kPG %1:3%

C-ax aler

Issue 168 — September 1, 2021

Taiwan Ministry of Finance has amended and
promulgated the Guidance on Application of Income
Tax Treaties

The Ministry of Finance (MOF) had announced the closely on this subject. To be in line with the global
Guidance on Application of Income Tax Treaties trend, the MOF has referred to the OECD Model Tax
(Guidance) back in January 2010 which has been Convention and relevant guidance and amended the
adopted by tax authorities for assessing the Guidance on 12 August 2021 to provide clear and up to
applicability of treaty benefits. While the global tax date rules on assessing cases that involve income tax
environment has changed substantially especially with treaties. The key amendments are shown in the table
the introduction of BEPS, the MOF has followed below:

Key Amendment

Establish the principal purpose test (PPT) rule to combat treaty abuse

Provide clear guidance regarding determination of Taiwan tax resident. In addition to individuals, companies or any
other body of persons, educational, cultural, public interest and charity agencies or organizations, government
agencies, state-owned entities or entities controlled by the government (e.g. government official and labor insurance,
national pension) are also entitled to tax treaties

Enhance the rule related to determination of tax residency for individuals and companies

Enhance the principle of determining permanent establishment (PE). The area considered as an enterprise’s fixed place
of business should be related to the business operation of the said enterprise

Provide guidance on the calculation of existence period of a PE or presence period of an individual
Provide clear guidance on the identification of certain types of income

Revise the procedures regarding issuance of Taiwan tax resident certificate

With respect to the effective date of the amended Given the Guidance was amended substantially, we
Guidance, except for the Article in connection with have summarized the items that may have direct
reduced tax rate for dividends, which is effective since impact to the application of tax treaties and therefore
1 January 2019, the rest of the Articles are effective worth noticing as follows:

since the day the amended Guidance is promulgated.
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Taiwan Tax Authorities Can Refer to the General Anti-
Avoidance Rule (GAAR) Stipulated in Domestic Tax
Law for Treaty Abuse Cases

To prevent treaty abuse, some tax treaties will contain
a limitation of benefit (LOB) clause, which rules out
certain situations that are specified in the clause to be
eligible to such tax treaties. While in other tax treaties,
there may be a PPT clause, which is a general rule that
excludes a situation to be eligible to the said tax
treaties if one of the principal purposes of the
transaction or arrangement is to enjoy treaty benefits.

Among the tax treaties Taiwan has signed, not all of
them contain a LOB or PPT clause. Thus, to echo BEPS
Action 6, the MOF added the PPT rule in Article 4, ltem
5 of the Guidance to address treaty abuse. If based on
facts collected by the tax authority when investigating
or assessing treaty cases, the tax authority can
reasonably believe that one of the principal purposes
of a transaction or arrangement is to directly or
indirectly obtain treaty benefits, and granting such
treaty benefits does not meet the intention of the tax
treaty, should the tax treaty does not contain a LOB or
PPT clause, the tax authority can refer to the GAAR
stipulated in the Taiwan Taxpayer Rights Protection
Act.

In other words, even if a tax treaty does not contain a
clause to address treaty abuse, i.e. a LOB or PPT
clause, Taiwan tax authority can still disallow the
person or entity that is considered to have abused the
tax treaty to be eligible to treaty benefits according to
domestic GAAR.

Determination of PE: Identifying Fixed Place of
Business

Based on the guidance on Article 5 of the OECE Model
Tax Convention, with respect to identification of “fixed
place of business”, the connection and coherence of
the business operation and the geographical area
framed should be taken in account.

Identification of Royalties for Computer Programs and
Industrial, Commercial or Scientific Experience

Due to lack of a clear and unified definition of royalties,
the MOF referred to the OECD Model Tax Convention
and relevant guidance and further defined royalties in
Article 14 of the Guidance as follows:

— If royalties in a tax treaty are considerations paid
for the use of or have the right to use copyrights,
where the copyrights are for computer programs,
royalties should mean the considerations for the
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use of, the reproduction of, or have the right to use
or reproduce of combination instruction codes in
the software for the purpose of directly or indirectly
allowing computers to generate certain outcomes.
If the considerations are for the use, operation, or
reproduction of the software for the purpose of self-
usage of the output of computer software,
entertainment, or saving and backup, such
considerations are not regarded as royalties under
the tax treaty.

— If royalties in a tax treaty are considerations paid to
obtain industrial, commercial, or scientific
experience, such considerations are:

1. The information provided is formed but has not
been made available to the public yet and
should be kept as a secret.

2. The information provider is not required to do
additional work for customization purpose and
does not guarantee the effectiveness.

This article has referred to OECD Model Tax
Convention and domestic Copyright Act to further
explain in what circumstances payments for use of or
the right to use computer software should be
considered as royalties under tax treaties. In addition,
in the legislative reason of Article 14 of the Guidance,
the MOF also indicates how to distinguish “royalties”
from “technical service fees”. That is, royalties are
remunerations received for licensing others to use an
existing expertise or know-how that is not available to
the public (passive activities). While technical service
fees are remunerations received for provision of
services utilizing one’s expertise or know-how (active
activities).

Applying Different Articles of a Tax Treaty to a Single
Payment

— Article 20 of the Guidance stated that, if a payment
applied to be eligible to treaty relief consists of
different types of income (e.g. business profit,
royalties, or properties transaction income), the
payment should be split according to the types of
income and each income type should be reviewed
based on respective rules.

— It is specified in Article 21 of the Guidance that, if
the Taiwan source income (TSI) derived by a tax
resident of a treaty country can be defined as
business profits as well as other type of income
stipulated in the tax treaty, the rules for other type
of income should prevail over the rules for business
profits.
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For example, if a foreign enterprise, who is a tax
resident of a treaty country and does not have a PE in
Taiwan, receives a payment from Taiwan that contains
both royalties and technical service fees, the payment
should be split into two portions (i.e. royalties and
technical service fees) according to Article 20 of the
Guidance. For the portion of payment that falls in the
scope of royalties, pursuant to Article 21 of the
Guidance, the reduced WHT for royalties should apply.
As for the portion of payment that is considered as
technical service fees, the treaty benefit regarding
business profits or technical service fees should apply.

‘ KPMG Observations

The Guidance establishing the PPT rule has met the
minimal requirement of BEPS Action 6. However, the
Guidance does not provide further or more detailed
rules on how to identify whether one of the principal
purposes of a transaction or arrangement is to obtain
treaty benefits. This will be the area that needs further
observation on how tax authorities apply this principle
after implementation of the amended Guidance.

Further, the Guidance has provided more specific rules
on the definition of royalties and other types of
income. Specifically, it clarifies the order of applying
different income types for payments relating to mixed
contracts and if a foreign enterprise derived TSl in
different income categories such as dividends, capital
gains or royalties/technical fees, the rules for such
income types should prevail over the rule for business
profits.

Overall, the amended Guidance not only follows the
latest development of international tax, but also
provides more clear rules related to application of tax
treaties. The announcement of the amended Guidance
should be beneficial to foreign enterprises engaging in
trades and business in Taiwan.
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