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United States presidential budget
proposal for FY 2016 released

President Barack Obama on February 2, 2015, released a
budget blueprint for fiscal year 2016 that, among other
things, calls for a cut in the top corporate tax rate to 28%
(25% for “advanced manufacturing” companies). It also
calls for changing the tax treatment of multinationals—and
moving the US toward a territorial tax system—through
a new minimum tax on foreign earnings of domestic
multinationals and their controlled foreign subsidiaries,
along with a one-time repatriation tax on previously untaxed
foreign earnings. In addition, a number of the temporary
tax provisions that expired at the end of 2014 would be
renewed or made permanent.

Notable corporate tax provisions
Provisions that would affect multinational corporations
include the following: Two related, large revenue raisers
directed at multinationals:

Many of the revenue provisions are repeated from previous
Obama administration budget proposals; however, there
are several significant new provisions affecting both
corporate and individual taxpayers. (A detailed look at the
multinational provisions in the Obama administration’s
budget blueprint is available in United States Tax alert,
February 6, 2015.) In general, the proposals would take
effect for tax years beginning after December 31, 2015.

• Repatriation: In connection with the transition to the
19% minimum tax, the budget proposal would impose
a one-time 14% tax on previously untaxed foreign
earnings, which would be payable ratably over five years.
A foreign tax credit (calculated using a ratio of the 14%
rate to the top US statutory corporate rate) would be
allowed, and no further tax would be due on earnings
that are repatriated.

URL:
http://www2.deloitte.com/content/dam/Deloitte/global/
Documents/Tax/dttl-tax-alert-unitedstates-060215.pdf

• Minimum tax: The FY 2016 budget proposal generally
would eliminate the US taxation of dividends received
by corporate US shareholders from controlled foreign
corporations (CFCs) and, in its place, generally would
seek to ensure that at least a 19% worldwide tax
is imposed on CFCs’ earnings. This same treatment
generally would apply to income of a foreign branch of a
domestic corporation.

• Fee on financial institutions: Similar to past budgets,
the administration proposes to levy a fee on large
financial institutions. This year’s version would apply
a fee of seven basis points (.07%) on certain liabilities
of financial institutions (including banks, insurance
companies, exchanges, asset managers, and brokerdealers) with worldwide consolidated assets of more
than USD 50 billion.
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• Energy: The budget includes many provisions from past
budgets that would eliminate fossil fuel preferences,
and a new provision that would treat fossil fuel publicly
traded partnerships as “C corporations” for income tax
purposes. This proposal, however, would not apply to
these publicly traded partnerships until 2021.
• “Recycled” provisions: Some notable corporate offsets
carried over from previous budget packages include
proposals to:
• Tighten the international tax rules, including provisions
to restrict deductions for “excessive” interest by members
of financial reporting groups, limit the ability of domestic
entities to expatriate (modified from previous versions),
curtail the use of leveraged distributions to avoid
dividend treatment, and limit shifting of income through
intangible property transfers;
• Repeal the nonqualified preferred stock designation, and
eliminate the “boot- within-gain” limitation; and
• Repeal the last-in, first-out (LIFO) and lower of cost or
market (LCM) accounting methods.
Notable individual tax provisions
The president’s budget proposal includes two major
new revenue raisers that would reform the taxation of
capital gain income for certain individuals—both during a
taxpayer’s lifetime and at death:
• An increase of the top rate on long-term capital gains
and qualified dividends from 20% to 24.2% (including
the 3.8% surtax on net investment income, the total top
rate would rise to 28%); and
• Elimination of the “stepped-up” basis for appreciated
assets at death, subject to various exemptions, including
a USD 100,000 per-person capital gain exclusion that
would be portable between spouses.
Additionally, a number of individual tax revenue raisers
have been carried over from previous budget packages,
including provisions that would require households with
income over USD 1 million to pay at least 30% of their
income (after charitable giving) in taxes, cap the value of
certain deductions and income exclusions for high-income
taxpayers, and tax income from “carried interests” at
ordinary rates.
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Limited “extenders” included
The budget package does not explicitly address many of
the several dozen temporary tax deductions, credits and
exclusions that expired at the end of 2014; however, it does
include provisions that would renew or make permanent
a number of these tax “extenders.” Notably, the budget
proposal would:
• Permanently extend the “Subpart F” exception for active
financing income and the lookthrough treatment of
payments between related CFCs (past budgets called for
a temporary extension);
• Expand and permanently extend the research and
experimentation credit;
• Modify and permanently extend the renewable energy
production tax credit and investment tax credit;
• Modify and permanently extend the New Markets Tax
Credit and the Work Opportunity Tax Credit;
• Modify and permanently extend the deduction for
energy-efficient commercial building property; and
• Permanently extend the increased “Section 179”
expensing and investment limitations.
Comments
The budget indicates where the president wants to focus
tax efforts; however, Congress is now controlled by the
Republican Party, which has different considerations with
respect to taxes and spending and is unlikely to regard this
document as the starting point for negotiations.
The Republican Party has called for comprehensive reform in
the past, but appears willing to explore the idea of businessonly tax changes that address both C corporations and
pass-through. To that extent, the president’s embrace of a
territorial tax regime, albeit with safeguards to prevent base
erosion, may help clear the way for the two parties to better
determine if there is sufficient common ground to make
legislating possible during the very narrow window in 2015
before presidential politics becomes the dominant factor in
policy debates.
This leads to a very important caveat for individuals and
businesses. Proposals that, on their own, seem impossible in
the current political environment—for example, the proposed
high tax rate for deemed repatriation of offshore earnings—
may become viable in the context of broader tax reform.

OECD Tax Alert: Discussion draft released on
deductibility of interest expense

On December 18, 2014, the OECD, as part of its work on
the action plan to address base erosion and profit shifting
(BEPS), released a discussion draft on Action 4 in relation
to the deductibility of interest expense and economically
equivalent financing payments. The discussion draft outlines
three main alternatives to tackle nontaxation through the
use of interest deductions:
• Deduction limitations based on group attributes;
• Deduction limitations based on fixed economic ratios; and
• Targeted antiavoidance measures.
It also summarizes a number of areas where further work is
needed, and sets out how Action 4 may interact with other
BEPS measures, such as the hybrid mismatch proposals
in Action 2 and the controlled foreign corporation (CFC)
proposals in Action 3. Notably, it does not cover the transfer
pricing aspects of interest deductibility, which will be
covered in a separate consultation document.
As with other discussion drafts, the proposals do
not represent a consensus view from the G20/OECD
governments, but are designed to provide preliminary but
substantive proposals for public analysis and comment.

Proposal to limit excess interest deductions: the
“general rule”
The objective of Action 4 is to identify coherent and
comprehensive solutions to address base erosion through
interest deductions and economically equivalent payments,
for both inbound and outbound investments. The paper
acknowledges the general principle that groups should be
able to obtain tax relief for an amount equivalent to their
actual third-party interest costs.
Although the critical objective is to counter base erosion,
the OECD acknowledges that whatever solution is
ultimately adopted also should minimize distortions to
competiveness and to investment decisions. These may
arise, for example, if different financing arrangements give
rise to differing tax outcomes for transactions that are
otherwise economically similar.
The working party identified six types of rules currently
employed by tax authorities to tackle base erosion through
interest deductions. Of these, three types (arm’s-length
tests that compare the level of interest or debt that an
entity could have borrowed from a third party; withholding
taxes to allocate taxing rights to the source country;
and rules that automatically disallow a percentage of
interest, irrespective of the facts and circumstances) have
been rejected on grounds of impracticality, evidence of
ineffectiveness, or inflexibility.
The remaining three types of rules are discussed as possible
candidates to form the basis of a general deduction
limitation rule, which the OECD intends to be widely
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adopted as a means to minimize risks of tax arbitrage
between jurisdictions, either alone or in combination.
Countries will be permitted to complement the general rule
with jurisdiction-specific anti-avoidance measures that take
account of each country’s domestic tax system.
Group-wide tests to limit interest deductions
Group-wide tests aim to match net interest expense within
a group to economic activity, so that the aggregate tax
deductions do not exceed the group’s actual third-party
interest expense. The main advantages of group-wide tests
over other alternatives include flexibility to take account
of specific facts and circumstances (whether for countries,
industries, or groups) and the fact that they link interest
deductibility to underlying economic activities. However,
disadvantages include the need to collect group-wide data
and the fact that volatility in one part of the group will have
a “knock-on” effect on other members of the group.
There are two types of group-wide tests: interest allocation
tests and group ratio tests. In theory, the outcome of both
the interest allocation rules and the group ratio rules should
be similar. One significant issue is that, in either case, many
groups will find that the aggregated interest deductions
across their group are less than their external third-party
interest costs as a result of disallowances in individual
entities. This may be tackled in part by permitting the
carryforward or carryback of disallowed interest, or by rules
that allow excess capacity to be utilized.
Interest allocation tests work by calculating a cap on each
entity’s interest deductions (“interest cap”) by comparing
that entity’s economic activity (measured by either its
earnings or its assets) with the group’s overall position.
There were strong policy objections to deemed interest
allocations, which will not be considered further.
Group ratio tests compare a relevant financial ratio of an
individual entity, such as net interest to earnings or net
interest to asset values, with that of its worldwide group.
Issues that still are under consideration include the
following:
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• Definition of group: The consultation document leans
toward the definition of group used for accounting
purposes, to allow consolidated financial statements and
local entity accounts to form the basis of the relevant
tests, while recognizing that this imposes a compliance
burden on groups and entities that do not already
prepare consolidated financial statements. There also are
concerns that related-party and connected-party interest,
which are not included in fiscal consolidations, could be
used to manipulate the tests.
• Definition of third-party net interest: Again, the
consultation document favors using accounting
definitions.
• Measure of economic activity: There are good
economic arguments to support either an asset or an
earnings-based measure. Earnings measures are directly
linked to the ability to pay interest expenses, but suffer
from volatility. Asset-based measures are less closely
aligned to interest expenses and may involve complicated
valuation issues (particularly for internally generated
assets), but are a more stable measure that is more
readily within the control of an entity’s management.
Fixed ratio tests to limit interest deductions
The premise underlying a fixed ratio rule is that an entity
should be able to deduct interest expense up to a specified
proportion of its earnings, assets, or equity, which all but
ensures that a portion of an entity’s profits remains
subject to tax.
The key advantage of a fixed ratio rule is that it is relatively
simple to operate, relying only on an entity’s own financial
position. Further, the test may be based on tax figures
rather than book figures, so taxpayers do not need to
incur additional compliance costs. It also may be possible
to structure a fixed ratio test to take account of structured
payments to nongroup entities more readily than for a groupwide test. However, fixed ratios are a blunt tool; they do not
flex for different industry segments or market conditions.
Their success as a measure of tackling base erosion is
dependent on the level at which the ratio is set. There is
some evidence that ratios currently employed by countries
unilaterally are too high to discourage base erosion.

As with the group-wide tests, a key question is whether the
ratio should apply to a balance sheet measure or an earnings
measure, and broadly similar considerations apply. Assetbased measures may be particularly appropriate for inbound
investment scenarios, which often involve the recipient
jurisdiction not taxing income. For example, an asset-based
test that excluded equity investments would prevent many
entities with tax-exempt dividend income from claiming full
interest deductions. Valuation remains a key concern.
Earnings-based measures, assumed in the consultation
document to be based on EBITDA or EBIT based on
historic precedent, have the key benefit that additional
interest expense can only be supported by additional
taxable income. It would be possible to exclude exempt
income, such as dividends, and so can be adapted to both
inbound and outbound contexts. However, earnings are
volatile compared to balance sheets, in that they are more
influenced by factors outside the entity’s control.
A combined approach
The discussion draft considers that a group-wide test could
be combined with a fixed ratio test to achieve the “best of
both,” perhaps supported by targeted rules. In essence, a
combined approach would involve a general rule based on
either a group-wide test or a fixed ratio test, with a “carve
out” based on whichever test was not selected for the
general rule. This approach would allow entities with lower
levels of interest expense to apply a simple fixed ratio rule,
while more highly leveraged entities would apply a more
complex group-wide test. This also could provide a solution
for groups that have no overall third-party interest expense,
as it would still allow entities within the group to deduct
a certain level of interest expense, but there would be an
inevitable increase in compliance costs.
Role of targeted rules
The extent to which targeted rules (e.g., in respect of
stapled stock, excess push downs, interest payments to
connected or related parties) will be required will depend
upon the final design of the general rule. Should the Action
4 working party not recommend a general rule, targeted
rules will be required. Targeted rules offer flexibility for
different market conditions and industry sectors, but are
inevitably reactive, requiring changes over time.

Other areas for consultation
Definition of interest and payments economically
equivalent to interest: The discussion draft takes the view
that rules to tackle base erosion should apply to interest
arising on all forms of debt, plus financing payments
economically equivalent to interest and other expenses
directly incurred in raising financing, while allowing
countries some discretion in adopting appropriate local
definitions. Payments economically equivalent to interest
are those that are linked to the financing of an entity and
are determined by applying a fixed or variable percentage
to an actual or notional principal. The consultation
document provides various examples, such as imputed
interest on zero-coupon bonds.
Entities to which the rules should apply: The discussion
draft proposes that payments within a group, between
connected parties (i.e., between entities under common
control, such as private equity portfolio companies)
and between related parties (broadly, based on a 25%
ownership test, as in the hybrid mismatch proposals) all
could be caught by the rules. It notes there are issues for
both taxpayers and tax authorities in identifying related
parties, and (unhelpfully) suggests that if related-party
information is too difficult to gather, then the rules could be
extended to unconnected parties.
Whether the rules should apply to debt or to interest:
Very broadly, the discussion draft proposes that earningsbased limitation rules should apply to interest expense,
while asset-based limitation rules should apply to debt. It
prefers limitations to interest expense, with the corollary
that the limitation rules should therefore be based on a
measure of earnings. The rationale for this is that limiting
the deductibility of interest most directly tackles base
erosion risk, and that debt levels vary throughout a financial
period and therefore may not be representative of an entity
or group’s average interest expense.
Whether the rules should apply to entities’ gross or net
position: The proposed rules could apply to gross or net
interest. A gross income rule would be simpler, but risks
double taxation (i.e., because a paying entity could suffer
a disallowance while the recipient is taxed in full), unless
provision is made to allow disallowed interest to be otherwise
utilized when conditions permit. On the other hand, a net
income rule may not be triggered if the net interest expense
is low, despite the fact that a low level of net interest is not
necessarily indicative that base erosion is not present. The
consultation document favors net interest rules.
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Low-risk exemptions: The OECD rejects the idea of a
blanket exemption for small- and medium-sized entities, on
the grounds that such entities may nevertheless be heavily
indebted. It recommends that a de minimis net interest
level should be adopted, but once the de minimis level is
breached, all interest expense would come back into the
scope of the rules.
Treatment of nondeductible interest: Disallowing
interest may give rise to double taxation. In some situations
(particularly where the disallowance arises from temporary
conditions), disallowance may produce an unjust result. The
OECD does not favor recharacterizing disallowed interest
as a distribution, due to withholding tax implications
and the possibility that payments equivalent to, but not
actually interest may be included within the disallowance,
which may not meaningfully be recharacterized in this
way. Instead, the carryforward (but not the carryback) of
disallowed interest or unused capacity is preferred. A time
limit on carryforwards may be needed.
Interaction with other areas of the BEPS action plan:
There is clear interaction with Action 2 (hybrid mismatches),
where a strong interest limitation rule may protect against
hybrid mismatches. The OECD recommends that antihybrid
rules should apply in priority to interest limitation rules, to
minimize the risk that entities will suffer two disallowances
under the combined effect of both rules. Effective interest
limitation rules should encourage groups to spread interest
expense more fairly, and with more transparent links to
economic activity. This should result in less interest expense
in CFCs. Taken together, interest limitation rules and CFC
rules may complement transfer pricing rules.
Timetable
Comments on the discussion draft are invited by February 6,
2015. A public consultation meeting will be held at the
OECD in Paris on February 17, 2015, and registration details
are available on the OECD website. The second consultation
document covering the transfer pricing aspects of debt
will be published during 2015, but no date has yet been
set (and that part of the Action is due for completion in
December 2015).
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Comments
The proposals in the consultation document are far-reaching
and, if agreed to by the G20/OECD, will make a major change
to multinational financing. The proposals suggest that total
interest deductions should be limited to the multinational
group’s third-party financing costs, which would be
achieved through some form of allocation. It is clear that the
introduction of a group-wide limitation, such as this, could
significantly increase the level of disallowed interest within a
group, which would be an undesirable outcome.
Situations likely to be adversely affected include the following:
• Cash-rich or minimally leveraged groups that, nevertheless,
create intragroup debt to fund subsidiaries’ activities;
• Groups with subsidiaries in territories where it is not
possible to push down interest (e.g., as a result of
exchange control, future repatriation restrictions,
commercial constraints);
• Groups with significant head office interest deductions
but relatively small economic activity at the head-office
level, where the proposed allocation will result in only a
small head-office interest allocation;
• Groups that contain subsidiaries in regulated industries,
where the regulatory model calls for a certain level
of debt financing that may not be the same as in the
remainder of the group; and
• Groups that have historically made or are expected to
make significant acquisitions. For example, if a parent
company choses to acquire a target financed through
bank debt, then to obtain a full deduction for the interest
expense the parent would be required to push the debt
down to each of its subsidiaries on a proportionate
basis, and each of those subsidiaries would need to have
the ability to absorb the interest deduction. In practice,
a number of countries have rules in place that limit
deductions for acquisition debt.
Group-wide limitations also would make forecasting and
current-year tax payments more problematic, as entities
would not know their interest deductions until the
worldwide financial statements were available.
It is vital that business provides sufficiently detailed input
to the OECD on the discussion draft, so that the economic
effects of interest disallowance can be clearly understood,
which hopefully will lead to an improved final proposal.

Spain: Requirements to benefit from WHT
exemption for dividend distributions to EU
parent companies relaxed
From January 1, 2015, the requirements for EU resident
investors to receive a withholding tax exemption for
dividend distributions from a Spanish subsidiary have been
relaxed to include situations in which the EU investor holds
less than 5% of the capital of the distributing company, as
long as the acquisition cost of the participation exceeds EUR
20 million and certain other requirements are met.
Spain’s nonresidents income tax (NRIT) law provides that
dividend distributions paid by Spanish entities to their
nonresident shareholders are subject to a 20% withholding
tax rate (which reduced from 21% from January 1, 2015,
and will further reduce to 19% from 2016). However, the
NRIT law also provides a withholding tax exemption for
dividend distributions made to EU-resident parent companies,
provided certain conditions are satisfied. This tax exemption
is the result of Spain’s implementation of the EU parentsubsidiary directive (Directive 2011/96/EU, as amended by the
Council Directive 2014/86/EU of July 8, 2014).

Tax exemption requirements
Spain: Requirements to benefit from WHT exemption for
dividend distributions to EU parent companies relaxed
Previously, one of the requirements for the withholding
tax exemption to apply was that the EU shareholder had
to hold directly or indirectly at least 5% of the capital of
the Spanish subsidiary distributing the dividend. However,
for dividend distributions occurring from January 1, 2015,
the 5% shareholding requirement need not be fulfilled
if the acquisition cost of the shareholding in the Spanish
subsidiary exceeds EUR 20 million and certain other
requirements are satisfied.
The other requirements to benefit from the tax exemption
are the following:
• The shareholding in the Spanish subsidiary has been held
for at least one year before the dividend distribution, or
will be held for the remaining time necessary to complete
the one-year period. If dividends are distributed before
the one-year holding period is met, the withholding tax
exemption will not apply initially; however, the recipient
EU parent company may apply for a refund of the tax
withheld once it completes the one-year period. The
holding periods of other group entities in the same
shareholding will be taken into account in determining
whether the one-year period is satisfied.
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• The Spanish subsidiary and the EU parent company each
have one of the legal forms in their country of residence
that is listed in the annex to the parent-subsidiary directive.
• The Spanish subsidiary and the EU parent company are
subject to one of the corporate taxes listed in the annex
to the parent-subsidiary directive, and are not exempt (or
potentially exempt) from tax in their country of residence.
• The EU parent is not resident in a country listed as a tax
haven for Spanish tax purposes.
• The distributed amount does not derive from the
liquidation of the Spanish subsidiary.
Even if the requirements above are satisfied, under a
targeted antiabuse provision in the NRIT law, the tax
exemption will not apply if the majority of the voting rights
of the EU parent company receiving the dividends are
directly or indirectly held by individuals or entities that do
not reside in a EU member state, unless the incorporation
and operations of the EU parent company are carried out for
valid economic motives and substantive business reasons.
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Comments
EU investors that previously could not benefit from the
tax exemption regime because their shareholdings in
Spanish subsidiaries are less than 5% now may qualify for
the exemption in respect of dividend distributions made
from January 1, 2015, provided the acquisition cost of
their shareholdings exceeds EUR 20 million and the other
exemption requirements set forth in the NRIT law are met.
Spanish entities usually can identify which of their
shareholders hold at least 5%, as well as the period for
which such shareholdings have been held. However,
Spanish entities may not be in a position to verify which
shareholders had acquisition costs exceeding EUR 20
million, which (unless the shareholder provides evidence
of the acquisition cost) would result in the Spanish entity
deducting withholding tax on the dividend distribution.
EU investors that suffer Spanish withholding tax on dividend
distributions occurring from January 1, 2015, despite
fulfilling the requirements to benefit from the tax exemption
may request a refund of the amounts withheld. To obtain
the refund, the EU parent company must provide evidence
that it fulfilled the requirements to benefit from the tax
exemption regime to the Spanish tax authorities.

Luxembourg: Guidance on commercial activities
provided for limited partnerships

Luxembourg’s tax authorities published a circular on January 9,
2015, that provides guidance on when a common limited
partnership (SCS) or special limited partnership (SCSp) is
considered to carry out a commercial activity (as opposed to
a private wealth management activity) for tax purposes.
Luxembourg used its implementation of the EU Alternative
Investment Fund Managers Directive in July 2013 as an
opportunity to modernize the legal regime for SCSs and to
introduce the SCSp as a new form of limited partnership.
(Most provisions applicable to these types of entities are
similar; the main difference is that the SCSp does not have
legal personality.) Since then, these vehicles, particularly
the SCSp, have emerged as efficient fund or carried interest
structures that are well suited to an alternative asset
manager’s business model and comparable to the AngloAmerican partnership model.
In light of the increasing use of the SCS and SCSp, the tax
authorities published the new circular mainly to address
the issue of the commerciality of these entities from a tax
perspective. Briefly, when an SCS or SCSp is not viewed as
carrying out a commercial activity for tax purposes and is
not “commercially tainted” by its general partner, it is not
subject to Luxembourg municipal business tax (e.g., 6.75%
for Luxembourg City).

The circular confirms that, by reason of their corporate
objective (i.e., asset management) and investment policy,
alternative investment funds (within the meaning of the
law dated July 12, 2013) established as an SCS or SCSp are
deemed not to carry out a commercial activity when their
general partner owns less than 5% of the interests in the
SCS/SCSp.
The circular also confirms that, in light of specific provisions
in various Luxembourg laws, the following types of entities
also are deemed not to carry out a commercial activity for
tax purposes, regardless of whether the general partner
owns less than 5%:
• An investment company with variable capital (SICAV);
• A specialized investment fund (SIF);
• An investment company in risk capital (SICAR); and
• An alternative investment fund established outside
Luxembourg that has an effective center of management
or central administration in Luxembourg.
For other SCS/SCSp entities, the tax authorities refer to case
law to clarify the distinction between commercial activity
(defined in the income tax law (ITL) as “an independent
activity carried out on a permanent basis with the aim
of being profit making and participating [in] the general
economic activity”) and private wealth management:
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The tax authorities place particular emphasis on the
condition of “permanence.”
• Although the case law deals with real estate assets, the
tax authorities indicate that the circular’s conclusions also
can be applied to movable securities.
• The tax authorities will not consider an SCS/SCSp to
carry out a commercial activity based solely on the fact
that the SCS/SCSp holds significant assets or that it sells
certain assets within a relatively short period of time after
acquisition.
• The commerciality of an SCS/SCSp is to be determined
based on the circumstances of each case, specifically
based on the investment policy of each vehicle.
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The clarifications in the new circular should provide more
certainty regarding how the tax authorities will interpret
the concept of a commercial activity versus a private wealth
management activity for tax purposes. In the context of the
alternative fund industry, the circular confirms the principle
of “tax neutrality” and should make the SCS/SCSp a popular
choice for fund or carried interest structuring.

Luxembourg revises tax ruling practice,
transfer pricing rules

On December 19, 2014, the Luxembourg parliament
adopted the 2015 budget and the first part of the
package for the future introducing new tax measures
for corporations. (The current corporate income tax rate
of 22.47% (including the Employment Fund surcharge)
continues to apply for 2015.) The new measures are
applicable from January 1, 2015. The relevant measures
affecting corporate entities are outlined below.
Advance tax decisions practice
The government has legally formalized its advance tax
decisions practice by including a provision in the tax law.
A specific tax regulation provides further details on the
procedures and conditions to obtain an advance tax decision:
• Upon a written request made in the proper form, the tax
inspector of the relevant tax office may issue an advance
tax decision.
• The advance tax decision may not result in a tax
exemption or a tax reduction.
–– The advance tax decision will be valid for a specified
period of time that cannot exceed five tax years.
The decision will bind the direct tax authorities,
except in the following cases: The circumstances
or the transactions were incomplete or inaccurately
described in the taxpayer’s request;

• Requests related to business taxation will be submitted
by the tax inspector to a newly formed commission for
its opinion.
• An applicant (a corporate taxpayer, an undertaking or
an independent professional) requesting an advance tax
decision related to business taxation will have to pay
an administrative fee that will range from EUR 3,000 to
EUR 10,000, depending on the complexity of the case
and the volume of work required by the tax authorities.
The fee will be due within one month from the date on
which the fee is set by the head of the tax authorities,
and the tax authorities will not issue their decision until
the fee is paid. The fee will not be refunded even if the
taxpayer withdraws their request or if the tax authorities
issue a negative decision.
• Written requests that were submitted before the end
of 2014 and that still are being processed by the tax
authorities will be submitted to the new commission, but
the fee will not be charged for such requests.
• Advance tax decisions will be published anonymously in
the tax authorities’ annual activity report (with the first
publication in 2016).

–– Subsequent circumstances or transactions differ from
those on which the tax authorities based the advance
tax decision; or
–– The advance tax decision does not conform to
national, EU, or international law.
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Transfer pricing
In line with previous announcements made by the
government, the new law contains clarifications on the
Luxembourg transfer pricing framework. The current legal
basis for allowing an upward adjustment of the taxable base
based on the arm’s length principle is found in article 164(3)
of the ITL, and article 56 previously allowed an upward
adjustment in cases of a special relationship with an entity
located abroad.
A new article 56 to replace the former article now covers
transfer pricing adjustments to the tax base, while
keeping article 164(3) of the ITL in its current form that
permits recharacterization of transactions as hidden
dividend distributions.
Additionally, a new provision is inserted into the procedural
section of the tax law that permits the tax authorities to
request transfer pricing documentation to investigate
transactions with related parties.
The tax authorities intend to issue more detailed guidance in
the near future on certain transfer pricing issues.
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Minimum income tax
Collective entities are subject to a minimum income tax of
EUR 3,210 or a progressive minimum income tax from EUR
535 to EUR 21,400 that depends on the total assets on their
balance sheet.
The criteria for the application of the minimum income tax of
EUR 3,210 have been revised. A collective entity must own
qualifying holding and financial assets that exceed 90% of its
balance sheet and have a total balance sheet exceeding EUR
350,000 to be liable for the EUR 3,210 minimum income
tax. Entities that meet the 90% test and have a total balance
sheet below EUR 350,000 will be liable to a minimum
income tax of EUR 535 (also previously EUR 3,210).
VAT
The standard VAT rate of 15% has increased to 17%, which
remains the lowest standard rate within the EU. The reduced
VAT rates of 6% and 12% also have increased by 2% (to 8%
and 14%; the 3% VAT rate remains unchanged).

China: MOFCOM unveils draft of new
foreign investment law

Background
On January 19, 2015, China’s Ministry of Commerce
(MOFCOM) published a discussion draft of a new Foreign
Investment Law (Draft FIL), along with explanatory notes,
for public comment by February 17, 2015. If enacted in its
current form, the Draft FIL would make fundamental and
sweeping changes to the foreign investment landscape in
China. For example, the distinctions between the wholly
foreign-owned enterprise (WOFE), cooperative joint venture
(CJV) and equity joint venture (EJV) would be eliminated for
purposes of corporate governance and profit distribution
mechanisms; foreign investors would be subject to fewer
advance approval requirements; and the FIL would function
as the main law governing foreign investment.
The Draft FIL clearly signals the government’s intent to
liberalize foreign investment in China, to bring it in line
with prevailing best practices worldwide. Foreign investors
that have invested, or that intend to invest, in China should
monitor the progress of the Draft FIL through the various
stages of the legislative process, so they are fully aware of
its impact on their investment or potential investment.
Potentially affected legislation
If the Draft FIL is enacted, the three primary existing foreign
investment laws (WOFE Law, CJV Law, and EJV Law) and
their implementation rules would be repealed and the Rules
on Mergers/Acquisitions of Domestic Enterprises by Foreign
Investors (Circular 10) likely would be amended to conform
the rules to those in the new FIL. The foreign exchange
control polices would be adjusted to support the reform of
the foreign investment regime.

Definitions relating to foreign investment
Foreign investor: As noted above, the WOFE, CJV, and EJV
forms of foreign entities would no longer exist. “Foreign
investors” under the Draft FIL would include the following:
1. Non-Chinese individuals, enterprises incorporated
under the laws of other countries or regions (foreign
enterprises), foreign authorities, and international
organizations; and
2. Domestic enterprises that are “controlled” by entities
listed in (1).
“Control” for these purposes would exist in any of the
following circumstances:
• Where a person holds, directly or indirectly, more
than 50% of the equity, assets, voting rights or similar
interests in an enterprise;
• Where a person holds, directly or indirectly, less than
50% of the equity, assets, voting rights or similar
interests in an enterprise, but the person (i) is entitled
to nominate, directly or indirectly, more than 50% of
the members of the board of directors; (ii) is able to
secure more than 50% of the seats of on the board of
directors or the equivalent decision-making body; or (iii)
holds sufficient voting rights to significantly influence the
resolutions of the shareholders’ meeting or the board of
directors; or
• Where a person has a decisive influence on the
management, finance, human resources, or technologies
of an enterprise through mechanisms, such as contracts,
trusts, etc.
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Foreign investment: Foreign investment would be broadly
defined to include activities carried out directly or indirectly
by a foreign investor, including “greenfield” investments,
mergers and acquisitions, long-term financing, the
acquisition of real estate, concessions for the exploration or
development of natural resources or for the construction or
operation of infrastructure, control over a domestic enterprise
via a variable interest equity (VIE) structure (discussed below)
and any offshore transaction resulting in the transfer of de
facto control of a domestic enterprise to a foreign investor(s).
(If a foreign enterprise is de facto controlled by a Chinese
investor, the enterprise may, when requesting market entry
clearance for investment in restricted industries, ask to have
its investment treated as a domestic investment, i.e. an
investment by the Chinese investor.)
Fundamental changes under the Draft FIL
The following is a summary of some of the main changes
that would be made in the Draft FIL:
National treatment: Foreign investment generally would
be treated like domestic investment, except where the
investment is made in certain industries. The government
would publish a “negative list” of industries in which foreign
investment would be prohibited or restricted (similar to
the list that currently applies in the China (Shanghai) Pilot
Free Trade Zone). Approval would be required only where
a foreign investor proposes to invest in an industry on the
negative list (currently, all foreign investors must obtain
MOFCOM approval before setting up or acquiring an
enterprise in China, and before registering the investment
with the relevant authorities). A foreign investor not
operating in a restricted industry or whose investment
amount does not exceed a prescribed threshold would
be subject to the same treatment as a domestic investor
(although an information reporting requirement would
apply (see below)).
Market entry clearance: A limited entry clearance
approach would replace the existing foreign investment
approval requirement. Only foreign investment that falls
within the scope of the negative list would need market
entry clearance.
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Information reporting: In lieu of the approval requirement,
foreign investors not investing in a negative list industry
would be subject to an information-reporting requirement.
Share transfers, capital increases, and other changes to a
foreign investment that currently require advance approval
would need only to be reported via the online reporting
system under the supervision of MOFCOM within 30 days of
the transaction.
National security review: To counterbalance the
elimination of the approval requirement, the Draft FIL would
incorporate and broaden the existing national security
review regime.
Currently, national security reviews are limited to mergers
and acquisitions of Chinese enterprises engaged in national
defense and security industries, or mergers/acquisitions
where de facto control is obtained over such companies.
The Draft FIL would broaden the scope of reviews to include
any foreign investment that “harms or is likely to endanger
national security,” which potentially could encompass other
forms of foreign investment, such as Greenfields investment.
Corporate governance: The abolition of the WOFE, CJV
and EJV laws would eliminate the different treatment of
domestic and foreign-invested enterprises (FIEs) in terms of
corporate governance, and would simplify the governance
rules by subjecting FIEs to the same rules that apply to
domestic enterprises under the PRC Company Law. Existing
FIEs would have a three-year transition period to conform
their corporate governance in accordance with the PRC
Company Law (for example, to establish shareholder
meetings for EJVs, change the form of entity for CJVs).
“Control” and “de facto controller”: The concepts of
control and a de facto controller would be introduced
for determining whether investment activities fall within
the scope of foreign investment (see above for the new
definition of control).
Penalties: Criminal penalties would be imposed for
violations of the information reporting rules.

Impact on existing FIEs
The Draft FIL would have the following effects on
existing FIEs:
• Since the Draft FIL provides that entities registered in
China, but controlled by foreign investors would be
treated as foreign investors, existing WOFEs and foreigncontrolled JVs would be treated as foreign investors.
• If a foreign investor or an FIE uses a nominee
shareholder, trust, multilevel reinvestment, lease,
VIE structure, or overseas transaction to operate in a
prohibited or restricted industry without market entry
clearance, it would risk being deemed noncompliant.
• As noted above, existing FIEs would have a three-year
transition period to adjust their corporate governance
procedures.
• The treatment of long-term financing, the acquisition of
real property and concessions for exploring or developing
natural resources or for constructing or operating
infrastructure during the transition period is unclear.
• Substantial reporting obligations would be imposed
on FIEs under the Draft FIL, including requirements to
submit an investment report, a change in investment
(e.g., share transfer, shareholder change, capital increase)
report, a quarterly report (in certain circumstances)
and an annual report. Any reported changes that
could trigger market entry clearance would require an
application to MOFCOM.
Impact on VIE structures
The Draft FIL would have a significant impact on VIE
structures. These structures typically are used by foreign
investors to finance Chinese businesses in restricted
industries: a wholly foreign-owned vehicle is used to control
a Chinese entity that holds a relevant license, thus enabling
it to operate in the “restricted” sector.
The FIL would not eliminate VIE structures. Instead, a VIE
that is de facto controlled by a foreign investor(s) would
be treated the same as other foreign investment, i.e., a
VIE could not invest in an industry on the prohibited list
and investment in an industry on the restricted list would
require entry clearance. A VIE structure that is de facto
controlled by Chinese investors would be allowed and
would not be subject to the negative list restrictions, and a
VIE structure set up by a foreign investor in an industry not
on the negative list would be permitted. However, the Draft
FIL does not contain any provisions on how to deal with
existing VIEs where foreign investors use the structure to
circumvent regulatory restrictions on foreign investment.

The potential impact of the new FIL (if enacted as currently
drafted) on VIE structures would be as follows:
• The need to set up new VIE structures would be
diminished because a VIE would not be able to be used
to bypass negative list restrictions;
• VIE structures used in “red chip” structures (i.e., offshore
listings) could attract the attention of overseas stock
exchanges if the structure is effectively unnecessary; and
• VIE structures in existence before the enactment of the
new FIL could be subject to challenge if they were set up
for the purpose of circumventing regulatory restrictions
on foreign investment.
Comments
There is no clear timeline for enactment of the new FIL, but,
if enacted as currently drafted, the FIL would fundamentally
change the foreign investment regulatory regime in China.
In anticipation of enactment, affected foreign investors
should consider the following actions:
• Reviewing the corporate governance structure of existing
EJVs/CJVs to identify items that should or could be
adjusted;
• Preparing a strategy for the transition to the new regime,
as well as a strategy to negotiate with Chinese JV
partners;
• Assessing whether new options are needed where a
foreign investor is relying on a VIE structure in “sensitive”
industries;
• Restructuring any investments that could be perceived
to have been designed to circumvent previously valid
Chinese laws/regulations, to conform them to the new
law; and
• Obtaining legal advice to better prepare for the new law.
Tammy Tang (Shanghai)
Associate
Qin Li Law Firm*
tamtang@qinlilawfirm.com
*Qin Li Law Firm is a Chinese law firm and forms part of the
international Deloitte network.
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China: SAT issues new rules on indirect
transfers of assets by nonresident enterprises

On February 6, 2015, China’s State Administration of Tax
(SAT) issued new guidance (Bulletin [2015] No. 7, “Bulletin
y”) on the PRC tax treatment of an indirect transfer of assets
by a nonresident enterprise. Bulletin 7 is the latest regulatory
instrument on indirect transfers and follows two previous
sets of guidance issues in 2009 and 2011; the “Notice on
Strengthening the Administration of Enterprise Income
Tax on Income from the Transfer of Shares by Nonresident
Enterprises” (Guoshuihan [2009] Circular No. 698, “Circular
698”) and the “Bulletin on Several Issues Concerning the
Administration of Income Tax on Nonresident Enterprises”
(Bulletin of SAT [2011] No. 24, Bulletin 24”).

Highlights of Bulletin 7
Scope of application
Bulletin 7 first describes when an indirect transfer by a
nonresident enterprise becomes taxable in China. Article 1
states that “when a nonresident enterprise engages in an
indirect transfer of assets (“Transferor”), including shares of
Chinese resident enterprises, through an arrangement that
does not have a bona fide commercial purpose in order to
avoid paying enterprise income tax (EIT), the transaction
should be re-characterized as a direct transfer of the
Chinese assets in accordance with article 47 of the EIT Law.”
This description is consistent with Circular 698.

Under Circular 698, a nonresident enterprise transferring
shares in an offshore intermediary enterprise that directly
or indirectly holds an equity interest in a PRC enterprise are
subject to PRC tax on the gains from the transfer if the PRC
tax authorities determine that the arrangement lacks a bona
fide commercial purpose and recharacterize the indirect
transfer as a direct transfer of the PRC enterprise. Bulletin 24
clarifies certain aspects of the rules in Circular 698.

“Assets, including shares of Chinese resident enterprises”
are further defined to mean three types of assets, gains on
the disposal of which are subject to EIT in China when the
assets are directly held by nonresident enterprises. These
assets, which are collectively defined as “Chinese Taxable
Assets,” are:

Bulletin 7 does not replace Circular 698 and Bulletin 24 in
their entirety. Instead, it abolishes certain provisions and
provides more comprehensive guidelines on a number of
issues, as explained below. While Bulletin 7 is effective from
the date of issuance, it also applies to transactions that
took place before the date of issuance, but for which the
relevant PRC tax treatment has not been decided upon by
the Chinese tax authorities. Thus, Bulletin 7 will affect both
future and past transactions.

• Shares in Chinese resident enterprises.

• Assets attributed to an establishment in China;
• Immovable property in China; and
The term “Chinese Taxable Assets” does not appear in
Circular 698; the circular only makes reference to indirect
transfers of shares in Chinese resident enterprises. As a
result, Bulletin 7 effectively expands the scope of indirect
transfers subject to PRC tax.
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Bulletin 7 further clarifies the meaning of “an indirect
transfer of Chinese Taxable Assets.” It refers to a transfer of
shares and equity-like interests (“Shares”) in a nonresident
intermediary enterprise that directly or indirectly holds
Chinese Taxable Assets (a “Nonresident Intermediary
Enterprise”) that effectively has the same or a similar effect
to directly transferring Chinese Taxable Assets, including a
reorganization of a nonresident enterprise that results in a
change in the shareholders of the Nonresident Intermediary
Enterprise. Thus, the substance of a transaction must be
analyzed to determine whether it can be considered to
constitute an indirect transfer of Chinese Taxable Assets
within the meaning of Bulletin 7.
Article 5 of Bulletin 7 specifies two situations that are not
subject to the application of the Bulletin, effectively creating
two safe harbors:

Factors to be considered: Article 3 of Bulletin 7 specifies
that all arrangements related to an indirect transfer of
Chinese Taxable Assets must be taken into account and lists
a number of specific factors to be considered:
• Whether the equity value of the Nonresident
Intermediary Enterprise is mainly derived directly or
indirectly from Chinese Taxable Assets;

1. Normal trading of listed shares: Where a nonresident
enterprise derives income from an indirect transfer of
Chinese Taxable Assets by acquiring and selling Shares in
an offshore listed enterprise on a public market; and

• Whether the assets of the Nonresident Intermediary
Enterprise mainly consist directly or indirectly of
investments in China or whether the income of the
Nonresident Intermediary Enterprise mainly consists
directly or indirectly of income sourced from China;

2. Tax treaty exemption exception: Where there is an
indirect transfer of Chinese Taxable Assets, but if the
Transferor directly disposed of Chinese Taxable Assets,
the income from the transfer would be exempt from EIT
in China under an applicable tax treaty or arrangement.

• Whether the functions performed and risks assumed by
the Nonresident Intermediary Enterprise and its direct
or indirect subsidiaries that hold Chinese Taxable Assets
can justify the economic substance of the organizational
structure;

Reporting requirements
Bulletin 7 substantially changes the reporting requirements
in Circular 698:
• Mandatory to voluntary: Under Circular 698, transactions
meeting certain criteria had to be reported to the
relevant PRC tax authorities. In Bulletin 7, there is no
such mandatory reporting requirement for any type of
transaction. Instead, a relevant party has discretion as to
whether to report a transaction.
• Expanded reporting parties: Circular 698 imposed the
reporting obligation only on the Transferor; under
Bulletin 7; however, a transaction may be reported by
either party to a transaction or by the PRC enterprise
whose shares are to be indirectly transferred. Further,
Bulletin 7 makes it clear that the PRC tax authorities may
request information about an indirect transfer from any
of these parties, or from a person that participated in
the planning of a transaction. This is a significant change
that could affect the duties of tax advisors.
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Determination of a bona fide commercial purpose
As compared with Circular 698, Bulletin 7 provides more
detailed guidance on how to determine a bona fide
commercial purpose. Bulletin 7 lists specific factors that
need to be considered; describes a “blacklisted” situation
in which a transaction will be deemed to lack a commercial
purpose; and grants a safe harbor for qualifying group
reorganizations (discussed below).

• The length of time the shareholders, business model,
and relevant organizational structure of the Nonresident
Intermediary Enterprise has been in existence;
• Whether foreign income tax is paid on income from the
indirect transfer of Chinese Taxable Assets;
• Whether it would have been possible for the Transferor
to directly invest in and directly transfer the Chinese
Taxable Assets rather than indirectly invest in and
indirectly transfer the Chinese Taxable Assets; and
• How a tax treaty or an arrangement applies to the
indirect transfer of the Chinese Taxable Assets.

Blacklisted transactions: A transaction will be deemed to
lack a bona fide commercial purpose and thus be subject
to PRC tax under Bulletin 7 if all of the following conditions
are satisfied, unless the safe harbor for qualifying group
reorganizations applies:
• 75% or more of the equity value of the Nonresident
Intermediary Enterprise is derived directly or indirectly
from Chinese Taxable Assets;
• At any time during the one year before the indirect
transfer of Chinese Taxable Assets takes place, 90% or
more of the asset value of the Nonresident Intermediary
Enterprise (excluding cash) is comprised directly or
indirectly of investments in China, or 90% or more of its
income is derived directly or indirectly from China;
• The functions performed and risks assumed by the
Nonresident Intermediary Enterprise and any of its
subsidiaries that directly or indirectly hold the Chinese
Taxable Assets are limited and are insufficient to prove
their economic substance; and
• The foreign tax payable on the gain derived from the
indirect transfer of the Chinese Taxable Assets is lower
than the potential Chinese tax on the direct transfer of
such assets.
The Interpretation Notes accompanying Bulletin 7 clarify
that the foreign tax to be taken into account in the fourth
bullet includes tax imposed by the country where the
Transferor is located, as well as tax levied by the country
where the Nonresident Intermediary Enterprise resides.

Safe harbor for qualifying group reorganizations
Article 6 of Bulletin 7 provides for a safe harbor for
indirect transfers resulting from qualifying group internal
reorganizations. An indirect transfer that satisfies all of the
following three conditions will be deemed to have a bona
fide commercial purpose and thus will not be taxable under
Bulletin 7:
1. The Transferor and the transferee are qualifying related
enterprises, which will be the case if any of the following
applies:
a. The Transferor directly or indirectly owns 80% or
more of the shares in the transferee;
b. The transferee directly or indirectly owns 80% or
more of the shares in the Transferor; or
c. 80% or more of the shares of both the Transferor
and transferee are directly or indirectly owned by the
same shareholder.
Where more than 50% of the value of the equity interest of
the Nonresident Intermediary Enterprise is derived directly
or indirectly from immovable assets located in China, the
qualifying ownership requirement will be increased to 100%.
1. After the indirect transfer (“First Indirect Transfer”), the
PRC tax payable on a potential subsequent indirect
transfer of the same Chinese Taxable Assets is no lower
than the PRC tax that could have been payable on a
similar or an identical indirect transfer if the First Indirect
Transfer did not take place; and
2. All the consideration paid by the transferee must consist
of its own shares or shares of a related enterprise with
which the transferee has a controlling relationship
(excluding shares of listed companies).
The safe harbor for qualifying group reorganizations is
welcomed but the third requirement relating to equity
consideration will put some constraints on enterprises
intending to utilize this safe harbor and will require careful
planning. Additionally, it is unclear whether the related
enterprise in the third requirement with which the transferee
has a controlling relationship refers only to a subsidiary of
the transferee or whether it also refers to a parent company
of the transferee.

International Tax for Asset Managers Update 21

Failure to withhold and pay tax
Bulletin 7 clarifies two issues that have resulted in
controversy under Circular 698: whether any party to the
transaction has a withholding obligation and how the
interest on the tax payable should be calculated.
Bulletin 7 imposes a withholding obligation on the payer,
which in most, but not all cases, will be the transferee.
Article 8 of Bulletin 7 stipulates that “an entity or individual
that has a direct payment obligation to a Transferor is
required to act as the withholding agent for tax payable on
an indirect transfer of immovable property and shares.”
Article 8 also specifies that, if a withholding agent fails to
withhold tax, and the Transferor fails to pay the tax, the
in-charge tax authorities may hold the withholding agent
liable under the PRC Tax Collection and Administration
Law, which allows for the imposition of a penalty of 50%
to 300% of the unpaid tax on the withholding agent.
However, article 8 provides that the penalty may be reduced
or waived if the withholding agent submits the required
documents within 30 days after the transfer agreement has
been signed.
Where no tax has been withheld by the withholding agent
and no or insufficient tax has been paid by the Transferor in
a timely manner, article 13 of Bulletin 7 makes it clear that
interest will be imposed on the Transferor. If the Transferor
submits the required documents within 30 days after the
transfer agreement has been signed or has timely paid some
tax, the base interest rate will apply in computing interest; if
the Transferor has failed to submit the required documents
or has not paid any tax timely, the applicable interest rate
will be the base interest rate, plus five percentage points.
The base interest rate is the prime renminbi lending rate
published by the People’s Bank of China in the year to
which the unpaid tax is attributed for loans having the same
term as the unpaid tax.
The risk of facing a penalty should motivate the transferee
in a transaction to report the transaction or at least to
negotiate with the Transferor on how to protect itself
against such a risk. Similarly, the higher interest rate on the
Transferor in a potentially taxable transaction may provide
an incentive for the Transferor to report the transaction.
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Administrative measures on GAAR
On December 2, 2014, the SAT issued regulations on the
application of the general antiavoidance rule (GAAR). Since
Circular 698 and Bulletin 7 are an application of the GAAR,
article 11 of Bulletin 7 stipulates that the GAAR regulations
should be followed when an in-charge tax authority initiates
an investigation of an indirect transfer and makes an
adjustment. This hopefully will improve the administration of
the indirect transfer rules by the in-charge tax authorities and
offer potential taxpayers more certainty and protection. For
instance, according to the GAAR regulations, the in-charge
tax authority must seek approval from the SAT at all major
steps of an investigation and give the potential taxpayer
an opportunity to appeal an adjustment decision of the
in-charge tax authority before this decision can be finalized.
Comments and recommendations
Bulletin 7 provides comprehensive guidance on indirect
transfers of Chinese Taxable Assets, potentially improving
the administration of the indirect transfer rules by the
PRC tax authorities and providing more certainty for
taxpayers. Parties intending to undertake indirect transfers
of Chinese Taxable Assets in the future and parties that
have undertaken such transfers in the past (except for
transactions that have been decided upon by the relevant
PRC tax authorities) should review Bulletin 7 closely and
analyze how it may affect them. This includes determining
whether any remedial steps are necessary and whether any
disclosure and tax provisions in the financial statements will
be necessary.

Japan: 2015 tax reform proposals announced

On December 30, 2014, the ruling parties of Japan released
an outline of the 2015 tax reform proposals, a number of
which may affect foreign-based companies doing business
in Japan and foreign nationals working in Japan. It is
important to note that the proposed measures could be
modified as they progress through the legislative process.
Corporate tax
• Through reductions in both the national corporate
tax rate and the local enterprise tax rate, the standard
effective income tax rate in Japan for companies with
stated capital over JPY 100 million would decrease from
34.62% to 31.33% over the next two years, starting
with tax years beginning on or after April 1, 2015. The
effective tax rate based on the maximum rates applicable
in Tokyo to a company whose paid-in capital is over JPY
100 million currently is 35.64%, and the future tax rates
for such a company will be available once the enterprise
tax rates (income component) for Tokyo are determined.
• The amount of taxable income that may be offset by
tax losses carried forward would decrease from 80% to
50% over the next three years, starting with tax years
beginning on or after April 1, 2015. However, the tax
loss carryover period would increase from nine years to
10 years for tax losses incurred in tax years beginning on
or after April 1, 2017.

• The tax rates for both the capital factor and the valueadded factor of the factor-based enterprise tax regime
(imposed on companies with stated capital over JPY
100 million) would increase from 0.2% to 0.4% and
from 0.48% to 0.96%, respectively, over the next two
years, starting with tax years beginning on or after April
1, 2015. (A reduction of the value-added factor tax
base could be available for certain taxpayers that raise
employee wages.)
• The ownership threshold required to fully exclude
dividends received from another Japanese company from
taxable income would increase from 25% or more to
more than 33.3%. In addition, only 20% (currently, 50%)
of dividends received from domestic shareholdings of
5% or less would be able to be excluded from taxable
income. Dividends received from domestic shareholdings
of more than 5% up to 33.3% would be eligible for a
50% exclusion.
• The special measure allowing an increase in the limit
for the tax credit available for R&D expenditure to 30%
(originally 20%) of the total corporate tax liability would
be abolished and replaced with a 30% overall credit limit
in certain cases. The one-year carryover for any excess
R&D tax credit would be abolished.
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• One of the requirements to take a tax credit for wage
increases would be relaxed. Companies increasing wages
by 4% (currently, 5%) over a specified base period for
tax years beginning on or after April 1, 2016, would be
eligible for the tax credit, provided other conditions are
satisfied. The required increase would be further reduced
to 3% for small- and medium-sized companies with
stated capital of JPY 100 million or less.
• Various tax incentives, including special depreciation
and tax credits, would be provided to companies that
invest in assets and hire employees in specified regional
areas of Japan.
• Additional measures related to the revisions to the
taxation of permanent establishments that were included
as part of the 2014 tax reform would be introduced
(e.g., where a foreign company earns interest on shortterm accounts receivable (generally less than six months),
the interest would not be considered Japan-source
income for Japanese corporate income tax purposes).
• The 95% foreign dividend exemption regime would
not apply to foreign dividends that are deductible in
the jurisdiction of the payer. This rule generally would
be effective for tax years beginning on or after April
1, 2016, with grandfathering rules for existing shares
applying for periods beginning before April 1, 2018.
• Several amendments would be made to the CFC
regime, including changing the effective tax rate for
triggering the CFC rules to less than 20%, from the
current 20% or less.
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Consumption tax (JCT)
• The place of supply for cross-border digital services
(e.g., the provision of e-books and online advertising
services) would change from the office of the supplier
to the domicile of the recipient. The supply of crossborder digital services would be classified as business-tobusiness (B2B) supplies or business-to-consumer (B2C)
supplies, according to their nature and service terms. A
reverse-charge mechanism would apply to B2B supplies,
and recipients (rather than suppliers) would be liable
to account for output JCT on the supply. The new rules
would apply for transactions taking place on or after
October 1, 2015.
• The JCT rate increase to 10% would be postponed by
18 months to April 1, 2017, and the “economic
conditions” clause giving the government discretion
to cancel the rate increase based on prevailing
economic conditions would be removed. A broad
discussion on the introduction of multiple JCT rates in
2017 would be launched.
Individual tax
• Income tax would be levied on built-in gains on shares
held by individuals who have maintained an abode in
Japan for more than five of the preceding 10 years and
who have assets worth more than JPY 100 million, at the
time these individuals exit Japan. The tax would apply for
individuals leaving Japan on or after July 1, 2015.
• Additional documentation requirements would be
imposed on individuals claiming a nonresident as a
dependent on their income tax return.
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