expanded.
Details on the interaction of the regulations with IGAs are also
provided in the final regulations.
Intergovernmental Agreements (IGAs)
To date, the U.S. has signed IGAs based on the Model I
Reciprocal agreement with Denmark, Ireland, Mexico, and the
UK. These agreements generally provide for reporting to local
jurisdiction tax authorities rather than directly to the IRS, who
would then share the information with the U.S. Switzerland has
signed an IGA based on the Model II agreement, under which
reports would be made by FFIs directly to the IRS. IGAs with
Germany, Italy, Norway, and Spain have been initialled and are
awaiting final ratification. Negotiations are nearing completion
with Canada, Finland, France, Guernsey, the Isle of Man, Japan,
Jersey, and the Netherlands, while negotiations are ongoing with
numerous other nations, including the Cayman Islands. IGAs
will play an increasingly important role in future FATCA
compliance, particularly when the Cayman Islands agreement
goes into effect.
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Forms
Draft withholding certificate forms (W-8BEN) were released
last year and are significantly more involved than the current
W-8BEN. Final W-8BENs are still pending; when these forms
become final, they will render existing W-8BENs
ineffective, subject to transitional rules. A draft revised form
1042-S, “Foreign Person’s U.S. Source Income Subject to
Withholding” was released on 4 April 2013. In addition to
information reported on the current form 1042-S, the draft form
requires recipients’ dates of birth and Global
Intermediary Identification Numbers (GIINs), and includes new
lines for amounts withheld under FATCA. Instructions for the
draft form have not yet been released. A Draft FFI registration
form (form 8957) was released on 5 April 2013, however, the
IRS cautions that the draft form should not be used by FFIs to
register for GIINs. Instead, FFIs should use the IRS online portal,
expected to be available in July. Alternatively, FFIs may register
using the final form 8957 when it becomes available.
Contributed by
Jim Wall, CohnReznick, USA
james.wall@cohnreznick.com
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