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PricewaterhouseCoopers Asia 
Pacific Private Equity Tax is an 
annual publication that offers an 
insight into topical tax issues, 
trends and developments in the 
private equity industry in the Asia 
Pacific region. 
 
If you would like to discuss further 
any of the issues raised, please 
contact the individual authors or 
the country contacts listed at the 
back of this publication.  
 

Heading 1 



 
The state of the private equity market in the Asia Pacific region 
 

Challenging market conditions across 
the globe have had a direct impact on  
private equity (PE) deal flow across 
the Asia Pacific region, however the 
timing of the impact has differed; with 
Australia experiencing the downturn in 
activity nearly 12 months ago, whilst 
China only slowed down in the fourth 
quarter of 2008. Over the next 12 to 18 
months, we are expecting on average 
fewer deals, fewer exits, longer hold 
periods and lower deal sizes; but fit 
and agile PE funds will still capitalise 
on some exceptional value situations, 
and even those in a weaker investing 
position will be able to create 
sustainable value in their portfolio 
companies. 

Despite three consecutive quarters of 
growth, mergers and acquisition (M&A) 
activity in Asia (excluding Japan) in 
2008 fell by 11.1% to US$387.8 billion. 
Fourth quarter deal making volume 
totalled US$71.3 billion, a 45.5% drop 
from the all time high of US$130.7 
billion recorded in the fourth quarter of 
2007. This reflects the continuing 
constrained credit availability which is 
limiting corporate and PE ability to take 
up new deals. In Japan deal volume 
decreased by 3.8%.  

It’s worth noting that M&A activity in 
China remained strong, with deal 
volumes increasing by 44% to 
US$159.6 billion. In fact towards the 
end of 2008, China was the only 
country in the region to experience 
growth in such a tumultuous economic 
environment. There was a 68% decline 
in new global PE fund commitments 

between Q1 and Q4 2008 (but off a 
significantly higher FY07 base), and 
this is likely to decline further in 2009. 

Given this, PE funds will refocus on 
recapitalisation and restructuring of 
existing portfolio investments to 
preserve value. Financiers and equity 
investors are becoming increasingly 
intolerant in their attitude to 
deteriorating businesses under 
financial and operating stress, and PE 
funds are being increasingly pro-active 
in sharing strategic plans with 
financiers to support the stabilisation 
initiatives being implemented at their 
portfolio investments. 

There may be a need for equity top-
ups and in some situations, where 
there is limited headroom of uncalled 
commitments, PE funds have arranged 
additional funding facilities to enable 
additional investments required to 
stabilise portfolio companies. 

Capital market valuation pressures and 
lower earnings before interest, tax 
depreciation and amortisation 
(EBITDA) due to cutbacks in consumer 
spend and the flow through impact of 
financial crisis into the real economy, 
will inevitably result in hold periods 
extending into 2010 and possibly 2011 
on existing portfolio investments. 

Funds will have to make difficult 
decisions around the longevity of their 
portfolio investments, they may even 
have to allow them to fail, a few well-
known investments will not survive in 
2009. 

But it is not all bad news. There is an 
undercurrent of optimism and a sense 
that savvy PE firms will thrive by taking 
advantage of opportunities to diversify 
into value investments in “new” sectors 
such as investment management, 
property, insurance, infrastructure and 
resources. These sectors have been 
adversely affected by the global 
downturn and sellers’ price 
expectations are coming down and are 
expected to decline further. 

Activity in the buyout community will 
nevertheless take a back seat, with PE 
fund focus remaining firmly on 
preserving value in existing portfolios. 
Short term strategic business reviews, 
cash optimisation initiatives, and 
strategic option scenario analyses are 
taking hold and are critical to portfolio 
companies implementing quick wins to 
stabilise their performance and restore 
stakeholder confidence. 

In terms of deals, PE funds will 
contribute more equity to deals and 
complete a higher proportion of non-
controlling investments and bolt on 
deals in late 2009/mid 2010 where they 
will not need to raise new debt. The 
non-controlling investments will be 
regeared and PE funds will move to 
control when debt markets recover in 
18 months time. 
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Conclusion 

In 2009 PE will focus on stabilising its 
portfolio investments so as to be in a 
strong position when the market 
returns to more normal investment 
patterns. Despite a slow year, deal flow 
will bounce back strongly by mid 2010, 
however, these deals may be 
fundamentally different with more 
minority stakes, more partnerships with 
incumbent owners, more co-
investments with sovereign wealth 
funds, other major limited partners and 
corporates. Those PE funds who adapt 
to the new investment paradigm will 
inevitably thrive in the new economy. 
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Sources: 

• UBS report: Financial sponsor activity in 
Australia, January 2009 

• The Carlyle Group: How the Global 
Credit Meltdown has changed the world 
of private equity for the better, February 
25, 2009 

• Thomson Reuters: Mergers & 
acquisitions review, fourth quarter 2008 

Dow Jones: Pri• vate Equity Analyst 
Outlook 2009 
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Vendor due diligence 
 

The purpose of conducting a due 
diligence is to gather information and 
identify significant risks associated with 
a target business or asset. It can also 
provide a purchaser with a list of 
opportunities to pursue if the 
acquisition takes place. Traditionally, 
the due diligence process has been 
initiated by the potential purchaser with 
a view to evaluating these risks, but 
increasingly, vendor due diligence is 
becoming a common feature of M&A 
transactions across Australasia. 

Vendor due diligence is a process by 
which the vendor and its advisers 
undertake a detailed review of the 
business that the vendor is proposing 
to sell. Essentially, the vendor 
conducts a due diligence on its own 
business of a type the potential 
purchaser is expected to undertake. 

The vendor due diligence report 
attempts to address the concerns and 
issues that may be relevant to any 
prospective purchaser. Vendor due 
diligence reports can include 
commercial, legal, financial, and tax 
aspects of the business. The aim of the 
vendor due diligence report is to bring 
together all of the information 
regarding the business that any 
potential purchaser would require if it 
was performing its own due diligence. 

Any costs of conducting the vendor 
due diligence are usually borne by the 
vendor, although a vendor may attempt 
to pass these costs on to any 
successful purchaser. 

A vendor due diligence has many 
advantages both for the vendor, and 
also the potential purchaser. These 
include: 

• The vendor due diligence report 
gives bidders the information they 
require in an easy to read 
document, and can also serve as 
a useful summary of the 
information contained in the data 
room. 

• One of the reasons a transaction 
can collapse is that the 
investigative process takes too 
long. Where there is a significant 
delay in conducting its due 
diligence, a potential purchaser 
may decide to pursue other 
transactions or consider that there 
are other uncovered risks that 
could result in the transaction 
failing. Conducting a vendor due 
diligence may speed up the sale 
process and ensure a successful 
transaction. 

• It is important to understand that a 
vendor due diligence is unlikely to 
satisfy all of the buyer’s needs 
because the potential purchaser 
may have reasons for purchasing 
the business which are not 
contemplated in a vendor due 
diligence (such as possible 
synergies with the target business). 
As such, whilst a vendor due 
diligence report does not replace a 
buyer’s due diligence, it should 
reduce the amount of due 
diligence on the business that a 
buyer wishes to undertake. 

• Vendor due diligence can save 
potential purchasers spending 
significant amounts of money with 
no certainty of a successful 
outcome. This could mean more 
bidders at the beginning of the 
transaction. 

• A vendor due diligence may also 
eliminate the duplication of due 
diligence work by multiple buyers 
who want answers to many of the 
same questions. This ensures that 
any disruption to existing 
management and the continuing 
day to day running of the business 
is minimised. 

• Where a potential purchaser 
uncovers risks in the business 
during a due diligence process, 
the purchaser will usually seek to 
reduce the purchase price to 
compensate for the additional risk. 
The undertaking of a vendor due 
diligence allows the vendor to 
detect any issues existing prior to 
sale which may have a material 
effect on the purchase price. This 
can provide the vendor an 
opportunity to rectify these issues 
prior to sale and reduce the scope 
for the purchaser to negotiate a 
price reduction. 
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Despite the advantages of conducting 
a vendor due diligence outlined above, 
there are some important issues that 
the vendor, the vendor’s advisers and 
any potential purchaser must consider: 

• Before beginning a vendor due 
diligence, it is important that the 
vendor and the adviser agree on a 
clear scope and the information to 
be contained in the due diligence 
report. The agreed scope of work 
is important as a potential 
purchaser may not place much 
reliance on a vendor due diligence 
if the report does not address the 
purchaser’s significant potential 
concerns. 

• Prior to beginning the vendor due 
diligence, it is important to 
determine the extent to which a 
potential purchaser can rely on a 
vendor due diligence report. A 
report may be prepared on an 
information only but no reliance 
basis or on a full reliance or partial 
reliance basis. Where a purchaser 
is not entitled to rely on the report, 
it may need to conduct a more 
detailed due diligence to confirm 
the findings in the vendor due 
diligence report. 

• For the vendor’s advisers, there 
are potential conflicts of interest 
and professional liability risk 
issues involved when preparing a 
vendor due diligence report, which 
although they can be overcome, 
may reduce the usefulness of the 
report. 

The above issues may limit the 
effectiveness of the vendor due 
diligence report, and should be 
considered carefully by the vendor and 
purchaser when undertaking a 
transaction in which a vendor due 
diligence has been performed. 
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Carried interest planning 
 

As the turmoil in the international 
markets continues and uncertainty 
abounds, incentivising fund managers 
in a tax efficient manner becomes 
increasingly important to individual 
managers, their employers, and the 
private equity (PE) houses, alike. 

A common method used widely in the 
United States and Europe over the 
past few decades is to have a carry 
plan in place for key executives. 
However, despite the many benefits of 
such a plan, carry plans may be less 
familiar to readers in the Asia Pacific 
region at present. This article outlines 
the benefits of such a plan, how it 
might be treated for tax purposes in 
various jurisdictions and other 
considerations that should be taken 
into account.  

It is interesting to note that, following a 
high level of scrutiny in Europe and the 
U.S., particularly at present following 
the announcement of the Obama 
administration that carried interest will 
be taxed in future as ordinary income 
at the highest rate of federal tax, the 
position of tax authorities in the Asia 
Pacific region on the tax treatment of 
carried interest is largely uncertain. 
Whether this will change in future 
years is yet to be seen and it may 
ultimately be a function of how the PE 
industry will weather the global 
recessionary storm.  

Towards the end of 2008 there were 
several high profile instances of large 
fund managers either publicly 
appealing to limited partners not to 

default on their commitments, or 
negotiating down the size of funds 
closed a number of years earlier. One 
feels that to the extent the industry is 
smaller, and hence less high profile, 
the less potentially intense will be the 
attention it attracts from policy makers 
when they are setting tax policies. As 
such, any guidance or changes in 
existing policy concerning the 
treatment of carried interest may not 
be forthcoming.  

What is a carried interest plan? 

Within a traditional fund structure, key 
individuals, who are employees or 
directors of the PE fund management 
company or an associated company 
could be invited to join the carried 
interest plan. The plan essentially 
works by those individuals contributing 
a nominal amount of capital to the fund, 
typically structured as a limited 
partnership, and hence becoming 
partners in the limited partnership. 
Participation in such a plan would be in 
addition to the executive’s 
remuneration from a salary and bonus.  

Payment of carried interest from the 
fund to the individual participants in the 
plan (typically 20% of profits of the 
fund above a threshold) arises on 
realisations of investments in portfolio 
companies, and is subordinate to a 
return of investors’ capital either on a 
whole fund basis or a “deal by deal” 
basis, and an agreed rate of return. 
Consequently only in cases where 
investments are sold by the fund with a 
substantial gain may carried interest 

holders realise a significant amount of 
carried interest. 

The potential upside of carry is often 
balanced against the material 
investment in the fund that carry 
holders are usually required to 
undertake (Co-investment). The PE 
executives typically invest directly into 
the Co-investment vehicle using their 
own wealth or bank loans. The Co-
investment vehicle is required to take a 
proportionate stake in all investments 
of the fund, and co-investors are fully 
exposed to all gains or losses made by 
the Co-investment vehicle. Unlike the 
fund, the Co-investment vehicle would 
not typically be required to pay 
management fees or carried interest.  

Often, Co-investment and carried 
interest are commercially viewed, and 
legally structured, as a unified 
investment by executives in the fund. It 
is worthy of note (and has been 
pointed out by national PE industry 
representative bodies to legislators) 
that the executive, being an individual, 
takes a far greater risk than the fund’s 
institutional investors. Whilst 
institutional investors invest a small 
proportion of their total assets in one 
fund, a PE executive is required to 
invest a substantial portion of his 
personal net worth, often more than a 
year’s salary and bonus.  

The risk can be illustrated by data of 
the British Venture Capital Association 
in respect of UK PE funds, which 
shows that roughly half of all funds do 
not pay carried interest and, moreover, 
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one in four funds loses money. In 
today’s climate this is an important 
consideration for anyone considering 
participating in such a plan.  

Why implement a carry plan? 

A carried investment plan aligns the 
fund managers’ interests to that of the 
investors by allowing them to benefit 
from the growth in value of the fund 
partnership once any preferred returns 
have been paid to the investors. The 
PE executives will continue to receive 
their standard salary alongside any Co-
investment profits, but the carry plan 
could be used to replace their bonus 
plan, or complement it.  

As a hurdle rate must be reached 
before any payments are made, in a 
“normal” economic environment, it can 
take 3 – 4 years before the PE 
executives receive a carry payout from 
the fund. This proves useful 
in ”handcuffing” good executives to a 
fund. 

The carried interest documentation is 
usually drafted to include good/bad 
leaver clauses, vesting conditions and 
restrictions on the transferability of the 
carried interest.  

From a tax standpoint, the advantage 
of carried interest is that it may in 
certain circumstances be taxed as 
capital gains rather than employment 
income, often with the result that, 
compared to a bonus which would be 
taxed as employment income, carried 
interest attracts a lower tax rate and 

lower/no social security charges. It 
should be noted however that in many 
jurisdictions the existence of the 
good/bad leaver clauses, vesting 
conditions and transfer restrictions 
clauses can give carried interest the 
hallmark of employment income, which 
needs to be managed in order to 
achieve capital gains treatment. 

The ability to have carried interest 
classified as capital gains, and 
furthermore, in certain jurisdictions, to 
access preferential tax rates which 
apply to particular types of capital 
gains, will depend on the location of 
the fund, how precisely it is structured, 
and whether the holding of the carried 
interest is via a special purpose vehicle. 
The legal documentation and structure 
of the fund itself are crucial and proper 
advice should be sought.  

General approach by Asian tax 
authorities 

Generally the tax authorities of Asian 
countries have yet to formally 
announce their stance on the treatment 
of carried interest. Whilst limited 
guidance exists on share based 
benefits paid to employees there is 
generally no mention of carried interest 
plans.  

Therefore it is generally unclear 
whether carried interest should be 
taxed as compensation for services 
rendered, or as an investment 
generating an investment-like (and 
hence, in some jurisdictions, tax free) 
return.  

In some jurisdictions, if structured 
properly, there is a strong argument 
that a carried interest plan should be 
treated as the latter, particularly where 
the participants paid fair market value 
for their interest upon acquisition.  

In other jurisdictions, the receipt of an 
acquisition of carried interest may be 
subject to income tax and social 
security where the consideration given 
was below fair market value (FMV), 
and a benefit in kind received. There is 
generally no formal methodology 
agreed to determine the FMV of the 
carry right and, where the general 
partner holds a large amount of 
discretion over the amount of carried 
interest that could be paid out in future, 
or the likelihood of carry being received 
is very uncertain, it may be possible to 
argue that the FMV at acquisition is 
quite low, reducing any benefit in kind 
recognised at acquisition. Further the 
receipt of carry may be subject to 
income tax at usual rates. 

In many jurisdictions there may be 
planning opportunities to mitigate the 
taxation on grant of carried interest and 
receipt of carry by executives, although 
the complexities of implementation 
may be a deterrent. 

Funds considering the implementation 
of a carry plan should seek specific 
advice on the potential treatment of the 
interest in the relevant jurisdiction. 
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Conclusion 

Carried interest plans, where properly 
implemented, can provide both 
economic and commercial benefits to 
fund investors and executives.  

However, whilst possibly providing 
significant rewards, carried interest 
plans do not come without their pitfalls. 
The executives are not guaranteed a 
payout and, even where a fund 
performs well, it may take time to reach 
the hurdle level of return before which 
the carried interest holders are not 
rewarded. Co-investment usually 
required by carry holders, from their 
own pockets, could also be lost.  

Any executives entering such a plan 
should be made fully aware of the 
potential risks and rewards, allowing 
them to weight up the costs and 
benefits for their personal situation. It 
seems that tax authorities in the Asia 
Pacific region have not yet developed 
firm or consistent views on the tax 
treatment of such plans, and there may 
be opportunities to structure the plan to 
optimise after tax returns for 
executives. 
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Islamic and Shariah compliant private equity funds 
 

Islamic private equity (PE) funds are 
finally presented with the opportunity to 
take the lead and drive the Islamic 
finance sector to the next level of 
growth. Given the current economic 
backdrop, Islamic PE funds are finding 
themselves in a position of having 
increased access to quality stocks and 
properties at lower prices. With stock 
valuations decreasing and expected to 
continue decreasing globally, it is 
indeed an attractive time for Islamic PE 
funds to invest. 

Some will say that Islamic PE within a 
properly constructed partnership or 
joint venture arrangement is a true 
manifestation of Shariah business 
principles. 

Key Islamic principles 

Broadly speaking, there is 
fundamentally not very much 
difference between the structure of a 
conventional PE fund and its Islamic 
counterpart. The main difference is that 
the Islamic PE fund is a fund managed 
in a Shariah-compliant manner and 
used principally for acquiring stakes in 
privately-held Shariah-compliant 
companies. Investments that are 
Shariah-compliant generally relate to 
investments that stay clear of the 
following: 

• Taking and paying of interest 
(riba); 

• Speculative investments (gharar); 

• Impure assets (haram), i.e., 
assets related to pork, alcohol, 

pornography, gambling or even 
the defence industry. 

Investments made based on Shariah 
principles can be seen to be a form of 
ethical investing. Hence, Shariah 
compliant PE funds would not invest in 
a company involved in assets which 
are haram such as a company selling 
alcohol or involved in gaming (e.g., 
casinos) and the funding obtained has 
to be Shariah based financing.  

Shariah-compliance 

Islamic PE funds are typically based on 
Musharakah (joint-venture where both 
partners may contribute capital and or 
know-how) or Murabahah (profit-
sharing agreement between financier 
and entrepreneur).  

Given that a large number of 
conventional asset-based PE 
partnerships are also Shariah-
compatible, the distinguishing factor of 
Islamic finance is the type of 
underlying asset used and the 
investment structure (i.e., the proposed 
contract, financing and instrument 
structure) adopted.  

Islamic fund managers are generally 
tasked with ensuring that the asset or 
business activity in question does not 
contain any haram elements, and that 
the investments considered are not 
speculative in nature. Other 
considerations to be taken into account 
relate to the amount of leverage in a 
company, the use of debt instruments 
and the extent to which the business 
activities are based on tangible assets. 

In acknowledging the complexities 
involved in determining the 
appropriateness of investments, 
Shariah fund managers usually seek 
the guidance of boards of Shariah 
advisers. For example, in some 
instances, certain marginally low 
thresholds of “impure” assets may be 
accepted by the Shariah Board where 
there is a need to “purify” the relevant 
income through donation to approved 
charities. More often than not however, 
most obstacles faced by Islamic fund 
managers can be overcome by 
innovative structuring.  

Outlook and challenges 

One of the major challenges faced in 
the past by Islamic PE funds was their 
difficulty in competing with the returns 
offered by conventional funds. This is 
because Islamic funds in countries 
without Islamic banking system were 
unable to leverage their investments to 
the same degree as compared to 
conventional funds which tended to 
use substantial amounts of leverage 
from third party banks. However given 
the current financial crisis and 
shrinking yield expectations, pure 
equity investments may increase in 
popularity, and Islamic PE funds in 
non-Islamic finance jurisdictions may 
finally be able to provide equally 
competitive returns to those provided 
by conventional funds. 

This could potentially give an edge to 
both the muslim investors and 
consequently to Islamic PE funds 
within the Islamic PE space. 
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Another obstacle generally faced by 
Islamic PE funds is the tax burdens in 
most jurisdictions where there is no 
specific tax legislation on Shariah 
transactions. Where conventional PE 
funds have established investment 
strategies to minimise their tax burdens, 
Islamic funds often find it difficult to 
mitigate taxes or are sometimes even 
faced with additional layers of tax due 
to the circuitous structures sometimes 
needed in Shariah-compliant financing 
structures. 

More and more jurisdictions such as 
Malaysia, Singapore and United 
Kingdom have provided tax neutrality 
rules to ensure that additional taxes 
would not be applicable to Shariah 
funding. Jurisdictions such as Malaysia 
also provided added exemptions and 
incentives so that Islamic PE funds are 
provided with tax exemptions or tax 
incentives to operate from. 

The silver lining to the current gloomy 
financial outlook is the potential 
opportunities that it presents to Islamic 
PE sector. Not only are more investors 
looking towards Shariah funds, which 
appear to be less affected by the 
global financial crises, but existing 
Islamic PE funds are looking for assets 
which they can acquire at more 
competitive prices. Islamic PE is 
poised for growth and it is indeed 
timely that an alternative form of 
investing is starting to be noticed by 
investors globally.  

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Jennifer Chang 
Partner 
 
Financial Services 
 
PricewaterhouseCoopers 
Malaysia 
 
 
+60 3 2173 1828 
jennifer.chang@my.pwc.com 
 

 
 

Charlini Yogeswaran 
Senior Tax Associate 
 
Financial Services 
 
PricewaterhouseCoopers 
Malaysia 
 
 
+60 3 2173 1430 
charlini.yogeswaran. 
thambaiya@my.pwc.com 

 
 
Jennifer specialises in tax for the financial 
services sector in Malaysia. She has extensive 
experience in Islamic financing transactions 
advising international financial institutions, 
including PE funds in Malaysia on matters relating 
to tax, structuring and regulatory matters relating 
to Islamic financing. Jennifer has played a 
significant role in the changes to the Islamic 
financing tax regulations in Malaysia including 
formulating tax incentives to promote Malaysia as 
an Islamic finance centre and regularly liaises with 
the relevant authorities on Islamic financing tax 
issues. 
 
Charlini specialises in tax for the financial services 
sector in Malaysia. She has significant experience 
in Islamic financing transactions in Malaysia 
including advising international financial 
institutions in areas of tax, structuring and 
regulatory matters. Charlini also frequently liaises 
with the relevant authorities on Islamic financing 
tax issues. 
 

Asia Pacific Private Equity Tax PricewaterhouseCoopers 
March 2009 11 



 
Challenges for Asia Pacific regional based fund managers: 
lessons from China 

Private equity (PE) investments in 
China continue to attract significant 
attention across the PE spectrum. 
However, the current international 
situation has created a new set of 
challenges for PE fund managers. 
Although the attention remains focused 
on financial performance, key points to 
be considered nowadays also include 
risk management and value creation. 
From a tax perspective, these current 
challenges include managing tax risks 
related to the fund and its investors, as 
well as managing the tax treatment of 
the carried interest plan for the 
managers in order to attract and retain 
management talent. 

In this article, we will focus on 
managing the risks related to the fund, 
its investors, and the aspects related to 
carried interest plans for the fund 
managers from a Chinese, Hong Kong 
and U.S. tax perspective.  

Structure of a PE fund 

A common structure for PE funds 
investing in China is a Cayman Islands 
Exempt Limited Partnership (Cayman 
LP), with a Cayman fund manager that 
employs the services of a Hong Kong 
advisory company.  

This typical fund structure is depicted 
in Figure 1.  

Managing tax risks 

TRE/PE risks in China and Hong 
Kong 

In managing the tax risks related to the 
fund, from a Chinese tax perspective 
the Cayman LP should avoid being 
viewed as a tax resident enterprise 
(TRE) in China or having an 
establishment in China. This is to avoid 
the Cayman LP being subject to 
Chinese corporate income tax. 
Likewise, the fund manager and the 
advisory company should avoid being 
viewed as a TRE in China or having an 
establishment or permanent 
establishment under a tax treaty 
(collectively referred as permanent 
establishment for simplicity). In case of 

a permanent establishment, the 
management fee and/or the advisory 
fee would be exposed to Chinese tax. 
Furthermore, the investment team 
members who are Chinese nationals or 
foreigners who travel into China may 
be subject to Chinese Individual 
Income Tax (IIT). 

To mitigate the TRE risk, an offshore 
fund or fund manager should make 
sure that none of the offshore entities 
are managed from China. Based on 
our experience the offshore entities of 
the fund should have foreign directors, 
board meetings and accounting 
records should be maintained outside 
of China, and major senior 
management should be based outside 
of China. 

Figure 1 

Fund Manager 
(Cayman Islands)

Advisory Company 
(Hong Kong) 

Fund 
(Cayman Islands) 

Intermediate 
Structures 

U.S. Investors and 
Non-U.S. Investors 

FeederFeeder
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To manage the permanent 
establishment risk, all of the offshore 
entities should avoid having a fixed 
place of business in China. A Chinese 
entity should not make its office 
premises available to those offshore 
entities on a long term basis. Further, 
travel into China should be carefully 
monitored to ensure that the necessary 
trips do not trigger a so-called service 
permanent establishment, and onshore 
entities/persons should not have the 
general authority to conclude any 
contract on behalf of the offshore 
entities in order to avoid being 
regarded as a business agent of any 
offshore entities of the fund. 

Similar to the potential Chinese 
corporate income tax exposure, the 
Cayman LP and the fund manager 
need to be safeguarded from any Hong 
Kong profits tax exposure which may 
be created due to the activities of the 
advisory company. Ongoing monitoring 
of the activities of the advisory 
company and the implementation of a 
transfer pricing policy is of the utmost 
importance in this respect. Moreover, 
the Hong Kong offshore funds 
exemption regime may provide an 
extra level of assurance that the 
Cayman LP will not be subject to Hong 
Kong profits tax. 

The above are general principles only. 
In practice, what is more important is to 
establish effective internal control 
procedures and to maintain sufficient 
documentary evidence to defend the 
“no permanent establishment” 
assertion. For example, the fund's 
investment committee should not hold 

meetings in China in order to mitigate 
the TRE/permanent establishment risk. 
However, if the majority of the 
members of the investment committee 
are based in China, it would be 
challenging to establish sufficient 
documentary evidence that the China-
based members are not involved in the 
investment decision while they are 
physically based in China. 

For the fund manager and the advisory 
company, their investment 
management team's presence in China 
may trigger service permanent 
establishments. As an industry practice, 
if the investment management team 
has to travel into China frequently, a 
Chinese entity should be set up to 
house the frequent travellers. Such 
onshore entity would be compensated 
by the advisory company or fund 
manager under an inter-company 
service agreement. Since all of the 
onshore entity's revenue would be 
derived from related parties, this 
related party transaction would be 
exposed to the Chinese tax authorities 
(disclosure is required in the onshore 
entity’s audited financials as well as 
the entity’s annual filing corporate 
income tax return package). Therefore, 
transfer pricing could become another 
challenge. 

Holding structure risks 

It is common practice for offshore 
funds investing into China to set up 
intermediate holding companies, which 
are incorporated or resident in a treaty 
friendly jurisdiction, in order to reduce 

the Chinese withholding tax on 
gains/dividends derived from their 
Chinese portfolio companies. However, 
this may become more difficult in view 
of the Chinese general anti-avoidance 
rules (GAAR) contained in the recently 
published Special Tax Adjustments 
Implementation Measures. The GAAR 
place a special focus on the principle 
of substance over form. The 
consequence could be that the 
Chinese tax authorities may disregard 
the “tax benefits” solicited from the tax 
avoidance arrangements. Where an 
enterprise that is lacking adequate 
business substance, especially where 
incorporated in a tax haven jurisdiction, 
the Chinese tax authorities may 
disregard the existence of the 
enterprise. 

Recently, a case in Chongqing, 
published on the local tax authority's 
website, held that a Singapore entity 
had to pay Chinese withholding tax on 
gains from the disposal of shares in 
another Singapore entity based on the 
"substance over form" principle. 
However, at the time of the case such 
principle was not explicitly written in 
the Chinese tax law. An outline of this 
case is provided at the end of this 
article. 

In another case in Xinjiang, published 
via a tax circular, the Xinjiang tax 
authority denied a Barbados company 
tax treaty benefits provided under the 
China-Barbados tax treaty. In the 
Xinjiang case the treaty benefit was 
denied because the taxpayer failed to 
prove its tax residency status through 
an information exchange process 
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between the two competent tax 
authorities.  

In addition, the circular compliments 
the Xinjiang tax authority’s systematic 
approach employed in the investigation 
of the commercial substance of the 
Barbados company. 

In addition to the abovementioned 
cases, developments regarding the 
double tax treaties (re)negotiated by 
China suggest that the Chinese tax 
authorities are focused on changing 
the taxing right of capital gains in 
favour of China and including anti-
avoidance provisions. One of the latest 
developments in this respect is the 
renegotiation of the China-Barbados 
double tax treaty. The current China-
Barbados treaty gives the taxing rights 
on capital gains derived from the 
alienation of Chinese company's 
shares (regardless if it is property 
holding or not) by a Barbados holding 
company to Barbados. In other words, 
such capital gains are only taxable in 
Barbados and not in China. One of the 
purposes of the re-negotiation is to 
change this taxing right of capital gains 
in favour of China. China will also seek 
to include an anti-avoidance provision 
in the revised China-Barbados treaty. 

Based on the above, it is obvious that 
the Chinese tax authorities are 
focusing on taxing capital gains and 
will scrutinise any offshore structures 
used and examine whether or not the 
PE fund is involved in any tax 
avoidance arrangements. In this regard, 
clients should revisit the current 

investment structures for China to 
make sure that the holding structure 
will not be disregarded and that any 
treaty benefits will not be denied. 

Appropriate holding structure should 
also be considered for the U.S. tax 
implications for U.S. investors in the 
fund. Typically, the objectives of U.S. 
investors are to achieve maximum 
deferral of income from the fund and 
obtain the preferential tax rate for long-
term capital gains when the income is 
recognised. Therefore, the holding 
structure of the fund should consider 
the U.S. anti-deferral rules of controlled 
foreign corporation (CFC) and passive 
foreign investment company (PFIC). 
Appropriate planning could minimise 
the impact of the U.S. anti-deferral 
regimes for U.S. investors. For 
example, a PE fund generally holds its 
PE investments through a special 
purpose vehicle (SPV). An appropriate 
selection of the type of entity for the 
SPV, or an election to choose an entity 
classification of the SPV for U.S. tax 
purposes, would have significant 
impact on achieving the objectives of 
the U.S. investors. 

A holding structure that would allow 
U.S. investors to claim foreign tax 
credit against their U.S. income tax 
liabilities for the income taxes paid by 
the SPV or investee company should 
also be considered. 

Tax treatment of carried interest 
plans 

In order to attract and retain 
management talent it is common for 
PE firms to provide the management 
team with attractive carried interest 
plans. The tax treatment of the 
individuals entitled to such carried 
interest plans has a significant impact 
on the overall return that these 
individuals may receive. 

Chinese carried interest tax 
aspects 

For Chinese nationals domiciled in 
China, their worldwide income should 
be subject to Chinese IIT. If they are 
shareholders of a foreign entity (like 
the fund manager), any dividends 
received from the foreign entity would 
be subject to Chinese IIT at 20%. 
Unlike the dividend income, 
employment income would be taxed at 
progressive rates up to 45%. 

For foreigners who do not have their 
domicile in China, they are generally 
only subject to Chinese IIT on Chinese 
sourced income if they stay in China 
for less than 5 years. Dividends from a 
foreign entity (like the GP) would be 
foreign sourced income. However, 
employment income would be deemed 
as Chinese sourced if the employment 
duty is performed within China. If a 
foreigner travels into China, or works 
for a Chinese entity, his or her 
employment income may be subject to 
Chinese IIT depending on the period of 
time he/she spends in China and 
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whether the remuneration cost is borne 
by a Chinese entity. 

Therefore, the nature of income (e.g., 
investment income vs. employment) is 
very important in the determination of 
the Chinese IIT liability. 

Hong Kong tax treatment of carried 
interest 

Regarding any Hong Kong based fund 
managers there are no specific 
provisions in the Hong Kong Inland 
Revenue Ordinance (i.e., law) and 
there is no specific guidance dealing 
with the taxation of a carried interest 
plan. For the carried interest 
distributions to be chargeable to Hong 
Kong salaries tax, they would need to 
be regarded as “income arising in or 
derived from Hong Kong from any 
office or employment of profit”. It is 
necessary to consider whether or not 
the distributions are received by virtue 
of their employment or by virtue of their 
investment in the fund. If the 
distributions are received by virtue of 
employment, then the distributions 
would be chargeable to Hong Kong 
salaries tax at the rate of 15%. If they 
are received by virtue of their 
investment in the fund, then the 
distributions should be regarded as 
investment income which is capital in 
nature and not taxable in Hong Kong. 

U.S. tax treatment of carried 
interest 

Currently, carried interest received by 
a U.S. fund manager is treated as 

capital gains if the carried interest 
considered as a fund manager’s 
incentive compensation is properly 
structured. Therefore, it is critical that 
the fund structure allow the character 
of capital gain to flow to the U.S. 
manager. 

However, on February 26, 2009, 
President Barack Obama released an 
overview of his fiscal year 2010 budget. 
The overview includes significant tax 
increase proposals on business, one of 
which is to tax carried interest as 
ordinary income. It is thus likely that 
the carried interest would soon be 
taxed as ordinary income. 

Chongqing case 

The Chongqing tax authority sought to 
levy Chinese withholding income tax 
on gains derived by an overseas 
company from the transfer of another 
overseas company's shares to a 
Chinese buyer. We set out below a 
summary of the case. 

Facts 

This case is about the collection of 
withholding income tax on transfer 
gains derived by an overseas holding 
company which was transferring 
another overseas company's shares to 
a Chinese buyer.  

In this case, the Transferor (Company 
B) originally held 100% shares of the 
Target (Company C). The Transferor 
and Target were Singapore registered 
companies. The Target held 31.6% 

equity interest of a Chinese company 
(Company D). Except for holding the 
interest in the Chinese company, the 
Target did not carry out other 
businesses. 

The Transferor transferred 100% 
shares in the Target to the Transferee 
(Company A), which was another 
Chinese company, and derived gains 
of around RMB 9 million. 

The transaction is depicted in 
Figure 2. 

Despite the fact that the Transferor and 
the Target are outside China, the 
Chongqing tax authority determined 
that since the Target did not carry out 
other businesses except for holding of 
the interest in Company D, the transfer 
of the Target by the Transferor was, in 
substance, the transfer of the 31.6% 
interest in the Chinese Company D by 
the Transferor.  
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Pursuant to Article 3.3 of the Corporate 
Income Tax Law and Article 13.5 of the 
Singapore-China tax treaty, the gains 
derived by the Transferor were 
essentially derived from China and 
thus should be subject to China 
withholding income tax. This case was 
opened in May 2008 and closed in 
October 2008. The Chongqing tax 
authority ultimately collected 10% 
withholding income tax on the entire 
amount of the gains derived by the 
Transferor. 
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Tax examiners at the gate: the rise of transfer pricing for private 
equity firms 

For many multinational financial 
services clients, other than banks and 
the largest investment managers, 
transfer pricing has historically been 
considered a less urgent priority than 
many other tax risks. Unfortunately, 
this is no longer the case. In fact, the 
position now is quite the opposite – 
transfer pricing has become a key tax 
risk management issue for all 
taxpayers, regardless of the industry in 
which they operate. Unsurprisingly, this 
change has engulfed the private equity 
(PE) industry as well, particularly given 
the expansion of both foreign and local 
PE firms throughout Asia (particularly 
India and China) in order to take 
advantage of the increase in 
investment opportunities, and the 
“sensational” media coverage many 
PE deals in Asia have received. 

Given this new environment, what are 
the key issues that PE groups should 
be cognisant of when implementing or 
updating a transfer pricing policy? This 
article is designed as a transfer pricing 
“primer” for the PE industry, and 
outlines some of the key 
considerations and most commonly 
identified issues that arise in 
developing transfer pricing policies for 
PE groups. This is by no means an 
exhaustive summary: in the current 
environment transfer pricing legislation 
and documentary requirements are 
expanding to new countries almost 
daily; moreover, the level and area of 
transfer pricing risk will differ from firm 
to firm depending on business 
structure and scope of activity (both 
geographic and functional). However, 
this article should provide a useful 

starting point for tax professionals in 
the PE industry about to step into the 
transfer pricing world. 

Overview of transfer pricing for 
PE groups 

A typical structure for PE groups 
involves the payment of fees for 
investment advice by the fund (Fund) 
or its general partner (General 
Partner) to an adviser (Fund Adviser). 
In such structures, the key transfer 
pricing issues are typically focused on 
the allocation of those fees between 
the Fund Adviser and any of its 
subsidiaries or related parties (Local 
Affiliates), where those Local Affiliates 
are located in overseas jurisdictions1,

 
2. 

The first step in any transfer pricing 
analysis is to obtain a thorough 
understanding of the functions 
performed by the parties to the 
transaction under consideration. 
Therefore, for the purposes of this 
article, a summary of the usual division 
of functions in a PE transaction is 
shown in Figure 1.  

As can be seen, the activities 
performed by Local Affiliates typically 
cover deal origination and ongoing 
monitoring of any company in which 
the group has invested (Portfolio 
Company) in Local Affiliates’ 
jurisdictions. Capital raising and 
portfolio management are typically 
performed centrally by the General 
Partner or Fund Adviser. 

For the purposes of this article, 
references to “fees” paid to the Fund 
Adviser are intended to include all fees 
paid by the Fund, such as advisory 
fees (typically 1%-2% of committed 
capital during the investment period; 
thereafter typically invested equity), 
transaction fees, abort fees or 
monitoring fees; and potentially carried 
interest (typically 20% of gains above a 
hurdle rate of return). However, it 
should be clearly understood that there 
are special issues relating to carried 
interest that do not typically apply to 
other categories of fee. For example: 

• Is the carried interest a payment 
that should form part of the 
revenues to be allocated among 
the entities of the PE group? The 
treatment of carried interest will 
differ from one group to another 
depending on both the corporate 
and carried interest structures 
adopted, as well as on the position 
taken by the tax authorities of the 
jurisdictions in which the group 
operates. 

• If the decision is made to classify 
carried interest as “corporate 
revenue”, the following additional 
points should be considered: 

- Which functions should share 
in the carried interest? 
Although calculation of the 
performance fee suggests a 
close relationship to portfolio 
management and possibly 
deal origination, it may be that 
the performance of the Fund 
has also been improved by 
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making investment decisions. 

The timing (at closure of the 
fund) and manner of payment 
(internal hurdle) of the carried 
interest may not be consiste
with the arrangements in a 
third party transaction, e.g.
the timing (at closure of a 
deal) and manner of payme
(fixed fee or percent
capital raised) of a 
performance fee paid to a 

(for the capital raising 
function). This could create 
cash flow issues if third party 
fees are used to determine 
the price for certain 
intercompany transactions. 

- Where employees receive a 
portion of the carried interest 
as a discretionary incentive 
payment, how should this be 
reflected in the transfer 
pricing methodology used to 
compensate the legal entity 
that employs them? In 
addition, there may be 
differences in the timing of 

employees (usually ann
and the timing of payment of 
carried interest (at closure of 
a deal or the fund). Thus, 
there may be costs incurre
by Local Affiliates for which 
no revenue has yet been 
recognised. 

How should claw
provisions for the curren
fiscal year be exercised if 
carried interest to which those 
provisions relate has been 
paid out to the Local Affiliate
through the transfer pricing in 
a prior fiscal year? 

Yes

Monitoring

 

Performed Centrally Performed Locally 

No 
Yes

No 

Deal 
Origination** 

Capital  
Raising 

 Portfolio 
Management*Successful? Successful?

*  Includes functions such as setting investment strategy; 
portfolio monitoring; determining exit strategy; etc.

** Includes functions such as investment research; 
due diligence; language support; sourcing; 
structure financing; etc. 

Figure 1: Private Equity Transaction Flow Chart 
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- may not 
be paid to the Fund Adviser. 
Accordingly, there may be 
difficulties in identifying a 
legal form under which the 
carried interest can be paid to 
either the Fund Adviser or 
Local Affiliates, if the transfer 
pricing policy so requires. 

Deconstruction of a PE business 

One of the mistakes often made when 
addressing transfer pricing risks and 
implementing new transfer pricing 
policies is to assume that there is a 
“one size fits all” answer for an entire 
industry, such as the PE industry, or a 
whole country, e.g., Japan. In fact, 
while there are characteristics of and 
trends within industries, and while 
there are well-established transfer 
pricing guidelines (such as those laid 
out by the Organisation for Economic 
Cooperation and Development 
(OECD)) that are in principle followed 
by many tax authorities, there are also 
innumerable differences in individual 
corporate structures and in the specific 
functions performed by each entity 
within an enterprise, which make it 
impossible to develop a standard 
approach. This is particularly so in the 
PE industry, which is younger and less 
regulated than other financial services 
industries. 

Therefore, as noted earlier, the first 
step in developing a comprehensive 
transfer pricing policy is a thorough 
and detailed analysis of the functions 
performed and risks assumed by each 
group entity. Based on that analysis, a 
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detail below in respect of each of the 

in order to highlight the areas where 
PE groups are most likely to encounte
difficulties, the functions have been
listed in order of probability that a 
transfer pricing issue will arise rather 
than in the order they are shown on 
Figure 1. 

Deal origination 

• The extent of the functions 
performed for deal originatio
varies within PE firms, depending 
on the level of expertise and 
experience of the professional 
staff. It is not uncommon for Local 
Affiliates in emerging markets to
initially take on a supporting role 
with respect to sourcing of 
potential deals. However, as the 
local operations develop, the Local 
Affiliates will generally take on 
more re

origination. 

• If “deal origination” activities (see
Figure 1) are considered key 
functions (typically with those 
functions incorporated in “portfolio 
management”), a sharing of total 

corporate revenues received from 
the Fund (or total profits e
from the business) will need to be 
determined. In such cases, the 
mechanism to determine the 
appropriate sharing between the
Fund Adviser and the relevant 
Local Affiliates may be derived in 
a number of ways, either from 
third party data or through an 
allocation based on some internal
measure, such as headcount or 
staff compensation payments by 
each entity. 

• Where the group pays fees to th
party deal originators or advisers,
these payments could be used as
some form of proxy for the fees to 
be pa
originators, the
Alternatively, p

party advisers in the PE indu
could also be used for this 
purpose. 

If there is a specific transaction
fee (or abort fee) paid by the Fund 
or General Partner, consideration
should be given to whether 100%
of that payment is due to the
Affiliates, or whether other entities
– in particular the Fund Adviser – 
also contributed to the specific 
deal originated. In the latter case
the fees received will need to
allocated be
entities in a similar manner to that 
described above for total revenues
or profits. 

If specific fee data is not available 
(either internally or externally), an
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a sharing of total revenues or 
profits is not appropriate, a target
level of profit for the Local 
Affiliates may be determined 
based on the profit margins of
third party companies engaged in
similar deal origination activities
Ideally these would be third parties
in the PE industry; however, if 
such specific data is not availa
a broader industry or functional 
search may be required. 

When using the profit results of 
the third part
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determine an appropriate target 
profit level for the Local Affiliates, 
it has frequently been the case 
that PE groups have relied on the 
cost plus mark up methodol
is important to understand the 
details of the functions performe
and relative contribution made by 
the Local Affiliates to determine 
whether this method can be
reasonabl
when determining whether a cost 
plus method is appropriate for 
specific Local Affiliates, care 
should be taken to understand the 
practice of the tax authorities in 
that jurisdiction. For example, 
there are now a number of 
jurisdictions where remuneration 
by way of a cost plus mark up 
methodology is likely to be 
challenged when applied to deal 
origination activities. In addition, 
even where a jurisdiction accepts 
the cost plus mark up 
methodolo
India (where many PE firms have 
used this model for research 

activities performed by their Lo
Affiliates), the tax authorities may 
still argue for a relatively hig
mark up. Alternatively, a simila
level of profitability may be 
achieved, but through the use of 
other methods (such as a fee-
based approach). 

ital raising 

As with deal origination ab
there may well be internal data 
about actual fees paid to third
party placement agents by the PE
group itself, or there may be 
publicly available information 
about fees paid to placement 
agents in the PE industry 
generally. Either of these data 
sources could be used as a guide 
to the fees to be paid to the 
captive capital raiser(s). 

Is the value of the capital raising 
activity constant over time? For 
example, if Fund 1 is successful it 
may be much easier to raise 
capital for Funds 2, 3, etc., 
particularly if the existing Fund 1 
investors are given priority to 
invest in future funds. In such 
cases, the capital raising activity 
may be facilitated by the 
reputation of the Fund Adviser.

In contrast, the capital raising 
activity may become much more 
valuable to a PE group in difficult 
economic times, partic
there is a liquidity shortage in 
global financial markets. In such 
cases it may be necessary to 

consider the impact of the 
additional time and effort spent on 
capital raising as the investmen
period becomes longer and more
complex, e.g., where there a
multiple closes. 

tfolio managemen

• If portfolio m

group, there may be no need to 
determine a fee paid specifically
for this function. Instead, the 
remuneration for portfolio 
management is likely to be th
residual of fees received from 
Fund or General Partner after all 
other functions have been 
remunerated. 

If portfolio management is on
more of several key funct
sharing of revenues rece
the Fund (or profits earned from 
the business) will need to be 
determined. As noted above, the 
mechanism to determine the 
appropriate sharing between
Fund Adviser and the relevant 
Local Affiliates in such cases m
be derived in a number of ways
either from third party data or 
through an allocation base
some internal measure. 
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olicy if they are 
pany and 

s paid to the 
Fund Adviser by the Fund or 

 
 

•  a 

 

han being paid 
solely to the Local Affiliates in the 

• g 

io 

s 

t the 
terminology “monitoring” covers a 
wide range of potential services. 

Conclusion 

As discussed above, the stronger 
focus on transfer pricing by tax 
authorities generally, coupled with the 
attention that the PE industry has 

particularly in Asia, has increased the 
lik
subj
Acc
som
dev
the 

How ticle is 
not  
tran
Inst o 
demo
se
Thu
tran
und
perf
imp
grou  
imp ax risks (e.g., 
pe
for t
cha st at 
the evel), 
sho  the 
und
com  made about 
the 
met

itoring of portfolio companies 

Monitoring activities are less likely 
to form part of a PE group’s glob
transfer pricing p
paid by the Portfolio Com
thus not out of the fee

General Partner. In such cases, 
they are usually domestic 
transactions and thus may not be
subject to transfer pricing rules in
many jurisdictions4. 

As for deal origination, if there is
specific monitoring fee paid by the 
Fund or General Partner, this may
require allocation with other 
entities rather t

jurisdiction of the Portfolio 
Company. 

If there is not a specific monitorin
fee, the payment to the Local 
Affiliates will typically be a 
payment for some form of 
management or consulting 
services rendered to the Portfol
Company. The usual 
considerations in relation to 
intercompany management fee
will apply in such cases, in 
particular recognition tha

recently received in the media – 

elihood that a PE group could be 
ect to tax audit scrutiny. 
ordingly, this article introduces 
e key issues to consider when 

eloping a transfer pricing policy in 
PE sphere. 

ever, the purpose of this ar
to recommend a single approach to
sfer pricing for the PE industry. 
ead, this article aims t

nstrate that the approach 
lected will vary from group to group. 

s, the first step in developing a 
sfer pricing policy must be a clear 
erstanding of the functions 
ormed by each entity, and the 
ortance of those functions to the 
p as a whole. In addition the

act of other t
rmanent establishment exposures 

he Fund or the income tax 
racterisation of carried intere
entity as well as employee l
uld be considered. Only once
erstanding of all these factors is 
plete can decisions be
most appropriate pricing 
hodologies for a PE group. 
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documentation and ec  risk 
assessments. While her transfer pricing 
experience covers clie
Ryann specialises in tr cing issues 
relating to financial institutions. 
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over 14 years of profe perience, with his 
transfer pricing cliente  in the 
area of financial servic r 
pricing experience include
documentation and de  
on transfer pricing aud
 
 
 
 
 

 th n 
transfer pricing, specia g, funds 
and insurance sectors. Shyamala has advised 
major global banking, i  
management clients on  diverse range of issues, 
including development  
integrated global tradin ssment of 
high-value fee based b sses, loan pricing, 
head office service arr strategy 
for the provision of inte
management and tax a e. 
 

 
s  assisting 

clients modelling transf licies, 
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financial research servi
agreements, investment adv
advisory services, implementing profit split models, 

s well as developing supporting documentation 
r tax purposes. 

 
 
 
 
 
 
 
 

                                                      Ryann assists both i bound and outboun  

in 
a 

transfer pricing policy is strengthened by 
being able to demonstrate that it is 

, 

reduce the overall taxable income of the 
relevant jurisdiction. 

Loans or guarantees provided from one 

hese 
transactions as a separate topic and 

 

domestic transactions within the scope of 
a transfer pricing policy. 

ons with transfer pric 1  Note however, that fees paid to Local 
Affiliates in the same jurisdiction as the 
Fund Adviser should also be covered by 
a global transfer pricing policy. First, 
the event of an audit, support for 

onomic analyses, and

nts in almost all industries, 
ansfer pri

 
 
 
Dhaivat, a Chartere applied consistently to all Local Affiliates

wherever they may be located. Second, 
many tax authorities will also challenge 
transactions between domestic parties 
that are conducted in a manner so as to 

ccountant and MB
ssional ex
le being concentrated
es. Dhaivat's transfe

s planning, 
veloping defence strategies
its. 

 
2   

 
entity of a private equity group to another 
entity of the same group are also 
intercompany transactions, and thus 
subject to transfer pricing rules and 
legislation. However, as the pricing in 
financial transactions is less influenced 
by specific characteristics of the private 
equity industry, we have treated t

an six years experience iShyamala has more
lising in the bankin

nsurance and fund
 a
of transfer pricing policy for
g books, asse
usine

angements, pricing 
llectual property, risk 
udit defenc

 
 

excluded them from this article. 
 
3  A clawback provision ensures that the 

total carried interest paid, often on a 
periodic basis, is not greater than the 
agreed percentage for carried interest
over the life of the Fund. 

 
4  As described in footnote 1 above, there 

may be good reasons to justify including 

 of experience
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Effective tax planning to enhance cash flows for portfolio 
companies 

The economic crisis has not only 
 

th
de
po
in h 
ne
fro  
tim
as
co
ca s. 

Th
P unity to review 

o
po
fro  
an  
m

Th
in
fu
re rtunities 

 optimise cash flow through strategic 

In

o

h
pe
of , and the level 
f risk varies according to tax 

jurisdiction and industry.  

An oversight would be to ignore tax 
compliance and housekeeping during a 
crisis period. When profits are lower 

and tax collections become thin, tax 
authorities generally focus on such 
areas and this can result in additional 
tax assessments. Even where 
indemnities and warranties exist, it is 
important to consider their value, 
especially in distressed merger and 
acquisition (M&A) transactions. 

Revisiting or updating the due 
diligence report with better access to 
information, can usually address these 
areas of exposure without significant 
effort or costs. 

Transfer pricing 

Often significant inter-company 
transactions identified during a high-
level due diligence phase would likely 
have been unsubstantiated by relevant 
documents, or access to such details 
may have been limited. 

Accordingly, these should be screened 
for red flags that could attract potential 
tax liability. Examples include 
persistent losses or low operating 
profits, different prices or mark-ups 
charged for similar inter-company 
transactions, significant inter-company 
management fees and significant year-
end adjustment to inter-company 
prices. 

In this respect, transfer pricing 
analyses and documentation are 
critical. For multinational companies 
with affiliates in various countries, a 
global transfer pricing policy is 
essential. Local documentation in 
compliance with a country’s transfer 

pricing rules should be prepared to 
minimise potential exposure and future 
costs. The absence of inter-company 
agreements can usually be easily 
addressed. While it may take more 
effort to produce a full transfer pricing 
report, it may be possible to undertake 
a high level analysis as a protective 
measure. 

Holding company structures 

The location of a holding company 
structure is important from a tax 
perspective as it may have implications 
for repatriation costs. 

Substance at the holding company 
level is also important as different 
jurisdictions impose varying substance 
requirements for companies claiming 
benefits under double tax treaties. 
These requirements may be enforced 
by the tax authorities in either the 
jurisdiction where the holding company 
is incorporated or where the relevant 
investment subsidiary is located.  

Additional due diligence after the 
completion of an acquisition should be 
undertaken to ensure that the 
necessary substance requirements are 
met and maintained (especially where 
pressure on costs arise). 

Permanent establishment 

In some cases, companies overlook 
the risks of a permanent establishment 
outside their jurisdiction of 
incorporation, and as such do not keep 
documentation or separate records of 

reduced access to funding, but raised
e cost of existing debt, and with 
clining growth and lower profitability 
rtfolio companies are experiencing 

creasing pressure to balance cas
eds for operations with requirements 
m stakeholders. Further in these
es debt holders are seeking greater 
surance, and plans, that the 
mpanies can generate sufficient 
sh to meet their covenant obligation

ese challenges offer private equity 
E) firms the opport(

existing portfolio companies, to not 
nly improve operations where 
ssible, but to ensure that tax leakage 
m any inherited risks is minimised
d operations are structured in the
ost tax efficient manner.  

is article discusses typical risks 
herited with portfolio companies, 
nding structures and cash 
patriation methods, and oppo

to
and tax efficient planning. 

herited tax risks 

mmon areas of tax risks for portfolio C
companies include transfer pricing, 
olding company structures and 

rmanent establishment issues. Each 
 these issues is unique

o
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profits that might be attributable to
permanent establishment. 

Often permanent establishment risks 
may arise from existing operational 
structures and approval processes 
(e.g., employees in a foreign 
jurisdiction with authority to negotiate
and conclude contracts) and a high 
level review of the business stru
may help to reduce this risk. It would
usually be possible to undertake this 

 a 

 

cture 
 

review without major impact to 
 

ts 

 

on and 
recourse to the acquirer. These are 

 
nnot do 

sought.  

ions adopted 
post-acquisition can result in a tax 

n 
ay 

As such, careful consideration should 
 

 

 
lability of profit 
dits and the need 

val from foreign 
exchange authorities. 

whether that 
can be complemented with other fund 

ermit 

 

ng an inter-company loan may 
een 

er 

e 

 

, 

bject to tax, then to the 
extent that the interest is non-

able 
income of the borrower, the loan would 

 tax 

ow of 

operations and this could help mitigate
a costly tax assessment. 

Sale and purchase agreemen

Tax warranties and indemnities in sale
and purchase agreements are 
obviously to provide protecti

generally provided with specific 
conditions on what the acquirer and
target management can or ca
after acquisition. There is therefore the 
risk for disputes when tax liabilities 
crystallise and recourse is 

In this regard, tax posit

authority raising additional taxes 
covering the pre-acquisition period. I
these circumstances, a dispute m
arise as to whether the additional tax 
liability was caused by an act of the 
acquirer or the target management. 

be given to historic tax risks, and the
availability of recourse, before making 

decisions with regard to changes in 
existing tax positions or planning.  

Repatriation 

Dividends 

Dividend payments may be subject to 
withholding tax of up to 20% in some 
Asia Pacific jurisdictions, in addition to
corporate tax paid. Further, certain 
laws and regulations may restrict the 
amount of dividends that can be paid;
this includes the avai
reserves, franking cre
to obtain the appro

Where a commercial purpose exists, 
operations should be examined to 
determine if a restructure can be 
undertaken to provide for easier 
dividend repatriation and 

flows. 

Moreover, a change in law may p
a more tax efficient repatriation of 
dividends that was not considered in
the acquisition model.  

Inter-company loans 

Extendi
facilitate cash repatriation betw
related companies to help meet 
liquidity needs. However, tax and oth
rules in both the lender and borrower 
jurisdictions (e.g., transfer pricing, 
withholding tax, deductibility of interest 
expense, thin capitalisation) may rais
costs 

For example, under transfer pricing 
rules a lender may be required to 
charge an arm’s length interest rate on
the loan, however due to the operation 
of thin capitalisation rules in the 
borrowers’ jurisdiction, the interest may
in whole or in part, be non-deductible. 
Where the interest received by the 
lender is su

deductible in determining the tax

result in an increase in the effective
rate for the group. Further, the 
accounting profits and retained 
earnings of the borrower would be 
reduced, thus lowering the fl
dividends to shareholders. 

As this example demonstrates, where 
inter-company loans are made, it is 
vital that they are structured 
appropriately to ensure that the 
borrower can claim interest deductions 
so as to minimise the group’s overall 
tax costs (from a cash and accounting 
perspective). 
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Share redemption 

The redemption of shares out of capital 

e 
t 

ecipient 

d 

n is that 
generally they are far more regulated 

implement as consideration must be 

ts 
 

e 

Restructuring loans 

 
al of 

eir 
portfolio companies are being forced to 

t 

A holding company (BidCo) was 
pore. BidCo 

obtained a loan, at high gearing levels, 
se of acquiring the shares 

in the holding company (TargetCo) of 

t 

 

However, as economic conditions 
 

 

ucture 
ubsidiaries 
from a bank to 

acquire the separate businesses of the 

d 
s to 

ately 

should 

e 

announcements. 

y SubCo2. 

SubCo2 manufactures the widgets in 
Country A, 90% of which are exported 
from Country A to SubCo1 in 
Singapore. Country A is a higher tax 
jurisdiction with an effective tax rate of, 
say, 32.5%. 

High capital costs of SubCo2’s 
operations limit its ability to make 
dividend payments. However, 
technology used by SubCo2 in its 
manufacturing process is owned by 
SubCo1, and historically no payments 
were made in by SubCo2 for access to 

has the advantage over a dividend 
payment, in some jurisdictions, wher
the redemption should not be subjec
to tax for both the payer and r
jurisdictions. However, it may be 
important that it can be demonstrate
to the satisfaction of the tax authorities 
that such payments are not 
distributions of profits. 

A commercial disadvantage of this 
method of cash repatriatio

and can take significant time to 

given to protecting creditors’ interests. 

In some jurisdictions such as 
Singapore, a company may redeem i
shares out of capital by a special
resolution that may serve to reduce th
time. However, this can place 
considerable onus on the directors 
under corporate law requirements. 

As loan tenures come to an end, or
where there is a possible withdraw
existing facilities due to a potential 
breach of loan covenants, borrowers 
are likely to come under increasing 
pressure from banks to service their 
loans. In this regard, PE firms and th

quickly examine available options to 
find viable refinancing or even to injec
new capital. 

Case study 

incorporated in Singa

for the purpo

a group of manufacturing companies. 
Interest on the acquisition loan was no
deductible and BidCo relied on the 
dividends received from TargetCo to 
service the loan and interest. 
Increased tax costs associated with the
non-deductible interest incurred by 
BidCo were not considered material at 
the time of entering into the loan.  

worsened and finance covenants were
breached, their banks increased 
pressure on BidCo to have the loan
directly secured by the assets of 
TargetCo rather than the shares in 
TargetCo, and to have the debt at the 
operating entity level. 

As there was a commercial rationale 
for the consolidation of the separate 
business owned and operated by 
TargetCo and its subsidiaries, BidCo 
implemented a corporate restr
under which one of the s
(OpCo) borrowed funds 

remaining subsidiaries. Proceeds from 
the sale of the businesses were use
by the subsidiaries to return fund
BidCo in a tax free manner and 
allowed BidCo to repay its loan. 

As the interest costs incurred by OpCo 
were deductible in determining its 

taxable income, then assuming an 
interest rate of 4% on a loan of 
approximately $400 million, the 
restructure generated annual cash tax 
savings for the group of approxim
$2.7 million.  

Law Changes 

Recently, governments in various 
jurisdictions have announced 
economic stimulus packages, which 
include tax cuts and incentives to 
revive the economies. PE firms 
review the group companies’ 
operations and tax attributes to 
maximise cash flows arising from th
tax savings following those 

Case study 

Target Co and SubCo1 are companies 
incorporated in Singapore. Singapore’s 
tax rate is 17%. SubCo1 acts as 
distributor for the sale of widgets 
manufactured b
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the technology. Customer relationships 
were also owned by SubCo1. 

 

 kept 

active 
 use of 

technology. 

 

x 

 

 

 to document 
o1 undertakes 

the marketing and has the 

 a 

treamline and 
preparing for potential exit 

 are 

ter 

Conclusion 

 
ve 

seek 

is is especially 
the case where shareholders rely on 

 

 

 
+65 6236 3688 
chris.woo@sg.pwc.com 
 

 

@sg.pwc. 

, and Sarah 
tional tax 

e, together with U.S. 
FAS109 and FIN48 matters. Chris and Sarah are 

al and strategic clients from the 
st and Asia, providing 

 structuring, planning and due 
diligence services. 

In this case SubCo1 and SubCo2 
entered into a contract manufacturing 
agreement post acquisition. Under the
terms of the agreement SubCo2 was 
paid on a cost-plus basis. SubCo1
and maintained enterprise risks and 
rewards. Trapped cash in SubCo2 
could be used to fund a retro
payment for prior period

In implementing a contract 
manufacturing arrangement and 
making retroactive payments for
access to technology, a number of 
matters require consideration: 

• There are risks that the ta
authorities in Country A could 
question whether there was a
transfer of business, or some 
other intangible to SubCo1
resulting, from a change in the 
terms;  

• We were also able
the facts that SubC

relationships with customers. 

• It was also important to identify
specific event or impetus to 
change the operations. In this 
regard, a change of ownership 
and a chance for integration 
provides an opportune time to 
justify the restructure. 

Looking to s

As values are depressed, PE firms
in the process of streamlining 
operations or using the opportunity to 
implement better operational cash flow, 
or even exit, plans. This is especially 
the case where an acquisition structure 
is not optimal in light of current 
development and revised forecasts 
and thus, a post-acquisition 
restructuring is desirable to minimise 
future tax costs and to allow for grea
exit flexibility.  

As financial conditions worsen, it is 
crucial for PE firms to review existing
portfolio companies to not only impro
operations where possible, but to 
opportunities to improve cash flow to 
service existing debt and continue 
equity distributions. Th

such distribution to service acquisition
gearing.  

Depressed valuations may provide PE
firms with an opportune time to 
implement these restructures in a tax 
efficient manner.  
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China 
Investing through RMB funds 
 

Alternative RMB fund structures 

In recent years, local Chinese currency 
en 

hip (Domestic LLP). 

 in 2003 to 
y 

 
e form 

of a non-legal person, i.e., an 
un  
ve
pers ure 
(EJV
vent fers 
spec on-
liste
investment in other industries is also 
al
proh
Inve  
(FIG

Ano cture 
take  
liabi  A 
Dom the 
ame
effe . The 
Domestic LLP structure allows pass-
through taxation, provided for under 
Article 6 of the amended Partnership 
Law, whereby the partnership is 

ome 

partners on a pass-through basis. 

MB fund 

 
e 

c LLP 
l 

rnments, have made a 
high-profile statement by issuing local 

ndorse the 
f RMB fund structure in 

siderations of the RMB 

x treatment of RMB 
funds, their partners and distributions. 
One of the important tax questions 
faced by the RMB funds is in relation to 
how many layers of taxes the RMB 
funds are subject to. 

There is a general belief that the RMB 
fund structure, if structured properly, 
can achieve a tax pass-through status, 

g taxes at the fund level 
 taxati n the fund 

and its underlying nt. This 
statement is true fo
organised in the form of a Domestic 
LLP. 

or those foreign-i MB funds 
hich take the form of FIVCE, they are 

fi inty on 
how this tax pass-throug tment 
can be achieved. on is that 
the long-awaited F  
Partnership Regul ) has yet 
to be introduced a
foreign-invested LLP can
stablished until the formal issuance of 

cular, Guoshuifa [2003] 
o.61 (Circular 61), which offers a 

window of opportunity to foreign-
invested RMB funds taking the form of 
FIVCE. Under Circular 61, FIVCEs can 
apply to the local tax authorities and 
elect this tax pass-through treatment 
provided that they are organised as an 
unincorporated CJV, i.e., a non-legal 
person. 

If this tax pass-though position is 
approved by the local tax authority, the 
RMB fund will be construed as 
transparent for tax purposes. That is, 
the fund itself will not be treated as a 
taxpayer and the partners of the fund 
will directly recognise their share of 
income generated by the fund for PRC 
income tax purposes. 

(RMB) fund structures that have be
set up by foreign private equity (PE) 
investors usually come in two different 
legal forms: 

• Foreign-invested venture capital 
enterprise (FIVCE); and 

• Domestic limited liability 
partners

FIVCE were first introduced
allow venture capital investment b
foreign investors. A FIVCE is 
established as a foreign investment
enterprise (FIE) and can take th

incorporated co-operative joint
nture (CJV), or a corporate legal 

on, i.e., CJV or equity joint vent
). It is mainly designated for 

ure capital investment which re
ifically to equity investment in n

d high-tech companies, though 

lowed as long as they are not 
ibited projects in the Foreign 
stment Guidance Catalogue
C). 

ther emerging RMB fund stru
s the form of a domestic limited
lity partnership (Domestic LLP).
estic LLP is organised under 
nded PRC Partnership Law 
ctive from June 1, 2007

exempt from paying corporate inc
tax (CIT) by taxing the income to 

thus eliminatin
to avoid double

Currently, the Domestic LLP R
structure is very much restricted to 
Chinese investors. However, there 
have been precedent cases where an 
FIE, e.g., a fund management and 
consulting wholly foreign owned
enterprise (WFOE), is accepted as th
general partner of a Domesti
RMB fund in Tianjin. Some of the loca
governments, including Tianjin and 
Shanghai gove

regulations to e
establishment o
high hope to boost investment in the 
PE sector. In particular, the Tianjin 
government offers subsidies and 
incentives for RMB fund investment 
projects in Binhai District, a special 
region which is believed to have the 
blessing of the Central and local 
government to develop into a financial 
services centre of Northern China. 

Tax con
fund structures 

China has not issued comprehensive 
guidelines on the ta

on o
investme
r RMB funds 

F nvested R
w

cant uncertaexposed to signi
h trea

he reasT
oreign-invested
ations (FIPR
nd in principle, 

not be 
e
the FIPR. 

In order to address the tax pass-
through treatment of FIVCE, the State 
Administration of Taxation (SAT) 

sued a tax ciris
N
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However, the enactment of the new 
CIT Law, effective from January 1, 

e worst scenario, RMB 
funds would be subject to the following 
tw

• l on 
ying 

 

e 

rities, 

 a much heavier tax burden on 

 

na to 

ly 

 a 

Accordingly, RMB funds which intend 

nt 

t of 

IT 

P as 

d 
 i.e., 

 

o 
companies of the RMB fund will be 

Treaty protection 

es, 

 
are of income 

generated by the fund. 

x 
t tax 

ns 
idend and capital gain 

generated from the underlying portfolio 

e 
und 

r tax 
rtners 

nerated by the fund. 
Various Sino-foreign tax treaties 

ers 

x on 

nti-

2008, has caused some local tax 
authorities to take the view that 
Circular 61 would no longer be valid 
pending new tax circulars on this 
subject. In th

o layers of taxes: 

PRC CIT at the fund leve
income derived from its underl
investment; and  

• PRC withholding tax on 
distributions from the fund to the
foreign partners. 

Permanent establishment issue 
for the foreign partner 

In the event that the RMB fund is abl
to secure the tax pass-through 
treatment from the local tax autho
the next issue to consider is how the 
partners of the fund should be taxed 
with respect to their share of income 
generated by the fund. 

Generally speaking, the foreign 
partners in the RMB fund, i.e., FIVCE, 
will have
the distributions from the funds, i.e., 
25% of CIT, if they are considered as 
having a permanent establishment in
China. Therefore, it would be in the 
interest of the foreign partners of 
FIVCE to limit its presence in Chi
reduce their China tax exposure. 
However, Circular 61 has also imposed 
an unfavourable tax position on the 
foreign partners in cases where the 
FIVCE engages directly in the dai

management and operation of the fund 
instead of administering it through
separate Chinese fund manager. 

to minimise the PRC taxation of its 
foreign partners would have to 
carefully design its fund manageme
structure by, say for example, 
appointing a separate PRC fund 
manager to handle the investmen
the fund in China. 

In contrast to the FIVCE, there appears 
to be more certainty in terms of the C
treatment for a Domestic LLP. The tax 
pass-through status is generally 
applicable to a Domestic LL
stipulated in the revised PRC 
Partnership Law. The investment 
income as derived from the RMB fun
will be taxed at the partners’ level,
the FIE as the general partner and 
other limited partners, and the RMB 
fund will not be the taxing entity as an
LLP. Under the PRC CIT regime, 
dividend income received by the 
partners from the underlying portfoli

exempt from CIT. 

In the event that the RMB fund is able 
to secure the tax pass-through 
treatment from the local tax authoriti
the next issue to consider is how the 
partners of the fund should be taxed
with respect to their sh

Generally speaking, distribution from 
the RMB fund to the foreign partners 

without any taxable presence in China 
would only be subject to a 10% 
withholding tax (or lower effective ta
rates as governed by the relevan
treaties). Essentially, such distributio
are div

investments which flow through the 
fund to the partners. 

The use of a suitable offshore 
intermediate holding vehicle to hold th
foreign partner’s interest in a RMB f
may not only increase the flexibility in 
the future exit options but also offe
treaty protection to the foreign pa
on future repatriation of dividend and 
capital gain ge

provide protection to foreign partn
of the RMB fund by allowing them to 
enjoy a reduction of withholding ta
repatriation of fund distribution. 
However, it is important to note that 
matters like treaty shopping and a
avoidance are now on the radar of the 
Chinese tax authorities. Therefore, the 
foreign partner would need to be 
prudent in selecting the right 
jurisdiction for setting up the holding 
structure for the fund. 
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Tax treaties commonly used fo
China investment 

The table in Figure 1 below 
summarises the withholding tax rates
for dividend and capital gain received 
by investment holding vehicles in 
jurisdictions that are commonly used 
for PRC investment h

r 

 

olding purposes. 

S

As the Chin tinue to 
pu tions to 
crea
land venture capital 
sectors, the use of RMB fund structure 

try players. 

the 

d to 

ould be 

s 

 

s 

c.

 in M&A 

for 

 
s into 

, 
 

 

ome future development 

ese regulators con
sh for new laws and regula

te a more regulated investment 
scape for PE and 

will become an increasingly popular 
solution to the foreign indus

 

However, the uncertain tax rules in 
China for RMB funds may potentially 
create additional tax exposure for 
foreign PE houses, thus reducing the 
after-tax return on the investment 
capital of the investors. The nee
perform a tax reality check before 
closing the investment funds w
of paramount importance. 
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Figure 1 

Treaties Dividend tax Equity capital gain tax 
China – U.S. 10% Exempt2 for less than 25% interest 

5% - 10%1China – Ireland  Exempt2

China – Mauritius  5% n 25% interest Exempt2 for less tha
China – Barbados  5% Exempt 

1 5% interest China – Singapore  5% -10% Exempt2 for less than 2
China – Hong Kong  5% -10%1 Exempt2 for less than 25% interest 

 
Note 1: The 5% withholding tax rate applies t

the other jurisdiction, provided that the

capital of the Chinese company. 1

Note 2: The exemption does not apply to sale

value of immovable properties exceed

o dividends of 

 recipient i

0% applies in 

 of equity in

s 50% of it

paid by a Chinese company to a resident 

s a company that holds at least 25% of the 

all other cases. 

terest in ‘property-rich’ companies, whose 

s total assets. 
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India 
Key recent tax and regulatory developments concerning private 
equity investments 

The last couple of years of the Indian 
economy have seen exponential 
growth, specifically for startups and 

s a 
 

 

 right. 

India’s position on the recent 
update to the OECD commentary 

The Organisation for Economic Co-
operation and Development (OECD) 
has released "The 2008 Update to The 
OE ention". In
no er status a
has for the first time given its 
co s on the OE
M ome of the 
pr sition a
su

• 
the vie

main and substantial activity is 
carried on should also be taken 
into account for determining the 
“place of effective management”. 

 

t 
establishment 

- India is of the view that a 
person working in different 
places on unrelated contracts 
for short duration may be held 
to have a permanent 
establishment if the overall 
stay in India is for a 
substantial period of time. 

- India does not agree with the 
words “The 12 month test 
applies to each individual site 
or project”. It considers that a 
series of consecutive
term sites or projects 

tor 
 a 

permanent establishment in 

ent 

 
certain circumstances, mere 

ns is 
t the 

son has exercised 

ntracts. 

a hment 

- India is of  that for 
furnishing serv
country, p
not essen l. 

Certain importan  

odafone Internatio oldings 

,
International Holdings, B.V. (VIH) 
acquired shares of offshore Hutchison 
Group Company w
layer of downstream ries, 
holding a controlling interest in a 
telecom joint ventu
India. VIH paid the 

 the offshore Hutchison group 
ansferor company. The Indian tax 

ld 

• The transaction of transfer of 
shares was prima facie taxable in 
India since it amounted to transfer 
of a capital asset (controlling 
interest) in India. The dominant 
purpose of the transaction was to 
acquire controlling interest in the 
Indian joint venture company. 

• The question of chargeability of 
the transaction to tax and the duty 
to deduct tax at source involves 

growing businesses. India ha
vibrant private equity (PE) and venture
capital market, with foreign direct 
investment (FDI) of up to 100% 
permitted in most of the sectors under
automatic route. Indian PE continues 
to grow and evolve, but the path hasn’t 
always been upwards and to the

The ensuing paragraphs highlight 
certain noteworthy direct tax and 
regulatory developments that should 
be taken into consideration. 

Tax developments 

• Treaty applicability to 
partnership firms – India 
believes that the treaty benefits to
partners would be possible only if 
specific clauses to that effect are 
included in the treaty. 

• Permanent Establishment  

Fixed Place permanen

nent establisService perm

 the view
ices in a 

sence is hysical pre
tia

t judicial decisions

V nal H

 Vodafone In the instant case

hich was, through a 
 subsidia

re of Hutchison in 
sale consideration 

to
tr
authorities were of the view that VIH 
was in default as no tax was withhe
on the consideration paid to the 
transferor entity. Against a show cause 
notice issued by the tax authorities,  short 

operated by a contrac
VIH filed a writ petition to the Mumbai 
High Court. 

While disposing the writ, the Mumbai 
High Court, among others held that: 

CD M
w granted an observ

odel Conv dia is 
would lead to existence ofnd 

the country concerned. mments/reservation CD 
odel Commentary. S key 
ovisions on India’s po re 
mmarised below: 

Residential status – India is of 
w that apart from the situs 

participation in negotiatio
sufficient to conclude tha
per

of commercial decisions and key 
management, the place where 

authority to conclude 
co

Agency permanent establishm

- India is of the view that, in
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investigation into voluminous facts
and perusal of the numerous 
lengthy and complicated 
agreements which have not b
produced by VIH, either before the 
Court, nor before the tax 
authorities. 

Against the said judgement, VIH filed a
special leave petition before the 
Supreme Court (SC). The SC referred 
the matter back to the tax authorities 

 

een 

 

 
s of the 

Income-tax Act, 1961 (IT Act). 

SET Satellite 

Singapore undertook marketing activity 
ts 

 

ould 
the hands of the 

foreign enterprise. 

LMN

The
(AA t in 
the d 
up t  
into 
interest and subject to withholding tax. 

Th  because 
inte
instr
cha

Alth R are 
bi  
ruling, it could 
valu ile 
dete treatment of 
inte t o  
instrume

Regula

Liberalis

In order  
facilities 
business s 
gradually
the restri
sectors v
informati dity 
exchang
petroleu  
of facsim
newspap  
foreig
and
sep tio als 
and ores
with the 
to specif

Recently  foreign 
investme ore simple and 
transparent, the government has come 
out with two press notes notifying the 
guidelines for (i) calculation of total 
foreign investment (direct and indirect) 
in Indian companies and (ii) transfer of 

own
com ni t 
limits fro  
non-resid

Further, recentl vernment has 

lists down the clarificatory guidelines 
ian 

 

Is 

es 

 of the participatory notes 
by FIIs have been dispensed with. 

corporate debt has been 
 

• 

with a specific direction to the tax 
authorities to decide on the 
jurisdictional issue based on the 
interpretation of the agreement and in
accordance with the provision

In the instant case, a company 
incorporated under the laws of 

in India for sale of advertisement slo
for certain channels, through its wholly
owned subsidiary which was its 
dependent agent. 

The High Court held in favour of the 
assessee that if the correct arm's 
length price is applied and paid to its 
dependent agent, nothing further w
be left to be taxed in 

 India Ltd 

 Authority for Advance Rulings 
R) in this case held that paymen
form of interest on convertible bon
o the date of conversion of bonds
equity would be characterised as 

e ruling affirms that merely
rest is paid on a convertible 
ument, it would not lose its 
racter as interest. 

ough rulings issued by AA
nding only on the parties to such

still have persuasive 
e and be of relevance wh
rmining the tax 

res n compulsorily convertible
nts such as debentures. 

tory developments 

ations in FDI Policy 

to develop the infrastructure
and leverage the growing 
 sectors, the government ha
 allowed FDI by liberalising 
ctions applicable in certain 
iz. industrial parks, credit 
on companies, commo
e, air transport services, 
m and natural gas, publication
ile edition of foreign 
ers and Indian edition of

n magazines dealing with news 
 current affairs, mining and mineral 
ara n of titanium bearing miner

, etc. subject to compliance 
prescribed conditions and up 
ied limits. 

, in an attempt to make
nt norms m

ership or control of Indian 
pa es in sectors with investmen
 m resident Indian citizens to

ent entities. 

y the go
also issued another press note which 

on downstream investment by Ind
companies. 

Key liberalisations in Foreign 
Institutional Investors (FIIs) 
regulations 

• Non resident Indian’s shall not be
eligible to be registered as a sub-
account. 

• The type of securities in which FI
are permitted to invest has been 
widened to include the schem
floated by collective investment 
schemes. 

• The restrictions imposed on 
issuance

• The FII investment limit in 

increased from US$6 billion to
US$15 billion. 

The restrictions of 70:30 ratio of 
investment in equity and debt 
respectively by FII/sub-account 
have been dispensed. 
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Key
Com
Poli

• 
s 

d for Rupee 

dertaken 
 the 

ning the definition of the 
term “Infrastructure sector”; 

f ECB 

 
ee account; 

els, hospitals and 
software sectors) under the 

atic route subject to 

 amid 

re 
d 

has 

se 
FVCIs to certain specified sectors (viz. 

related 
to hardware and software development, 

and 
development, R&D of new chemical 

y, 
els 

 IT 
h 

y 

, partners of the 
LLP have a limited liability with respect 

 

 
 

tment of an LLP 
is still unclear and it is expected that a 

 

es 
 
PricewaterhouseCoopers 
India 

 
 

 
 

PricewaterhouseCoopers 
India 

 
 
Pu al 
Servi
depth nd 
finan
profe  funds, real estate funds, 
venture capital funds, Indian and foreign banks, 
ins
com
 
Hima
with m  
a qua pany 
secretary. He has rendered advisory services to 
various large private equity funds, real estate 
funds, banks, NBFCs, etc. including advice on 
structuring of foreign investments including 
obtaining regulatory approvals, tax issues, 
exchange control matters and SEBI issues. 
 
 

 liberalisations in External 
mercial Borrowing (ECB) 

cy 

ECBs up to US$500 million per 
borrower per financial year ha
been permitte
expenditure and/or foreign 
currency expenditure for 
permissible end-uses under the 
automatic route. 

• The Government has un
various other amendments in
ECB Policy such as 

- Increase in the all-in-cost 
ceilings; 

- Wide

- Enabling the parking o
proceeds offshore as 
prescribed or with overseas 
branches/subsidiaries of 
Indian banks or credit to
Indian rup

- Including development of 
“Industrial Township” as an 
eligible end-use; 

- Availing of ECBs by 
corporates in the service 
sector (hot

autom
conditions, etc. 

Reserve Bank of India (RBI) opens 
doors to venture capital funds
liquidity crunch 

News articles have reported that RBI 
which was holding back the 
applications of several foreign ventu
capital funds (FVCIs) has commence
clearing their applications. However, 
while clearing the proposals, RBI 
inserted a new clause in the approval 
which restricts investments by the

infrastructure, biotechnology, IT 

nanotechnology, seed research 

entities in pharma sector, dairy industr
poultry industry, production of bio-fu
and hotel-cum-convention centres with 
seating capacity of more than 3,000) 
similar to those prescribed under the
Act for availing of a tax pass-throug
status. 

Limited Liability Partnership Act, 
2008 

The recently introduced Limited 
Liability Partnership (LLP) Act, 2008 
(LLP Act) provides for formation and 
regulation of LLP, a new form of entit
in the Indian context. Except for the 
designated partners

to their stake. The designated partners 
are liable to all penalties imposed on
the LLP for contravention of the 
provisions of the LLP Act. The LLP is a
kind of a hybrid entity combining the
advantages of a partnership firm and a 
limited company. Such distinct 

advantages may drive the 
entrepreneurs to structure their 
ventures as an LLP against other 
structures. The tax trea

clarification on the same may be 
issued by the government. 
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Japan 
Rolling back the clock – proposed reforms to the taxation of 
private equity in Japan 

On January 23, 2009, the Ministry
Finance released draft legislation t
enact ce
Reform Proposal

 of 
o 

rtain tax reforms (2009 Tax 
) effective from April 

1,
Re
initia
gove e 
Japa idst the 
glob
extr
thre rtail foreign 
di

For ty (PE) 
inve rs
Proposal  welcome “roll-back” 
of changes imp nted in 2005 to the 
taxa n 
residents  
allow uc
in certain E funds 
without f
Japanes
investme

Genera
refo
Service A y 
of Econo ustry 
(ME  in  Japan’s 
taxation 
domestic
internatio
domestic
further fo nt in 
Japan to stimulate the economy. 

This article is not intended to provide 
an exhaustive review of the 2009 Tax 
Reform Proposals but solely to 
summarise certain proposed reforms of 

ge is being debated 
d has not yet 

 

0. 
vestment levels increased in 

fiscal 2007, with the ratio approaching 
of 

imately JPY 700 billion, the 
ancial crisis saw a severe 

onthly 

ith the 

a 
ctivity, 

While a critical factor in the severe 
rop-off in PE activity in Japan has 
een the lack of available financing, 

 of overseas PE 
 

implemented in 2005 h n 
widely pointed to as a signific
barrier to increase
point of comparison, studies show that 
currently only 4% of PE investment in 
Japan is from over

d States and the United Kingdom, 
risdictions that have more favourable 

o
earned by non-resi
investments, the p
overseas capital is
and 75%, respectiv

 2009. As a whole, the 2009 Tax 
form Proposal contains several 

tives designed by the Japanese 
rnment to stimulate and revitalis
n’s domestic industries am

al economic crisis and the 
emely tight credit markets that 
aten to severely cu

rect investment into Japan. 

overseas private equi
sto , the 2009 Tax Reform 

 heralds a
leme

tio of capital gains for non-
, as well as new provisions to

 s h investors to directly invest 
 Japanese domestic P

ear of being subjected to full 
e taxation on such 
nts. 

lly, these reforms follow similar 
rms proposed by the Financial 

gency (FSA) and the Ministr
my, Trade and Ind

TI)  a joint effort to bring
of foreign investment into 
 companies in line with 
nal standards, revitalise 
 industries, and facilitate 
reign direct investme

particular interest to the PE industry. 
As of the date of this article, the 2009 
Tax Reform Packa
in the Japanese Diet an
been voted on or enacted. The 
proposed reforms discussed herein 
may change. Thus, we advise that you 
seek further tax advice to confirm the 
final position and to discuss these 
issues, and other relevant tax 
considerations, before taking any 
action. 

Current state of PE investment 
in Japan 

In June 2006, the Japanese 
government announced a policy 
objective of increasing foreign direct 
investment into Japan, with a goal of 
doubling the overall balance of foreign
direct investment to gross domestic 
product to around the 5% level by 201
While in

3% and monthly average investment 
approx
global fin
curtailment in fiscal 2008, with m
average investment of only 
approximately JPY 300-400 billion 
during the last five months of the year. 
As of September 30, 2008, the 
FDI/GDP ratio remained at the 3% 
level. 

The global and domestic PE industries 
have been hit particularly hard, w
total value of global PE investments 
last year reaching a five-year low of 
JPY 24.16 trillion1. In 2007, the value 
of such investment was at JPY 90.15 

trillion by comparison2. As 
percentage of total global M&A a
PE accounted for just 8% in 2008, 
down from almost 25% in 2006 when 
the Japanese government instituted its 
FDI goals. 

d
b
high taxation
investment based on rules 

as also bee
ant 

d FDI in Japan. As a 

seas capital. In the 
Unite
ju

f capital gains rules on taxation 
dents on PE 
ercentage of 
 approximately 20% 
ely. 
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Development of the existing tax
rules  

Under existing tax rules, a non-resident 
PE investor generally faces two 
hurdles when making investments in 
Japan: (1) a risk of creating a taxable 
permanent establishment and being 
subject to full Japanese taxation on 
capital gains from investments if su
investor invests into a Japanese PE
fund (which most often are in 
partnership form); and (2) a risk that 

 

ch 
 

capital gains on such investments will 
el 
e 

Under general principles of partnership 

nds 

 
r to 

 to 
 
d a 
eir 

investment in that partnership. This is 

 

ion on 

 will 
y not be subject to Japanese 

tax on any capital gain upon disposal 

less either: 

• 5/5 Rule 

 

le, 

n Japan 

6 
 prior to the last day of the fiscal 

year of sale, and the investor (together 

to 
 

ng 

 

l 1, 2005, the above 
definition of the 25/5 Rule did not 

 

level of 
nd was 

, 

 

ailed 

. PE group 
permitted the investor group to realise 
over US$1 billion in profits that 
escaped Japanese taxation. This 
resulted in significant public outrage, 
as taxpayer funds had been poured 
into the Long-Term Credit Bank of 
Japan to rehabilitate it out of 
bankruptcy. The outrage resulted in tax 
reforms in April 2005 by which 
interests of specially related persons, 
including partners in a partnership, 
were aggregated for the purposes of 
applying the 25/5 Rule.  

For overseas PE funds in partnership 
form, the April 2005 changes 
completely changed the taxation map 

still be taxed at a 15% or 30% lev
(depending on the legal form of th
investor) if such investor invests into 
overseas PE fund, even where neither 
the investor nor the fund has a 
permanent establishment in Japan. 

Permanent establishment 
exposure 

taxation in Japan, non-resident 
investors that invest in Japanese fu
formed as general partnerships (nin-i 
kumiai or NK) or investment business 
limited partnerships (toushi jigyou 
yugen sekinin kumiai or IBLP), or in
overseas partnership funds simila
NKs or IBLPs and that are deemed
have a permanent establishment in
Japan, face a risk of being assesse
permanent establishment due to th

consistent with the tax principle that 
partners in a partnership are deemed 
to be jointly doing business, with the 
result that a place of business in Japan 
of a partnership is deemed to be a 

place of business in Japan (and thus a
permanent establishment) for all 
partners in that partnership. In such 
case, the non-resident investors would 
be subject to full Japanese taxat
gains from such investments. 

Capital gains taxation 

A non-resident PE investor without a 
permanent establishment in Japan
generall

of shares in a Japanese portfolio 
company un

The investor triggers the 2
(as defined below); 

• The Japanese portfolio company 
is characterised as a Real Estate
Holding Company and the investor 
triggers the Real Estate Holding 
Company Rule3; or  

• The investor has engaged in 
improper market manipulation 
(such as "greenmail"). 

Under what is known as the 25/5 Ru
where a non-resident investor without 
a permanent establishment i
owns or has owned (together with 
specially related persons) 25% or more 
of the shares in the Japanese 
corporation at any time during the 3
months

with specially related persons) sells 5% 
or more of the shares in the fiscal year 
of sale, then that sale will be subject 
capital gains tax in Japan at a rate of
30% for corporate investors and 15% 
for individual investors. Triggering the 

25/5 Rule will give rise to a fili
obligation for the non-resident investor 
in Japan, unless protected under an
applicable tax treaty. 

Prior to Apri

contain the “specially related persons” 
concept for a partnership, so that the
25% and 5% ownership tests were 
tested in a fund context at the 
the ultimate investor if the fu
viewed as a pass-through entity (e.g.
a partnership) for Japanese tax 
purposes. Accordingly, investors in a 
overseas PE fund, where the fund was 
a partnership in legal form, could 
generally assert that no investor owned
more than 25% of the Japanese 
portfolio company so as to trigger the 
25/5 Rule.  

However, the acquisition of the f
Long-Term Credit Bank of Japan by a 
consortium led by a U.S
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for their investments into Japan, as 
their positions now triggered the 25/5 
Rule because the ownership tests 

y 

d to liberalising the 25/5 

re 

oposal 
and the existing rules on taxation of 

nies under 
the Real Estate Holding Company Rule. 

U
indiv rtners 
(F
Inve
trigg
in Ja
inve in 
requ
cond

• s limited 

apan. 

ll 
 

 

n 

ia are met. This reform 
proposes to cover transactions 

a 

 
threshold 

stment 

 meets the 
criteria provided in (1) above; or 

an 

were done at the level of the fund. In 
response, some funds determined to 
base themselves in jurisdictions with 
tax treaties that could protect against 
the 25/5 Rule. Others changed their 
capital raising strategies to target 
investors who could claim treaty 
protection themselves from the 25/5 
Rule. The industry widely perceived 
the April 2005 changes as significantl
more restrictive than other 
jurisdictions4, inconsistent with the 
principles of the OECD (of which 
Japan is a member), and ultimately 
adversely impacting FDI in Japan by 
significantly increasing the cost of 
investment. 

2009 Tax Reform Proposal 

In a clear no
Rule and stimulate foreign investment 
into Japan’s domestic industries, METI 
began last summer to work with PE 
industry groups to come up with reform 
approaches to improve the taxing 
environment for PE investment in 
Japan. While various approaches we
studied, the reforms ultimately 
contained in the 2009 Tax Reform 
Proposal adopt a two-fold approach: 
(1) providing a safe harbour for 
permanent establishment 
determinations where an overseas 
investor invests into an IBLP or similar 
foreign investment partnership fund 
(together Investment Partnership 
Fund); and (2) “rolling back” the 2005 
tightening of the 25/5 Rule for such 

investors, assuming certain criteria are 
met. 

It should be noted that the 2009 Tax 
Reform Proposal remains silent with 
regard to the interplay of the pr

real estate holding compa

Direct permanent establishment: 
Safe harbour rule for foreign 
partners in certain Japanese 
partnerships 

nder the proposed changes, foreign 
idual or corporate pa

oreign Partner) may invest in 
stment Partnership Funds without 
ering a permanent establishment 
pan on account of such 

stment provided certa
irements are met. These 
itions include: 

The Foreign Partner ha
liability with respect to the 
Investment Partnership Fund; 

• The Foreign Partner is not 
involved in the management or 
operation of the Investment 
Partnership Fund; 

• The Foreign Partner’s investment 
ratio in the Investment Partnership 
Fund is less than 25%; 

• The Foreign Partner is not 
specially related to the general 
partner of the Investment 
Partnership Fund; and 

• The Foreign Partner does not 
otherwise have a permanent 
establishment in J

If passed, the above proposal wi
apply to determinations on or after
April 1, 2009 in connection with 
whether a Foreign Partner will have a 
direct permanent establishment in 
Japan in relation to an investment in an
Investment Partnership Fund. 

25/5 Rule: Liberalisation for certain 
Foreign Partners 

The 2009 Tax Reform Proposal 
liberalises the 25/5 Rule for certain 
transactions where the sale is by a
Investment Partnership, assuming 
certain criter

(Covered Transaction) where (1) a 1-
year holding period criteria is met; and 
(2) the transaction does not involve 
shareholding in certain distressed 
financial institutions. 

If a transaction is a Covered 
Transaction, then with regard to a 
Foreign Partner the 25% ownership
(and likely the 5% disposition 
as well) may be tested at that Foreign 
Partner level instead of the Inve
Partnership Fund level where the 
following conditions are met: 

• The Foreign Partner

• The Foreign Partner is in 
Investment Partnership Fund 
where (A) the Foreign Partner 
does not have a permanent 
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establishment in Japan; (B) the 
Foreign Partner is a limited par
in the Investment Partnership 
Fund; (C) the Foreign Partner 
does not own 25% or more of the
shares of the corporation sold; an
(D) the Foreign Partner is not 
involved in the management o
operation of the Investment 
Partnership Fund. 

The above amendment is proposed to 
apply to the sale of shares on or after 
April 1, 2009. 

Concluding comments 

If the 2009 Tax Reform Proposal 
becomes law

tner 

 
d 

r 

 in its current form, this 
should bring Japanese taxation of PE 

n 

s, 

vered 
 in 

 

e thought through. 

 

 
 

 

Akemi Kito 
Partner 
 

oopers 

 

ctor 

 Services 
 

s 

.com 

 
 
Both  the 
funds wC Tokyo and 
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closer in line with international 
standards, however, whether taxatio
ceases to be viewed by the industry as 
a barrier to increasing PE investment 
in Japan remains to be seen. 

Chiefly, the 2009 Tax Reform Proposal 
does not liberalise the taxation of the 
general partner and related affiliate
which may cause some PE fund 
sponsors to continue to think carefully 
with regard to the existing rules. In 
addition, PE funds still may need to 
consider possible investments not 
falling under the definition of Co
Transactions as well as investments
the real estate holding company area. 
Depending on what documentation will 
need to be prospectively filed to claim
the exemptions under the 2009 Tax 
Reform Proposal (still an item under 
negotiation as of the date of this 

article), disclosure implications must 
also b
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The 2009 Tax Reform Proposal marks
a significant achievement in 
governmental efforts to support private
business in Japan. We view this as a
solid and welcome step forward for the
PE industry in Japan. 
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shares in such corporation (2% if the 
corporation is unlisted) at the end of the 
fiscal year prior to the year of sale (Real 
Estate Holding Company Rule). 
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Taiwan 
An expensive price to pay: miss-managing your tax position 
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authority in Taiwan previously 
disallowed companies claiming tax 
deduction on costs incurred for 
expatriates seconded to their related 
entities in China. However, the 
introduction of comprehensive transfer 
pricing regimes in Taiwan and the 
nearby countries like China means 
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and assess the potential impact of their 
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As such, the Taiwanese tax authority 
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example on expatriate related costs; 
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2010, the more foreign investment 
friendly environment created in Taiwan
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foreign investors as global economy 
begins its recovery journey in the ne
future. In this connection, we take thi
opportunity to outline some of the 
unique features of Taiwan’s tax 
environment that may be relevant and 
typical to PE investors seeking 
investment potential in Taiwan. 

Taiwan is one of the few countries in 
the region with a comprehensive 
Enterprise Merger and Acquisition

acquisition activities conducted in its 
territory. However, from o
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law. Consequently, foreign investors, 
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required to follow Taiwanese tran
pricing regulations for the employ
service provided to their related en

Meanwhile, the Chinese tax authority is
taking aggressive action on transfer 
pricing assessment. Hence, when 
more expatriates are seconded to, or
more substantial functions are 
performed in, China, a higher profit 
may be required to be retained in 
China. The battle for tax revenue 
collection in different tax territories is
ongoing and will continue in the future; 
as such, from a tax risk management 
perspective, investors should carefully 
and continuously assess not only their 
current investment holding structure
the region, but also the business 
transaction model adopted. 

Familiarity with the current and future 
development/change of the t

sfer 
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and various tax incentives available, 
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important to the effective managem
of one’s tax position in the region. To
illustrate, given the array of tax 
incentives available in Taiwan, it is 
important to ensure that all the 
historical and new conditions of any tax 
incentive granted are duly satisfied. 
Questions like “Can companies claim 
tax deduction and investment tax credit
on R&D expenditures now if those 
companies, without receiving ade
remuneration (e.g., in the form of 
royalty), grant others (e.g., its or
equipment manufacturer) the use

are examples of the recent tax 
concerns arising as a result of tax
authority’s changing investigation focus.
Companies that do not have update

knowledge to the recent development
of the law or the Taiwan tax authority’s
attitude will thus face certain tax 
exposure if the incentive is actually 
revoked. 

Furthermore, extensive and aggressive 
legislation, like the recently announce
anti-treaty shopping or controlle
foreign corporation rules in China, put 
in place by governments and the tax 
authorities in the region, which are 
aimed at tackling cross-boarder tax 
revenue loss over the recent years, 
means being sufficiently 

current and future development of the 
tax environment in the region may no
be sufficient to enable PE and foreign 
investors to pro-actively manage the 
tax position to their own advantages
Despite the ever stringent internationa
tax environment, investors who can 
implement a more sophisticated a
well-considered strategy are still able 
to minimise their tax position. Our 
experiences therefore show that a 
number of multi-national corporati
have still managed to successful
implement strategies to actively 
manage their tax position whereby
ownership and control of key 
intangibles is decentralised and 
relocated to the most favourable 
geographic markets from both 
commercial and tax perspectives. 

To sum up, at a broader level, T
may not historically be a very attractive 
destination for M&A activities from tax 
perspective. However, the recent 
reform is soon to be effectuated, 
is believed will lower the overall 
effective corporate tax rate to be more 
competitive than its neighbouring 
countries like Singapore, China and
Hong Kong. This attraction is furthe
enhanced by number of features 
currently observed in Taiwan, such as 
the absence of share capital

which may see Taiwan better attra
foreign investments in the near future
In this regard, PE and foreign invest
should recognise, and learn how t
manage well, the challenges a divers
tax environment like Taiwan may 
present. 
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