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Understanding China’s tax treaties and
withholding taxes
Dealing with withholding taxes in transactions with
Chinese companies can be a major challenge.
When foreign companies are trying to plan for or deal
with withholding taxes in their transactions with Chinese
entities without any conditions or exceptions, the
withholding tax will be withheld from any payments
made by Chinese entities to foreign entities. The default
withholding tax rate on these transactions is 10%, but the
rates can vary from the default when a Double Taxation Avoidance Treaty (DTAT) is in
place between China and the income recipient’s country. More complicated than this is
how withholding taxes may apply to service transactions in which the foreign entity
provides chargeable services to a Chinese entity.
Chinese withholding tax
While it is common for overseas non-resident companies (NRCs) to provide services to
Chinese clients or their own subsidiaries in China, it is often unpredictable as to
whether Chinese withholding tax applies, and if it does apply, which factors would
determine both the tax basis and tax rates. China’s local in-charge tax authorities
consider each case and each transaction on its own merits, based on the final
documentation that is submitted for transaction tax clearance. No absolute certainty
regarding applicable taxes and tax rates is obtainable until tax officials have reviewed
the tax clearance documentation and made their decision. Having said that, it is
possible to provide the general practice framework within which taxes are assessed on
the service activities of NRCs.
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The application of DTATs
China’s 2008 Enterprise Income Tax (EIT) law states that 10% withholding tax or 25%
EIT applies to any transaction in which a NRC provides services to a Chinese entity.
However, China has DTATs in place with nearly 100 countries and territories, and most
of the treaties invoke the concept of permanent establishment (PE) to determine
whether EIT or withholding tax (WT) is applicable to the activities of a NRC in China
(and vice versa). Even though the EIT law allows for a NRC to file EIT on an actual
basis, it is rarely done. Chinese tax authorities almost always insist that taxes (either WT
or EIT) be withheld from the payment made by the China-based service recipient. As
explained below, there are differences in the tax outcome when EIT is withheld rather
than WT.
In addition to the fixed location, construction site or assembly site criteria for PE
creation, most DTATs also define a PE as “the furnishing of services, including
consultancy services, by [a NRC] through its employees or other personnel, when the
same or connected project continues for a period (or periods) aggregating more than
six months within any 12-month period.” While this definition appears straightforward
enough, the China State Administration of Taxation (SAT) interpretations and usual incharge tax bureau practices play the most significant roles in determining when and
how WT or EIT applies.
Three DTAT factors
Firstly, the SAT interprets "employees or other personnel" as being either direct
employees of the NRC, or any other individuals controlled by and/or receiving
instructions from the NRC. Even if the NRC has no employees present in China, use of
a subcontractor located in China may constitute formation of a PE by the NRC.
Furthermore, in counting the six months, presence of a NRC “employee or other
personnel” in China for even one day during a given month is counted as a full month.
Although this counting method was officially invalidated in 2011, no new method has
been introduced to replace it, so most local in-charge tax authorities still continue to
count months by this method. This is clearly a trap into which many NRCs unwittingly
fall.
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Secondly, the SAT interprets the idea of NRC “connected projects” as having any one
of the following characteristics.
1.

The individual projects are covered by a single master contract

2.

The projects are covered by different contracts, but are concluded with the same
or a related party

3.

The projects are covered by different contracts where the execution of one
project is a prerequisite to another

4.

The projects are covered by different contracts but the nature of the work is the
same

5.

The services under different projects or contracts are performed by the same
people

If any one of these conditions exists, the service is considered to be a connected
project and the NRC will have created a PE in China. Again, many NRCs fall into this
category without knowing it.
A third DTAT factor that in-charge tax authorities consider in determining whether EIT
or WT applies to a service transaction, is the nature of the profits related to the service
provision by the NRC. If a tax official decides that the profits are “business profits” as
outlined in Article 7 of most DTATs, EIT will apply if the NRC is determined to have a
PE. In most cases, the authorities then require that the service recipient in China acts as
a withholding agent to ensure that EIT is withheld from payment to the NRC. The most
common method of assessing the EIT that should be withheld is a “deemed profit”
method, which uses a “deemed profit rate” (DPR) as a percentage of the total service
fee to calculate the taxable income. The minimum DPR is 15% and may be as high as
50%. The tax withheld is then 25% of this taxable income.
Just as likely, and often even in cases where no PE is determined to exist, in-charge tax
authorities may invoke another provision of most DTATs, which provides for an illdefined “other income” category that is subject to 10% WT, based on 100% of the
service fees charged. This treatment is very common when NRCs charge “management
fees” or similar service fees to their subsidiaries or related parties in China. It is
sometimes used in the same way even if the service recipient is not a related party.
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Making the most of the benefits
It should be noted that in addition to the frequently inconsistent or confusing practices
used by Chinese tax officials, benefits under DTATs are not automatic. The NRC service
provider has sole responsibility to file an application for DTAT benefits and to provide
evidence of DTAT applicability. Many NRCs are either unaware of this or have no
representative in China to assist in the process. Chinese service recipients (if not related
to the NRC) usually have no interest in assisting their NRC service providers in this
process. Therefore many NRCs pay tax (or higher tax) where terms of a DTAT may
otherwise offer protection. Any NRC planning to provide services in China, or working
through unexpected withholding tax in a payment receipt, should seek the assistance
of a Chinese tax professional to apply for and discuss potential DTAT benefits with the
appropriate tax bureau, on the NRC’s behalf.
For more information, contact:
Scott Heidecke
Nexia TS, China
T +86 156 1833 1281
E scott@nexiats.com.cn
Flora Luo
Nexia TS, China
T +86 21 6390 6000 (ext. 207)
E floraluo@nexiats.com.cn
www.nexiats.com.cn
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India moves closer to Goods and
Services Tax

The long-awaited tax reform aimed at
boosting economic growth and making
India an easier place to do business looks
set to become a reality.
A single Goods and Services Tax (GST) is
India’s most keenly-awaited indirect tax
reform. Since the newly elected
Government assumed power in May 2014, work towards the introduction of GST has
gained considerable momentum.
GST will streamline the country’s tax regime by consolidating a large number of
indirect taxes imposed on transactions of goods and services at the central and state
levels. These include customs duty, central excise duty, service treformax, state VAT and
luxury tax, but exclude customs duty on imports. The reform is due to be rolled out by
1 April 2016.
Benefits of the new regime
GST will remove inter-state barriers and create a common national market. Being a
simple tax on the value added at each stage of the production of goods or provision
of services, it will eliminate the current system of cascading taxes and lower the tax
burden for the final consumer. By setting-off input taxes in full, GST will help reduce
the cost of manufactured goods and increase the competitiveness of exports as well. A
more uniform, efficient and transparent tax structure, is expected to result in a wider
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tax base, reduce compliance costs and lead to higher tax collections. As a result, it is
hoped that GST will boost India’s economic growth.
With foreign investments into India increasing, international investors are also keen on
the long-awaited GST. The World Bank’s latest India Development Update (October
2014) cites the implementation of GST, combined with the dismantling of inter-state
checkpoints, as the most crucial reform needed to improve India’s manufacturing
competitiveness. The new tax will also support the Government’s ‘Make in India’
campaign aimed at making the country an attractive manufacturing destination for
global businesses. [See Nexia Global Insight, October 2014]
Implementation plan
India proposes to implement a ‘dual GST’ with a Central GST (CGST) levied by the
Central Government and State GST (SGST) levied by the States. Until now, the intention
was to introduce GST at central and state levels simultaneously. However, based on the
latest discussions, it appears that the Government may first consolidate indirect taxes
at the central level by implementing CGST, followed by the States introducing SGST.
This two-step implementation should make it easier for State governments to move to
SGST with an understanding of the challenges faced at the central level. The
Government has also proposed introducing place of supply rules in order to meet the
objective of shifting to a destination-based tax from the current origin-based tax.
Overcoming the hurdles
Although GST will greatly simplify India’s current indirect tax regime, there have been
several hurdles in its implementation, the main one being the requirement for a
constitutional amendment. The mechanism required for effectively administering GST is
also likely to take a while to evolve.
A lack of consensus between the Central Government and the States over the design
of GST and potential revenue losses has been a significant issue. Some States have
raised concerns over the possible dilution of their fiscal powers and potential
encroachment of their tax base by the Central Government. However, the Central
Government has offered some reassurance to concerned State finance ministers by
expressing its willingness to compensate States for their losses as far as possible.
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Key for business
The implementation of GST will have a substantial impact on various key aspects of
business, including finance and administration, sales and marketing, procurement,
supply chain, working capital, cash flow and information technology. As a result, it is
essential that businesses review the impact of GST on these areas to help prepare for
implementation.
With significant progress being made since the 2014 general elections, the GST engine
has restarted and it seems increasingly likely that it will become a reality in April 2016.
This will be a major milestone in indirect tax reforms that will make doing business in
India easier.
For more information, contact:
Pratik Shah
SKP, India
T +91 22 6617 8100
E pratik.shah@skpgroup.com
www.skpgroup.com
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$50bn rebuild of Christchurch New Zealand underway
The New Zealand economy, led by the
Christchurch rebuild, has been described
as the ‘rock-star’ economy of the
developed markets.
In February 2011, the city of Christchurch
in New Zealand was devastated by a
magnitude 6.3 earthquake, leveling much
of the central business district and killing
185 people in one of the deadliest peacetime disasters in the country’s history. Nearly
four years on, the city is starting to heal and rebuild and the opportunities to do
business in Christchurch are huge. So is it too late to take advantage of the rebuild
opportunities?
Growth opportunities
There are phenomenal areas of growth throughout the Christchurch rebuild. These
include manufacturing, construction (commercial and residential), trades, professional
services, infrastructure, arts and entertainment, education, health, aged-care and
government sectors.
The Canterbury Earthquake Authority (CERA), together with local Māori and the city
council, has spent the last four years developing the Christchurch Central Recovery
Plan, a living document outlining the vision for this new city: “to be vibrant and wellformed, to attract people to live, work, play, learn, stay and invest”. As well as the
generation of new business in the heart of Christchurch the Recovery Plan outlines no
less than 17 anchor projects that are central to the rebuild, such as a Performing Arts
Precinct, Justice and Emergency Services Precinct, Metro Sports Facility and a state-of11

the-art Convention Centre – on top of the dire need for residential reconstruction.
Investors are not only welcome but crucial to the genesis of these keystone projects
and as this disaster was one of the most well-insured of all time (up to 80% of all
damage was covered) the New Zealand Government has indicated that NZ$50bn worth
of development will be invested in business growth and infrastructure – an
unparalleled opportunity for both international and local investors.
The challenges
According to London-based economics research firm Capital Economics reconstruction
spending is not expected to peak until 2017. However, while this is encouraging to
many, international businesses shouldn’t go it alone when investing in the rebuild of
Christchurch and the Canterbury region. There are risks, costs and competition
consequences to consider.
Businesses need timely information, local advice, relationships and networks to enable
them to invest in this beautiful but broken city, without having to face unnecessary red
tape.
Existing businesses need all the help they can get but so too do businesses coming to
Christchurch for the new growth opportunities.
For more information, contact:
Graham Russell
Marriotts, New Zealand
T +64 3 379 0829
E graham@marriotts.co.nz
www.marriotts.co.nz
www.ccdu.govt.nz/the-plan
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Getting out of the bank’s shadow – alternative financing sources for
your company
The emergence of private debt placements provides an alternative to bank borrowing
for companies without access to the capital markets and is set to bring major changes
to the European refinancing system.

Bankers retreating
The amount of credit available to non-finance sector companies in the eurozone has
fallen by 10% to €4.3trn since the global financial crisis. Although demand for credit
decreased due to the economic downturn after the mortgage and Lehman crises, the
euro crisis is the main factor on the supply side.
At the same time, the requirements of Basel III are forcing banks to either increase
their capital base and/or to dilute their risk positions. The banks have been suffering
from a significant loss of confidence, which has substantially increased their refinancing
costs. All this has meant that financial institutions have been making huge cuts in their
balance sheets and therefore reducing their supply of credit. This so-called bank
deleveraging trend is still in full swing and will have far-reaching consequences in
Europe, particularly for companies without direct access to the capital markets.
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Strong dependence on banks in Europe
European corporations have traditionally relied on bank finance, with the banks’ share
of corporate finance representing around 80% of external third party finance. This
contrasts to the situation in the US where finance by bond issue (around 80%) is
preferred over bank credit. The credit shortage presents a huge challenge to European
corporations, potentially jeopardising future investment in growth.
According to data from the European Central Bank (ECB) there are already signs of a
trend away from a bank-oriented system in Europe, in the direction of the capital
markets. Between 2009 and 2013 the volume of bank credit decreased in terms of
European GDP by 7.4%, while bond volumes rose by 2.4%.
Bonds – an alternative for the privileged few
Research by Deutsche Bank shows that finance through bond issue is still only a
privilege enjoyed by large corporations. High issue costs and reporting duties mean
that bond issue is only viable for corporations with volume above around €50m. This is
an insurmountable hurdle for most SMEs in Europe, which represent 99% of all
companies and around two-thirds of total employees.
SME financing left behind?
Where does this leave SMEs that cannot access the capital markets? Most face tight
bank lending conditions. Access to finance was the second most frequently cited
problem for SMEs in the 2013 ECB opinion survey.
The trend in the volume of unsecured credit to SMEs is a good indicator of bank
lending policy. Analysis of credit volumes since 2009 by size of company and business
sector in Switzerland, for example, clearly shows a negative trend. From June 2009 to
2014, the volume of unsecured credit utilised by companies with up to nine staff from
Cantonal banks fell by 37% to CHF6.1bn and from the large banks by 33% to
CHF28.2bn. An analysis by business sector reveals that the retreat of the banks
particularly affected the manufacturing sector, with a drop of 21%.
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In a 2012 SECO survey, 52% of the SMEs polled felt that in general credit conditions
were worse than 12 months ago. The equivalent figure in the 2010 survey was
only one-third. The research shows a change in sources of funding in full swing, with
banks losing market share.
Getting out of the bank’s shadow – alternative sources of funding
Alternatives to bank borrowing and market-listed bond instruments already exist in the
form of private debt placements with medium to long-term durations.
This poses two major questions:
•

who are these new lenders, often referred to as shadow banks, jumping in where
the banks are slowly retreating?

•

what can shadow banks do better than ordinary banks?

Shadow banks consist of financial intermediaries with access to investment capital,
which is not subject to the strict regulations and requirements of the banking industry.
This circle of capital providers includes institutional investors such as life insurers,
pension funds, hedge funds and private debt funds.
According to ratings agency Moody’s, up to July 2014 over 60 new private debt funds
in Europe had provided a total of US$33bn in capital and this upward trend continues.
Limited access to bank funding for SMEs has made corporate lending an extremely
attractive investment avenue for investors due to the very low credit-default
probabilities of SMEs in certain countries in Europe, such as Switzerland. In addition,
the low correlation between private loan placements and the bond and stock markets
means that this low-risk investment category offers enhanced diversification and thus
an improved risk-return structure for an investor's portfolio. These positive investment
characteristics mean that investors are often willing to accept the lack of liquidity in
such placements.
New funding models
Market regulators, as well as institutional investors, have welcomed this diversification
of investment channels. However European private placement markets have a long way
to go to catch up with the US however. Private placements have long been an
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established source of alternative funding in the US, with a market volume of US$54bn
in 2013. European corporations account for roughly a quarter of this.
The growing private placement market has been the subject of a number of recent
reports, including those by the European Commission, the Bank of France and a special
task force set up in the UK. An International Capital Market Association (ICMA) working
group published best practice guidance for the pan-European private placement
market in 2014.
The greatest handicap in the private debt market for European institutional investors is
the lack of ratings for medium-sized corporations and of transparency in the SME
market. New business models are required in order to overcome these handicaps. Early
co-operation between shadow banks and traditional banks – for example BlueBay Asset
Management has announced co-operation with Barclays and AXA is working with
Société Générale – show that the private placement trend is not only creating
competition but also new co-operation models in corporate funding.
How can SMEs benefit from this trend?
Classic private debt placement has a number of advantages for medium-sized
corporations that have no direct access to the capital markets: Firstly, placement costs
are lower than for public debt issues due to reduced legal and regulatory stipulations.
Secondly, smaller volumes, generally starting at €10m can be placed. Finally,
negotiation of loan conditions can often be relatively easily co-ordinated since the
investor base consists of just a few professional investors.
Small companies will often benefit from specialist advice to help them overcome the
barriers mentioned above. They can obtain efficient corporate analysis, structure their
credit needs for presentation to investors and cover corporate financing requirements
as professional intermediaries. This requires sound credit and capital market know-how
to ensure that investment proposals meet the demanding requirements of private debt
investors, including transaction track record, company and sector analysis, financial
models and rating details. Such specialist advisers should also be familiar with the
investment profile of professional private debt investors and have direct access to
decision-makers.
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It’s critical that an adviser is able to build a bridge between the business model and
individual situation of the company on the one hand, and the requirements of the
investors as the potential source of capital on the other, in order to provide finance
and security for the SME’s long-term growth possibilities.
For more information, contact:
Pascal Böni
Remaco, Switzerland
pascal.boeni@remaco.com
T +41 61 206 99 66
Ayhan Güzelgün
Remaco, Switzerland
ayhan.guezelguen@remaco.com
T +41 61 319 51 88
www.remaco.com
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Entrepreneurs back continued UK membership of the EU
A recent survey of UK entrepreneurs by
Nexia International member firm Saffery
Champness examined the factors that make
a critical difference to their businesses,
prospects for future growth, as well as their
views on Europe.
Of those entrepreneurs surveyed 53% said
that the UK’s relationship with Europe was
important to the success of their business. Around 20% of respondents were
undecided.
When asked directly how they would vote in a referendum on whether the UK should
remain in or leave the EU, only 17% of entrepreneurs said they would vote to leave,
with almost 75% saying they would vote to stay. Over 50% of those surveyed export
from the UK, with more than a third deriving more than a quarter of their sales
through exports.
Business outlook
Encouragingly, over 84% of the entrepreneurs surveyed stated that they were either
very or quite confident that they will achieve their business objectives over the next 12
months. Just over 5% reported not being particularly confident about achieving their
objectives. 39% of respondents said that they have the same level of confidence as
they did 12 months ago, but 53% said they are more confident now than last year.
Respondents were asked to rank the three most important challenges in terms of the
success of their business. For 27% of respondents, the quality of the management
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team was the most important challenge in terms of the success of their business. The
availability of skilled labour came a very close second. Uncertainty in the economy and
general economic conditions was the most important challenge for 19% of those who
responded. The availability of external finance was another key challenge for
respondents.
67% of those surveyed reported growth in turnover and 52% reported an increase in
the size of their workforce over the past 12 months (34% said the increase was more
than 5%).
Plans for growth
The entrepreneurs surveyed had explored numerous sources of funding over the past
12 months. The major sources of funding explored were bank loans, considered by
35% of businesses. 28% of businesses had explored personal funding and 7%
crowdfunding.
Other sources of funding included employees, family, grants, HM Revenue & Customs
deferment of liabilities, the sale of assets, venture capital, creditors, reinvested capital,
and high-net-worth individuals. 68% of UK entrepreneurs surveyed said they would be
concentrating on organic growth over the next 12 months and had no intention of
either acquiring or selling businesses. Only 25% planned on making acquisitions in the
same period.
Entrepreneurs were asked to rank the most important sources of support in terms of
how they fostered and encouraged innovation and growth in their business.
Respondents did not rate business schools, government programmes or industry
bodies particularly highly. Moreover, 29% said that working closely with customers was
the most important way of fostering innovation and growing their business. This was
closely followed by 28% of entrepreneurs saying that their employees were the key to
innovation and business growth.
39% of respondents believed government incentives, such as capital allowances, R&D
credits and the Patent Box, to encourage investment in small business are effective, but
only 13.6% thought these made a significant difference.
20

About the survey
Over 150 UK entrepreneurs operating across a wide range of sectors completed the
questionnaire, including manufacturing, wholesale and retail trade, professional and
scientific. 65% had a turnover of £5m or under, compared with 35% with a turnover
greater than £5m. Just over 8% of those entrepreneurs who responded had businesses
with a turnover greater than £50m.
For more information, contact:
Julian Hedley
Saffery Champness, UK
T +44 (0) 20 7841 4000
E julian.hedley@saffery.com
www.saffery.com
www.saffery.com/news-and-events/articles/2014/entrepreneurs-survey-2014.aspx
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Asia economic outlook
Signs of improvement for Chinese economy
The People’s Bank of China (PBOC) has
unexpectedly cut interest rates for the first
time in two years in response to the ongoing
headwinds of slowing growth and
disinflationary pressures. The move, along with
a number of small, targeted stimulus packages
this year have buoyed Chinese equity markets
and improved sentiment towards the region.
Question marks over what rate of growth the Chinese economy can achieve will be an
area of concern next year, but there is some reassurance that policymakers do have a
number of tools at their disposal.
Forced snap election in Japan
Following data that showed Japan again slipped into recession in the third quarter (0.4%), Prime Minister Shinzo Abe announced he will dissolve parliament and force a
snap election in mid-December. Although politically this is a risk for Abe, his popularity
means his Liberal Democratic Party is still expected to retain a big majority.
Significantly, this will mean the postponement of a further controversial sales tax hike
planned for next October and thereby the removal of a big potential hurdle for the
Japanese economy next year. Japanese equities have rallied strongly and the yen has
weakened around 10% versus the dollar since mid-October, a positive for Japan’s large
exporters. Although volatile, there is a positive outlook for Japanese equities. The delay
of the sales tax, extra liquidity from the Bank of Japan and large pension funds shifting
their asset allocation towards equities, should continue to support stock markets.
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For more information, contact:
Christopher Bates
Smith & Williamson, UK
T +44 207 131 8131
E christopher.bates@smith.williamson.co.uk
www.smith.williamson.co.uk
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Europe economic outlook
ECB raises expectations
Global equity markets have rebounded from
their autumn swoon, the S&P 500 again
hitting new highs supported by a successful
third quarter company earnings reporting
season. However, it is the change in tone from
the European Central Bank (ECB) President
Mario Draghi that has lifted eurozone equity
and bond prices. The ECB is aware it needs to
halt the deflationary spiral in the eurozone economy, which makes it more difficult for
struggling countries to repay their debts. The ECB appears to be making the right
noises regarding quantitative easing (QE) in the region and Mario Draghi has raised
market expectations that the ECB is now ready to act in response to the threat of
deflation and a period of low GDP growth. The ECB now looks increasingly likely to
purchase sovereign bonds, in addition to its asset-backed security (ABS) purchases and
the targeted long-term refinancing operations (LTROs) in order to try and kick start the
eurozone economy. The overall aim is to boost its balance sheet (assets) back up to
levels seen in early 2012, which is designed to have the knock-on effect of injecting
money into the banking system to be lent on to businesses. Although signs that
German policymakers are softening their stance towards a full-blown QE programme
are clearly positive, the key question going forward will be whether the ECB and EU
policymakers will do enough to bring the region out of this deflationary spiral.
Hints at further quantitative easing
Recent comments from senior ECB officials have certainly laid the foundations for QE
and raised market expectations that further stimulus is imminent. Any QE programme
is expected to be announced early in the New Year; however the bigger question is
24

whether policy measures will prove effective in boosting the wider euro-area economy.
This will be key to a sustained upturn in the earnings of European companies and
ultimately the performance of European economies. However without simultaneous
fiscal stimulus (including tax cuts and increasing government spending), monetary
policy alone is unlikely to cure the region of its malaise.
Recent moves by the ECB and Bank of Japan are signs that they are about to take the
global liquidity baton from the Federal Reserve, but this divergence in monetary policy
is likely to cause uncertainty among investors. What is clear is that interest rates in the
Anglo-Saxon
economies are likely to remain lower for longer. This continued financial repression (ie
low interest rates) remains a positive for equity markets as investors search for higher
returns than banks can offer.
For more information, contact:
Christopher Bates
Smith & Williamson, UK
T +44 207 131 8131
E christopher.bates@smith.williamson.co.uk
www.smith.williamson.co.uk
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US economic outlook for 2015
The US economy is in the best shape it’s been for a decade and is expected to expand
further, but at a gradually slower pace over the course of 2015.

Where are we now?
On the broadest measure of economic activity, real gross domestic product (GDP) –
that is, total output of goods and services, adjusted for inflation – the US has recently
concluded its best performance since 2003. Growth since March has been broadly
distributed, with exceptionally strong (and accelerating) contributions from the business
sector and somewhat slower, but still significant, increases in household spending.
Total employment is at a record level and the pace of jobs growth has accelerated. In
the period up to November 2014, jobs growth exceeded 2013’s comparable period by
almost one-fifth. The labour market data are mixed, however. Employment is at a
record high and unemployment is two-fifths below the recessionary peak. On the other
hand, labour force participation is at a 36-year low and workers’ inflation-adjusted
earnings are equivalent to where they were in mid-2009.
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Much of the damage done to the nation’s financial foundation by the meltdowns in
the financial and housing markets has been repaired. Financial assets have surpassed
their prior peak (mid-2007) valuations, but homeowner equity has not reclaimed its
prior record, despite considerable progress on pricing and mortgage refinancings.
Businesses and households have realigned their balance sheets; on net, they have
reduced their outstanding debts and the costs of servicing them. The reductions in
their financial obligations have been complemented by incremental income increases
and streamlined spending.
As is evident in the more optimistic outlook of both businesses and households, the
cumulative impact of all of these changes bodes well for 2015.
Forecast for the next 12 months
In the 60 years prior to the start of the 2008/09 recession – a period encompassing
nine business cycles (ie contractions through expansions) – the US economy grew at an
inflation-adjusted average of 3.5% per year. Since the recovery began in June 2009,
real growth has averaged 2.3% (if the contraction phase of the cycle is included, the
average is 1.3%).
The consensus forecast is for real GDP to expand by 3.0% in 2015. Employment is
expected to continue to grow at about the same pace as in 2014 (approximately
240,000 net new jobs per month) and, if so, the unemployment rate would slip to 5.5%
(a little below its current level). The pace of growth is expected to decelerate gradually
over the course of the year.
The most obvious risks to the relatively optimistic outlook include potential missteps in
the ‘normalisation’ of domestic monetary policy, slower growth elsewhere around the
globe and ever-present geopolitical issues.
But on current trend, the expectation is that the US economy in 2015 will record its
best performance in a decade.
For more information, contact:
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Pat O’Keefe
CohnReznick, US
T +1 973 364 7724
E Patrick.OKeefe@CohnReznick.com
www.CohnReznick.com

29

Global Insight
January 2015
Winds of change on the horizon for transfer pricing
Singapore is one of the latest countries to review its approach to transfer pricing in
light of the OECD’s Base Erosion and Profit Shifting initiative.

Multi-national companies need to monitor the changing transfer pricing landscape
carefully in light of both ongoing international efforts to prevent artificial profit shifting
through transfer pricing activities, as well as a multitude of changes being announced
in respect of existing local transfer pricing guidelines.
Singapore, for example, is planning to bring its guidance on transfer pricing
documentation into line with the recommendations of Action 13 of the OECD’s Base
Erosion and Profit Shifting (BEPS) Action Plan, announced in September 2014 to
facilitate better transfer pricing compliance. The release of a public consultation paper
on transfer pricing sends a strong signal that Singapore supports the BEPS initiative
and is seeking to align local rules.
The proposed new guidelines require taxpayers to prepare and keep contemporaneous
documentation to support the pricing of transactions undertaken with related parties.
Under the proposed guidelines, the Inland Revenue Authority of Singapore (IRAS) has
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indicated that it accepts contemporaneous transfer pricing documentation as records
prepared prior to or at the time of undertaking transactions, and including up to the
time of preparing the relevant tax returns.
Transfer pricing documentation required
The proposed guidelines require companies to prepare documentation at the group
level as well as entity level. At group level the documentation is aimed at providing a
good overview of the group’s businesses, including the group’s worldwide
organisational structure, nature of global business operations and overall transfer
pricing policies. This broadly includes providing a description or details in relation to
the group’s products and services, main geographic markets and competitors, industry
dynamics, key drivers of business profits and group transfer pricing policies. At entity
level the documentation should provide sufficient details of the company’s business
and transactions with its related parties. This broadly includes information on
ownership and management structure, details of transactions with related parties, legal
contracts and relevant economic analysis and benchmarking performed.
Transfer pricing risks may be considered high where, for example, transfer pricing
strategies are aimed at shifting profits to more favourable tax jurisdictions, the value of
cross-border transactions is large relative to other transactions by the same company,
operating results are not in line with industry norms or where there is intellectual
property or intangibles in use in the business.
Exemptions
The proposed guidelines introduce two situations where companies are exempt from
having to prepare transfer pricing documentation. The first is where the company
applies the Singapore safe harbour mark-up of 5% for routine services. The second is
where the company is a small and medium enterprise (with annual sales turnover of
less than SGD100m or with less than 200 employees) engaged in local transactions
with a related party that is subject to the same tax rate on its income.
Implications of inadequate documentation
The proposed guidelines state that companies are not expected to incur compliance
costs that are disproportionate to the amount of tax revenue at risk or the complexity
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of the transactions. Where transfer pricing documentation is found to be inadequate, a
company may be subject to adverse consequences such as upward transfer pricing
adjustments, denial of support by IRAS in Mutual Agreement Procedures (MAP)
discussions or non-acceptance of any Advance Pricing Agreement (APA) it makes.
Action required
IRAS is likely to be mindful of increasing the compliance burden on companies and will
no doubt take their feedback into consideration in seeking the right balance. Indeed, it
remains to be seen if IRAS intends for the proposed requirements on
contemporaneous transfer pricing documentation to remain as guidelines or to
introduce new legislation. Nevertheless, there are a number of things that companies
can start doing so that they are not caught out.
Foremost among these is assessing the quantum and extent of related party
transactions being undertaken and determining whether they meet the safe harbour
thresholds for exemption from transfer pricing documentation and, if not, whether the
current documentation in place is adequate given the new proposed guidelines. Next,
companies would be advised to start identifying any high-risk related party
transactions that they may have and conduct the relevant economic analyses in order
to ensure relevant transfer pricing documentation can be put in place before the tax
filing deadline.
For more information, contact:
Lam Fong Kiew
Nexia TS, Singapore
T +65 6597 7293
E lamfongkiew@nexiats.com.sg
Edwin Leow
Nexia TS, Singapore
T +65 6536 1312
E edwinleow@nexiats.com.sg
www.nexiats.com.sg
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Russia to tax residents on income from controlled foreign companies
Upcoming changes to Russian tax regulation
will affect Russian companies and citizens that
own shares in a foreign company in an
attempt to bolster the Russian economy and
tackle offshore tax avoidance.
The Ministry of Finance has predicted that
Russia will face around a US$20bn deficit in
2015 due to falling oil prices and Western
sanctions. The Russian Government is therefore seeking ways to increase revenues
through taxes and establishing an anti-offshore tax policy is part of that plan. Earlier
this year, the Ministry of Finance published a draft law on controlled foreign companies
(CFC) but encountered strong resistance from the business community. Lobbyists failed
to soften the law and have since strived for a transition period of several years instead.
On 24 November a revised draft law was passed amending the tax code and
introducing the concept of CFC. The law came into force on 1 January 2015 with a
transition period until 2019. Russian companies and individuals who are the actual
beneficial owners of a controlled foreign company as of 2015 will pay taxes based on
that company’s revenue.
Definition of a controlled foreign company
The definition of a CFC includes companies, funds, partnerships, trusts and “other
forms of joint investments or asset management”. “Structures” that meet the following
criteria should be treated as CFCs:
•

not tax resident in Russia

•

controlled by Russian tax residents (companies or individuals).
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If a Russian tax resident individual, together with his family members and interdependent persons directly or indirectly controls more than 25% of the foreign
company, he or she is considered a “person controlling the foreign company”. The
same rule applies if the individual controls more than 10% but there are other Russian
tax resident individuals with a combined share of more than 50% (owned directly or
indirectly). For the transaction period up to 1 January 2016 it is 50% of shares instead
of 25% and 10%.
Some CFCs will not be taxable, including:
•

non-profit organisations or any other organisations that do not distribute their
profits among shareholders, participants, founders or other persons

•

companies or residents of the Eurasian Economic Union (Russia, Belarus,
Kazakhstan)

•

companies or residents of countries that have tax information exchange
arrangements with Russia and have an income tax of more than 15%

•

banks and insurance companies.

A legal entity may be considered Russian tax resident based on the place of “effective
management”, where:
•

meetings of the Board (or other governing body of the organisation) are mainly
held in Russia

•

the company is mainly managed from Russia

•

the main (senior) company’s officials primarily operate from the Russian
Federation.

Tax threshold
Russian residents must pay tax on the income of their CFC that is not distributed as
dividends. Tax rates for legal entities will be 20% and 13% for individuals. There will be
a threshold for taxable income of US$280,000.
Information disclosure
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The Ministry of Finance wants Russian taxpayers that are in control of a foreign
structure to disclose such information. The exact procedure remains unclear.
Penalties
All penalties for violating the law will come into force in 2017. Taxpayers will be fined
20% of the tax amount they fail to pay on time. The fine for not providing information
on CFCs is set at US$2,155 for each company.
Real estate
A foreign company or structure that owns real estate taxable in Russia will be obliged
to disclose information on its beneficial owners. The penalty for not disclosing such
information will be equal to 100% of the property tax on that real estate. This will
allow the Government to tax hidden transactions, such as when, instead of selling the
real estate itself, the company that owns it is sold.

For more information, contact:
Irina Barshay
Pacioli, Russia
T +7 495 221-24-15
E barshay@pacioli.ru
Sergey Cherniy
Pacioli, Russia
T +7 495 221-24-15
E cherniy@pacioli.ru
www.nexia-cis.com
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US steps up international tax collection efforts
The US has implemented new procedures to
crack down on international tax noncompliance.
Since 2009, international tax compliance and
collection has been a major concern for the
US Internal Revenue Service (IRS). The
Treasury Inspector General for Tax
Administration (TIGTA) released a report in
2014 concluding that the IRS should increase and enhance its efforts in the
international collection of US taxes, especially for US taxpayers residing in foreign
countries.
A number of recommendations were made in the report, including the development of
a formal international collection plan, separate performance measures and direct access
‘Customs Hold’ information.
Strategy for collecting outstanding taxes
Currently, international revenue officers may request that a Customs Hold be included
in the Treasury Enforcement Communication System (TECS) for taxpayers living abroad
with outstanding taxes. The Department of Homeland Security (DHS) then notifies the
IRS whenever the taxpayer travels to the US. These revenue officers use the
information obtained to attempt to contact the taxpayers while they are in the country
and/or locate the taxpayers’ assets.
TECS is a database maintained by the DHS and used extensively by the law
enforcement community. Taxpayers are informed by letter that an international revenue
officer has taken action to advise the DHS that they have outstanding tax liabilities and
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that this may result in an interview by a customs and border protection officer, if they
attempt to enter the US.
There is an understanding between the IRS and the DHS that allows customs and
border protection officers to stop delinquent taxpayers identified on the TECS by
collecting information on where they will be staying while in the US. The TECS currently
includes around 1,700 taxpayers with approximately US$1.1bn in delinquent taxes
owed by individuals living abroad. The IRS does not keep a record of the actual taxes
collected as a result of the use of a Customs Hold, although it is one of the most
effective enforcement tools available.
The IRS has agreed with all of TIGTA’s recommendations and plans to take corrective
action. As a result, there will be increased tax collection enforcement from US
taxpayers living abroad through more expansive use of these procedures.
For more information, contact:
Dale Mason
The Wolf Group, US
T +1 (703) 502 9500
E dmason@thewolfgroup.com
www.thewolfgroup.com
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US IPO activity at its highest level since 2000

IPO momentum surpasses 2013, producing an estimated 250,000 US jobs.

Initial Public Offering (IPO) activity in the US is at its highest since 2000, according to
new research released by Nexia International member firm, CohnReznick LLP.
2014 IPO activity has surpassed 2013 figures, with in excess of 300 deals, marking the
highest level since 2000. The strong market activity has kept pace through the end of
the year and new IPOs can be credited with injecting an estimated 250,000 new jobs
into the US economy.
Mid-market drivers
US middle market businesses, an important sub-segment of total IPO activity and
defined as companies with market caps of US$10m to US$2bn, are a major driver of
economic activity and job growth in the US.
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The US is experiencing a robust IPO market, the likes of which have not been seen
since the 1990s. Activity of this scale is largely a reflection of the confidence investors
have in the equity markets and a strong indicator that the Jumpstart Our Business
Startups (JOBS) Act, a law intended to encourage funding of US small businesses by
easing various securities regulations, is working.
The 2014 calendar through 12 December saw a total of 237 middle market IPOs,
compared to 190 middle market IPOs for the same period in 2013. Proceeds from
middle market IPOs in 2014 were almost US$28bn, a decrease from the almost
US$32bn raised in 2013. The increase in the number of middle market IPOs and
decrease in proceeds from 2014 to 2013 is an indication that more companies are
taking advantage of the various provisions of the JOBS Act.
IPOs have been found to each create an average of 822 jobs according to research by
the Kauffman Foundation. With an estimated 316 IPOs by the 2014 calendar year-end,
this equates to over 250,000 new jobs resulting from IPO activity.
The surge in 2014 IPOs and the increase in smaller IPOs are more than likely
attributable to companies taking advantage of the “testing the waters” and
“confidential filing” provisions of the JOBS Act. Smaller IPOs have been the lifeblood of
the US economy for decades. Many of the most recognisable names in corporate
America launched their public lives as smaller IPOs (eg Intel’s US$7m IPO in 1971). It
appears that the US is on the right path to restoring the vibrancy of the nation’s
capital markets.
Key sectors
There is continued investor interest in life sciences, healthcare, technology and financial
services companies, which represented 75% of middle market IPOs in 2014.
A growing economy and low interest rates have created an environment ripe for IPOs,
especially in these high-growth sectors with middle market life sciences companies
representing 32% of all middle market IPOs, followed by technology companies with
18% of all middle market IPOs.
Private equity and venture capital
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The key IPO sectors are typically backed by private capital and it is encouraging to see
that IPO exits continue to be viable. Successful IPO exits translate into vibrancy
throughout the venture capital food chain, catalysing innovation, job growth, and new
funding.
Seasoned and experienced private equity, venture capital and corporate investors have
taken advantage of vibrant stock markets, strong corporate balance sheets and overthe-top valuations. Through the first nine months of 2014, 80% of middle market IPOs
were backed by private equity sources and these offerings raised more than US$10bn.
As long as the equity markets remain strong, interest rates remain low and the
appetite for IPOs continues, private equity investors are expected to continue to exit
via IPOs.
Outlook
Overall, the underlying momentum is not only solid but growing with optimism shared
by middle market executives. According to CohnReznick’s Middle Market Pulse Survey
released in September 2014, nearly three-quarters of middle market executives rate
business conditions as good or excellent and almost 90% consider their financial
situation as the same or better than a year ago.
For a detailed report on US IPOs 2014, go to: http://cohnreznick.com/insights/resourcecenter/liquidity-and-capital-formation
For more information, contact:
Dom Esposito
CohnReznick, US
T +1 860 678 6076
E dom.esposito@cohnreznick.com
www.cohnreznick.com
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Robust outlook for global M&A
As we begin a new year, it is prudent for deal-makers to assess the current market
environment and potential changes in the near future.

The deal environment continues to be robust with a significant amount of global
private equity money still waiting to be put to use. Additionally, corporate buyers are
keen to utilise their cash as it is estimated there is approximately US$2trn in cash
sitting on corporate balance sheets throughout the world. According to information
published by PitchBook, global merger and acquisitions (M&A) exits continued to
accelerate in 2014 making it a record year for M&A activity. However, much of the
increase in activity is due to the sell-off of investments that originated prior to the
global financial crisis.
The impact of the decline in global oil prices
Buy-side M&A will likely continue its robust trends experienced during the past several
years. However, with the decline in global oil prices, there will likely be a significant
shift in activity to industries outside of oil and gas. As the price of oil has continued its
decline to levels not experienced since the height of the global financial crisis, many
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equity and debt providers are taking a harder look at oil and gas deals, as a protracted
decline in oil prices will put a significant amount of pressure on future growth and
likely diminish future returns on invested capital. Companies focused on the oil and
gas service sector that have a significant amount of leverage on their balance sheet will
likely be the first to experience a lack of interest from the investment community.
Additionally, enterprise valuations will likely decline significantly from levels
experienced within the last year. Further, debt providers will increase their underwriting
requirements leading to many of these deals being executed with very conservative
debt structures, which will limit future returns on capital.
The future outlook
Private equity and corporate buyers are likely to continue to struggle with deploying
capital as the amount of capital waiting to be invested remains at historical highs.
Outside of oilfield services, competition for deals will continue to create a seller’s
market and drive increases in valuations. 2015 will likely be a turning point for many
smaller private equity groups, as competition for deals will limit the smaller groups’
ability to deploy capital. Furthermore, fundraising will favour larger private equity
groups that have experienced historical returns that have outpaced their smaller rivals.
As the global business community continues to rebound from the economic downturn,
M&A deal activity will be robust. As such, 2015 and beyond will likely continue bullish
trends.
For more information, contact:
Daniel Boarder
Whitley Penn, US
T +1 214 393 9466
E daniel.boarder@whitleypenn.com
www.whitleypenn.com
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New patent box regime for R&D activities in Italy
The draft Budget Law for 2015 (Legge di Stabilità), approved by the Italian Government
and under final discussion by parliament, includes various provisions targeting a more
efficient tax system, such as the reform of immovable property taxation and local taxes.
There are also measures aimed at attracting investment, including the introduction of a
new patent box regime. The main proposals are:
•

for corporate income tax (IRES) and regional tax (IRAP) purposes, the reduction
of taxable revenues deriving from licensing of patents and other intangibles
comparable to patents

•

the patent box regime applies to capital gains deriving from the sale of the
intangibles directly used for company activities

•

the reduction of taxable revenues is determined on the basis of the ratio
between costs borne for the development and maintenance of the intangible,
and total costs borne for its production

•

reduction of taxable revenues: 30% in 2015, 40% in 2016 and 50% from 2017
onwards
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•

the patent box regime applies at the point of the taxpayer’s request and is not
revocable for the following five years.

For more information, contact:
Gian Luca Nieddu
Hager & Partners, Italy
T +39 (02) 7780711
E gianluca.nieddu@hager-partners.it
www.hager-partners.it

New Year sees VAT changes in Ukraine
Ukraine has amended its Tax Code to reform the taxation of investment activity. A new
law prescribes a clear mechanism for the VAT treatment of production-sharing
contracts. According to legislators it should facilitate private investment in Ukraine’s
extractive industries. The law came into force on 8 November 2014 and certain
provisions on 1 January 2015.
From 1 January 2015 VAT liabilities on transactions for the supply of goods in the
customs territory of Ukraine will be recognised based on the contracting cost of goods
sold, but not lower than the purchase price.
On 1 January 2015, Ukraine’s VAT administration rules changed to become entirely
electronic. Other changes to the Tax Code of Ukraine and Depository Law now look set
to be repealed by the newly elected parliamentary coalition, as stated in the draft
version of the Coalition Agreement.
For more information, contact:
Roksolana Potsyurko/Romana Shchur
Nexia DK, Ukraine
T +38 032 298 8540 / +38 044 233 6464
E roksolanapotsyurko@dk.ua/romanashchur@dk.ua
www.dk.ua
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Major changes to Russian tax legislation
Autumn 2014 was a busy time for Russian lawmakers. As a result, upcoming changes
to tax and corporate legislation are due to have a major impact on business. Some
changes have already taken effect and some will come into force in 2015.
The State Duma has endorsed the Convention on Mutual Administrative Assistance in
Tax Matters developed by the Organisation for Economic Co-operations and
Development to facilitate international co-operation among tax authorities to tackle tax
evasion and avoidance. The move is part of an anti-offshore policy implemented by the
Russian Government to locate foreign companies owned by Russian citizens. Backing
the Convention will allow the exchange of tax information online with many countries.
Russia also introduced a bill in October offering tax amnesty for individuals taking
money out of Russia. The amnesty is expected to last until the end of 2015.
A taxpayer who decides to return his/her offshore funds will have to submit an income
declaration to the local tax authorities and put the money into a special bank account
before using it. The amnesty does not apply to individuals charged with serious crimes
such as corruption, drug-related crimes, murder, terrorism and so on.
The novelty of the bill is that it offers immunity from administrative and criminal
prosecution for crimes that served as a source of income, excluding serious ones such
as those mentioned above. There is also no obligation to state the source of income
and no taxes are paid on that income.
Meanwhile the upper house of parliament has introduced its own draft of the amnesty
bill. The main difference is that the tax rate for amnestied money is set at 2.5%. Also
the amnesty period is shorter – from 1 January until 31 August 2015. They hope to
return more than US$100bn to the Russian economy.
Other key changes introduced recently include:
•

an increase in real estate tax for individuals and reduction in tax benefits
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•

an increase in tax on dividends for individuals from 9% to 13% from 2015

•

increased insurance payments for employees and a mandatory employer
payment equal to 5.1% of the employee’s salary to the Health Insurance Fund

•

major reforms of the civil law, such as the division of commercial legal entities
into public and private

•

a ban on foreign shareholders owning more than 20% of a media company.

For more information, contact:
Irina Barshay
Pacioli, Russia
T +7 495 221-24-15
E barshay@pacioli.ru
Sergey Cherniy
Pacioli, Russia
T +7 495 221 24 15
E cherniy@pacioli.ru

Addressing the difficulties for offshore companies opening bank
accounts in Lebanon
While some banks in Lebanon refuse to open bank accounts for offshore companies,
their restrictions are a result of internal management decisions, rather than the laws or
circulars of the Central Bank of Lebanon, according to a recent seminar on the subject
involving Nexia member firm Majzoub & Partners.
The seminar considered some of the factors causing banks to take this cautious
approach, including their difficulty in controlling the origin of the money, with
companies conducting their activities abroad. Offshore bank accounts also tend not to
be profitable enough as their main operations are simple transactions with thin profit
margins, and consequently, do not require loans or letters of credit.
The seminar concluded however that the traditional conservatism of financial
institutions in
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Lebanon is not justified in relation to bank accounts for offshore companies, since
fiscal evasion and illegal activity is equally likely using both onshore and offshore accounts.
For more information, contact:
Mosbah Majzoub
Majzoub & Partners, Lebanon
T +961 1 612224 5 6
E mosbah@majzoubcpas.com
www.majzoubcpas.com

UK tax changes affecting international businesses and non-domiciled
individuals
Announcements affecting overseas businesses, multinational companies and nondomiciled individuals were made in the UK Government’s Autumn Statement, including:
•

a 50% increase in the Annual Tax on Enveloped Dwellings plus inflation,
applying broadly to corporate entities owning UK residential property, subject to
any available reliefs

•

an increase in the existing annual Remittance Basis Charge for non-domiciled
individuals resident in the UK for at least 12 of the last 14 tax years from
£50,000 to £60,000

•

the introduction of a new annual Remittance Basis Charge of £90,000 for nondomiciled individuals resident in the UK for at least 17 of the last 20 tax years

•

a consultation on whether elections to claim the remittance basis, which
currently can be made on a year-by-year basis, should be amended so as to
remain in force for a minimum of three years

•

a diverted profits tax to target multinational companies diverting profits abroad

•

a new system of Stamp Duty Land Tax charged on a progressive basis, like
income tax.

Draft legislation was also issued on 10 December 2014 providing more detail on the
capital gains tax charge which will apply to non-UK residents (companies, individuals
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and trusts) owning UK residential property from April 2015, the rates applicable and
how main residence relief may apply to individuals and trustees.
For more information, contact:
Emma Hendron
Saffery Champness, UK
T 020 7841 4000
E emma.hendron@saffery.com
www.saffery.com/our-services/tax/autumn-statement-2014.aspx

Changes to ATED affecting overseas companies
In his Autumn Statement, the UK Chancellor announced further changes in respect of
the Annual Tax on Enveloped Dwellings (ATED), which may affect overseas companies
owning UK residential property.
Proposed increase in rates for the Annual Tax on Enveloped Dwellings (ATED)
Significant increases have been announced to the rates of ATED applying from April
2015 to residential dwellings owned by companies and valued at over £2m. Instead of
increasing by

inflation as originally announced, they will increase by 50% plus inflation as set out
below:
Property value
More than £2m up to £5m
More than £5m up to £10m

Rates 2014/15
£15,400
£35,900

Rates 2015/16
£23,350
£54,450
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More than £10m up to £20m

£71,850

£109,050

More than £20m

£143,750

£218,200

The increases in rates are significant.
The ATED has produced significant revenue for the UK Government. Although it was
originally introduced in order to incentivise the de-enveloping of properties, in practice
it appears to be a ‘tax raiser’ rather than a ‘behaviour changer’, and the Government is
seeking to take advantage of the reluctance to de-envelope.
It has already been announced that the threshold at which ATED will apply from April
2015 will be reduced to include properties valued at more than £1m (the threshold will
reduce further to £500,000 from April 2016). The £1m threshold will attract an ATED
charge of £7,000 (£3,500 from April 2016 for properties exceeding £500,000). No
changes have been announced to these rates.
For more information, contact:
Harish Dass
Smith & Williamson, UK
T +44 20 7131 4395
E harish.dass@smith.williamson.co.uk
www.smith.williamson.co.uk
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