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Executive Summary

Tax incentives for FDI in Korea have been extended after the financial crisis of 1997.
With the newly implemented tax incentives, foreign investors have been able to reduce
the tax burden of their Korean business activities. However, not al foreign investors
receive the same level of tax benefits. In this paper the varying tax benefits accorded to
the different situations of foreign investors are thoroughly analyzed. The paper first
distinguishes foreign investors on the basis of major factors, which can have an
influence on the tax benefits of the incentives, and then compares the effects of tax
reductions and exemptions. This anaysis includes taxation not only in Korea s
jurisdiction but also in the jurisdiction of the countries where investors have their
residence. The analysis shows that the tax benefits of incentives provided by the Korean
government may not be maintained by foreign investors to the extent intended by the
Korean government. According to various factors, such as the existence of a tax treaty,
the dividends attributed to PEs, and the application of different methods for double
taxation relief, the provision of tax reduction and exemption can either become
ineffectual or the tax benefits can be diminished considerably. All these results of the
analysis suggest important matters of consequence both to foreign investors and the
Korean government. Foreign investors who are qualified for tax incentives need to build
appropriate tax strategies by a thorough understanding of their situation. Meanwhile, the
Korean government needs to reconsider the tax incentives system for FDI to enhance its
effectiveness.

Dr. Seong-Bong Lee, a research fellow at the Korea Indtitute for International Economic
Policy (KIEP), earned his Ph.D. in Business Adminigtration at the University of Mannheim,
Germany. He specializes in internationa business and taxation. Address: 300-4 Y omgok-Dong,
Seocho-Gu, Seoul 131-747, Korea; (Tel) 82-2-3460-1186, (Fax) 82-2-3460-1077; (E-mail)
sblee@kiep.go.kr
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|. Introduction

The Korean government began a series of strong foreign direct investment® (FDI)
inducement policies in order to overcome the financia crisis of 1997. Various policy
instruments were implemented to attract FDI. Among these, the core instrument has
been the expansion of tax incentives for FDI, which in the past were very limited. Tax
incentives for FDI in Korea have been extended by broadening the range of qualifying
projects, extending the tax exemption period, and increasing the tax exemption level.

With the newly implemented tax incentives, foreign investors have been able to
reduce the tax burden of their Korean business activities. However, not all foreign
investors receive the same level of tax benefits. In this paper the varying tax benefits
accorded to the different situations of foreign investors will be thoroughly analyzed,
followed by a discussionof policy implications and recommendations.

This paper consists of the following. In chapter 11, the newly implemented tax
incentives for FDI will be explained. Also, statistics regarding foreign investors who
get tax benefits, as well as the trends of FDI in Korea will be presented. Chapter il
will analyze the tax benefits of incentives for FDI focusing on corporate taxes. Here,
the paper will first distinguish foreign investors on the basis of maor factors, which can
have an influence on the tax benefits of the incentives, and then compare the effects of
tax reductiors and exemptiors. This anaysis includes taxation not only in Korea' s
jurisdiction but aso in the jurisdiction of the countries where investors have their

residence. Finaly, based upon the resultsof the analysis in chapter 111, chapter IV

! According to the Foreign Investment Promotion Act, FDI refers to the acquisition by foreigners of a
10% or higher shareinKorean firms. Thisrule appliesto all foreigners who own at least a 10% share in



presents the paper s conclusions and offers some policy recommendations to enhance
the effectiveness of the newly implemented tax incentives for FDI.  Additiondly, this

chapter suggests tax strategies for foreign investors to maximize their tax benefits.

II. Tax Incentivesfor Foreign Direct Investment in Korea

A. Legal Sources of Tax Incentivesfor FDI in Korea

The law that specifies tax exemptions for FDI is the Specia Tax Treatment
Control Act (STTCA).? Article 121-2 and Article 121-3 of the STTCA ate, in detail,
information about the tax exemptions. The articles regulate exemptions and/or
reductions of the corporate tax, income tax, customs duties, special excise tax, vaue-
added tax, property tax, aggregate land tax, acquisition tax and registration tax.*

There are several other laws that define requirements for eligible businesses,
although they do not directly prescribe tax exemptions as does the STTCA.
Businesses within a Foreign Investment Zone (FIZ), Free Trade Zone (FTZ), and
Customs Duties Free Zone that meet certain requirements can enjoy the tax exemptions.
Such special investment areas are provided by various laws. For example, FIZs are
regulated by the Foreign Investment Promotion Act (FIPA), FTZs by the Act on the
Establishment of Free Trade Zones, and Customs Duties Free Zones by the Act on the

Establishment of Customs Duties Free Zones.

Korean firms regardless of whether they are newly established or already existing.

2The STTCA regulates relevant subjects of all tax exemptions in addition to the exemptions by each tax
law (corporate tax law, income tax law, etc.).

3 These nine taxes are related significantly to the main activities of companiesin Korea. At present, there



B. Contents of Tax Incentivesfor FDI in Korea

1. Details of Tax Incentives

Tax incentives for FDI in Korea can be classified into three types. The first type
is exemption or reduction of the income or corporate tax on business income. The
second is exemption or reduction of local taxes such as the acquisition tax, registration
tax, property tax and aggregate land tax on business properties. The third is exemption
or reduction of customs duties, special excise tax and the value-added tax on imports of
capital goods for projects. Meanwhile, the exemptions (reductions) can be divided
into two categories, based on the status of the beneficiaries. The first type of exemption
applies to foreign-invested enterprises (FIES) and the second to foreign investors (Table
1). The tax incentives for FDI are granted only to greenfield investments and not to
M&As by foreign investors. In other words, the benefits for FDI are applied only to
an acquisition of newly-issued stocks and are not permitted for aready-issued stocks of

existing Korean companies.

(&) Income and Corporate Taxes

The exemption from or reduction of the income or corporate tax can be applied to

the business income of FIEs. In the case of normal taxation without any exemptions,

income or corporate taxes on an FIE are as follows. If an FIE is a sole proprietorship,

are thirty-three types of taxes in Korea. For details of the Korean tax system, see Ministry of Finance and
Economy, Korean Taxation, 2001.



the income tax is levied on its business income. The income tax rate is progressive,
from 9% to 36%.* If an FIE is a corporation, the corporate tax is applied at a rate
between 16% and 28%.° When an FIE pays dividends to foreign investors, the
withholding tax rate of 25% is applied. Furthermore, the inhabitant tax is levied on the
amount of income and corporate taxes due, as a surtax at a rate of 10%. Therefore, the
effective tax rate is 30.8% when the higher margina corporate tax rate of 28% is

applied. The effective withholding tax rate on dividends is therefore 27.5%.

Table 1. Tax Incentivesfor FDI in Korea

Beneficiaries

Tax

Foreign-Invested Enterprises (FIES)

Foreign Investors

Income and Corporate Tax

»  Applicableto businessincome

Applicableto dividend income

» Initid 7 years of full Initial 7 years of full
exemption, 50% reduction exemption, 50% reduction
thereafter for 3 years thereafter for 3 years

>  Source: Article 121-2, Source: Article 121-2,
Paragraph 2, STTCA Paragraph 3, STTCA

Loca Taxes acquisition tax, [ » Applicable to acquired Not applicable
registration tax, property tax, properties on invested

aggregate land tax

businesses

» 8 years (5 years of full
exemption, 3 years of 50%
reduction), another possible
maximum 7 years of reduction

(decided by each loca
government)
>  Source: Article 121-2,

Paragraph 4, STTCA

Customs duties, special excise tax,
value-added tax

»  Applicable to imported capital
goods necessary for the
invested businesses

»  Full exemption on imported
capital goods for 3 years from
thedate of notification of FDI

»  Source: Article 121-3,
Paragraph 1, STTCA

Applicable to imported capital
goods for objects of investment
Source; Article 121-3,
Paragraph 1, STTCA

4 Income tax rates are as follows: 9% for taxable income up to 10 million won (about US $8,000); 18%
from 10 ~ 40 million won, 27% from 40 ~ 80 million won, and 36% over 80 million won.
5 Corporate tax rates are as follows: 16% for taxable income up to 100 million won, and 28% for taxable

income over 100 million won.



If an FIE is designated as a qualifying project for the STTCA s tax exemption, it
can be exempted from the corporate or income tax on the project s business income for
7 years and get a 50% tax reduction for the next 3 years. These tax reductions can be
different depending on foreign investors share of the total capital of an FIE. The tax
reduction on FIEs is not fully applied to their whole profit. Only the shares owned by
foreign investors are accepted for the reduction.

The 10-year period for tax benefits begins with the first year showing positive
earnings, reflecting the fact that during the initial stages of investment, earnings tend to
be negative. If an FIE does not yield positive earnings in 5 years, the 10-year tax
benefits period begins in the fifth year. That is to say, after the start-up date, the tax
exemption period for FIES begins in the first profitable year of the first five years.
Once the period begins, it continues for ten years even if the firms are not regularly
profitable afterwards. Thus, after the exemption period begins, the profit flow of FIEs
can affect the tax reduction.

Moreover, if aforeign-invested company pays a dividend to a foreign investor, the
foreign investor can aso be exempted from the corporate or income withholding tax on
the dividend for 7 years, and enjoy the same 50% reduction for the next 3 years.
Therefore, tax reductions can differ depending on the dividend policy of an FIE.
However, the reductions differ only in terms of the liquidity effects. The corporate tax
on the dividend income of foreign investors is reduced equally in terms of the corporate
tax reduction period and exemption rate for the profits of FIEs (100% for 7 years, 50%
for 3 years). The reduction period and exemption rate on the dividend income are not
decided by the period in which the dividend is actually paid. It is rather determined by

the period in which the tax exempted or reduced source profits of the FIE for the



dividend are generated. In other words, the fully exempt profits of FIEs are aso fully
exempt a the level of foreign investors regardless of the time of distribution.
Accordingly, dividends from the 50% tax-reduced profits of FIES are exempt in the
same way. Since the timing of receipt of tax-exempt or reduced dividends to foreign

investors is the problem, dividend policy has only liquidity effects on tax benefits.

(b) Locd Taxes

Local tax incentives can be applied to the acquisition tax, registration tax, property
tax and aggregate land tax on properties acquired or held by FIEs for the management
of qualifying projects. Generally, the acquisition tax is levied on the acquisition of real
estate, motor vehicles, vessels, aircraft and heavy equipment. The tax rate is 2% of the
acquisition price of the taxable objects. The registration tax is applied when a person
registers applicable assets or incorporation. The tax rate on the registration of
applicable assets is 0.01-5% of the acquisition price of applicable assets. The tax rate
on the registration of incorporation is 0.4% of the value of total shares. The property
tax is levied annualy on buildings, vessels and aircraft. The tax base is the standard
value of applicable assets annually determined by the local government. The tax rate
is 0.6% in the case of factory buildings and 0.3% in the case of vessels and aircraft.
The aggregate land tax is levied on al types of land. The tax base is the total taxable
land value, which adds up to the standard value of al lands which the tax payer owns.
The standard value of land is annually determined by the Korean government. The
progressive rate of 0.2-5% is applied to this tax base.

According to the provisions of the STTCA for the basic range of local tax



incentives, full tax exemption is granted for the first 5 years (from the start-up day of
the business) and 50% tax reduction thereafter for 3 years.® However, locd
governments can offer additional exemption from local taxes after the basic eight-year
exemption/reduction period for an additional seven years. If such extra exemptions are
provided, local governments can also set the reduction rate higher than the previous

50%.

(c) Customs Duties, Specia Excise Tax, and VAT

The value-added tax in Korea follows the general VAT system, and this tax rate is
10%. The special excise tax is a consumption tax levied on some luxury goods, cars,
equipment, etc. The tax base for manufactured goods is the sale price, while for
imported goods, it is the sum of the customs value and customs duties. The tax rate is
different for each taxable object, but it is approximately 7-35%.

Customs duties, the value-added tax and special excise tax on imported capital
goods to be used for qualifying projects are fully exempted. The exemption of these
levies is good for 3 years from the date of notification of FDI, when the FIEs or foreign
investors import capital goods for their qualifying projects. This exemption is applied
when the FIEs import capital goods with foreign or domestic means of payment which
foreign investors pay to FIEs as objects of investment. Also, the exemption is
applicable if the foreign investors directly bring in their capital goods to FIEs for

investment in kind. Here the capital goods usually mean equipment, fixtures, tools,

% The aggregate land tax has a progressive rate. Hence, exemptions and reductions follow a system in
which the taxable value of qualifying land is deducted to the same extent as the reduction rate from the



components, €tc.

2. Qualifying Projects

The STTCA regulates three categories of qualifying projects for FDI tax
exemption.” The first category includes projects in advanced technology businesses or
specia service businesses that support the international competitiveness of domestic
industry. The second includes all businesses located in the Foreign Investment Zone
by rules of FIPA®, and the third refers to some qualifying projects of businesses located

in Free Trade Zones or in Customs Duties Free Zones.

() Advanced Technology Businesses or Special Service Businesses

Advanced technology businesses are businesses with advanced technology that is
only in an initial stage of development (if not developed at all) in Korea and thus can
significantly contribute to the international competitiveness of domestic industries.
Special service businesses are high value-added businesses which support the
manufacturing industry and promote other industries and thereby contribute to the
global competitiveness of Korean industries.®

Both types of businesses are required to utilize the following technology:
® technology that has large economic or technological spillover effects on the whole

economy and can strengthen the development of industrial structure and industrial

total taxable land value.
7 Art. 121-2 Para. 1 STTCA.



competitiveness;

® technology that has not exceeded three years from the first day of domestic
introduction or technology brought in over three years earlier but has large
economic effects or technological capacity; and

® atechnological process (in which the technology is used) that is mainly carried out

in Korea.

Such advanced technology businesses or specia service businesses have regularly
been reviewed by the Ministry of Finance and Economy. The Ministry has announced
that, so far, the Foreign Direct Investment Committee™ has approved 436 businesses in
the advanced technology category and 97 businesses in the special service category. **

(b) Businesses Located in FIZs

Foreign Investment Zones are designated after each provincial governor receives
approval from the Foreign Direct Investment Committee to attract large amounts of
foreign capital. FIZs are not existing restricted zones but can be designated at the
location in which a foreign investor wishes to invest. FDI digible for FIZs can largely
be divided into three types.

The first category includes FDI in the manufacturing industry which meets one of
the following conditions:

® FDI amount exceeds US$50 million;

8 Art. 18 FIPA.

9 Art. 116-2 Decree of STTCA.

1 The Foreign Direct Investment Committee, chaired by the Minister of Finance and Economy, is the
supreme organi zation making decisions on FDI policy.

11 See http://www.mofe.go.kr/mofe/kor/fdi/html/add1.htm
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® foreign share exceeds 50% and new permanent employment exceeds 1,000 persons,
regardless of the FDI amount; or
® in the case of FIZ within existing partialy or fully designated nationa or local
industrial parks, the FDI amount exceeds US$30 million and new permanent
employment exceeds 300 persons.
The second category includes FDI of more than US$20 million, used to establish
one of the following types of tourism industry-related facilities:
® tourist hotels,
® international conference facilities; and
® general resort complexes. (In this case, the FDI amount must exceed US$30
million.)
The third category includes FDI of more than US$30 million, used to establish

logistics industry-related facilities, such as distribution centers or port facilities.

(c) Businesses Located in Free Trade Zones or Customs Duties Free Zones

Business projects in which the FDI amount exceeds US$30 million and which are
located in Free Trade Zones or Customs Duties Free Zones can qualify for FDI tax
exemption. In the case of FIEs in Free Trade Zones, businesses in the manufacturing
and logistics industries are eligible as qualifying projects, but the manufacturing
businesses must create new permanent jobs for at least 300 persons in addition to
providing US$30 million of FDI. In the Customs Duties Free Zone, only businesses
related to international logistics can qualify for tax exemption if the amount of FDI

exceeds US$30 million.

11



3. Trendsof FDI in Korea and Designated Projectsfor Tax I ncentives

Table 2 shows that FDI in Korea has been rapidly increasing since the financial
crisis.  Such a prompt increase of FDI since 1998 is due both to the aggressive
liberalization for FDI and the positive FDI inducement policy that took place after the
financial crisis broke out. The total amount of FDI between 1998 and 2001 was US$

52 billion, which equals 67.8% of Kored s total FDI since 1962 which amounts to US$

76.6 billion.
Table?2. FDI Trendsin Korea
(Unit: US$ Million)
Number of Number of Invested Number of
Notification Cases Cases Withdrawn Cases
1962-1990 7,874 5,863 678
1991 1,396 1,177 47
1992 8H4 804 240
1993 1,044 728 193
1994 1,316 992 205
1995 1,947 1,362 114
1996 3,203 2,310 308
1997 6,971 3,088 450
1998 8,852 5,229 250
1999 15,542 10,659 1,371
2000 15,697 10,134 1,616
2001 11,870 n.a n.a
*Total 76,606 42 346 5472

* Total number of invested and withdrawn cases includes cases only up to the year 2000.
Source: Ministry of Commerce, Industry and Energy, Trends in Foreign Direct Investment, 2001.

Table 3 shows the number and the amount of investments for which the
application for tax incentives has been accepted, out of the total of FDI from 1996 to
1999. From 1996 until 1998, lessthan 10% of the total FDI or investments through

the acquisition of newly issued stocks qualified for tax incentives. However, this



situation changed greatly in 1999 when FDI started to increase genuinely, so that tax
incentives have been alowed for a considerable number of recently accomplished
investments. In the case of 1999, the amount of investment accompanied by tax
incentives was US$3.58 hillion, an amount equivalent to 50% of the US$7.28 billion of

the total FDI through the acquisition of newly issued stocks for the year.

Table 3. Investments for which Applications for Tax I ncentives Were Accepted

(Unit: Cases, US$ Million)

1996 1997 1998 1999
Cases | Amounts| Cases | Amounts| Cases | Amounts| Cases | Amounts

Acquis :\In(\e/gstments so5 1813 605 3705 716 3709 1349 7277
;\tllg?/wo}c 'Ancreased 372 1390 339 2502 300 2815 485 5203
Issued mount

SOCKS |1t 967 3203 944 6207 1106 6524/ 1835 12570
Total FDI %67 3203 1055 6971 1400 8852 2104 15541
Desig- |New 1|  13¢ 14 3 23 123 53 3581

nated |Investments
Project [1ncreased

For Tax| s oy 21 1771 18 62 24 262| 45 1833

Incen-

tives |Total 52 313 3 Ml 47 385 103 5414
New 521%| 7.50%| 2.31%| 10.31%)| 3.21%| 3.32%|4.30%| 49.21%
Investments

Ratios E&rgjsfd 565%| 12.73%| 531%| 248%)| 6.15%| 9.31%|9.26%| 34.63%
Total 538%| 9.77%| 339%| 7.15%| 4.25%| 5.90%|5.61%| 43.07%

Ratio to Total FDI 5.38%| 9.77%| 3.03%| 6.37%| 3.36%| 4.35%]|4.90%| 34.84%

Source: Ministry of Commerce, Industry and Energy, Reference Book for FDI Administration,
2000.
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[11. Who Gains Benefitsfrom Tax I ncentives for FDI in Korea?

It is worthwhile to analyze the effects of corporate or income tax exemption, for
the most important tax exemption among those described above is the exemption on
business income. For convenience, both FIEs and foreign investors are assumed to be
corporations and paying the corporate tax in Korea or in their resident country. This
chapter analyzes corporate tax reduction effects on FDI, not only in Korea s jurisdiction
but also in the jurisdiction of the country where the investors have their residence, since
taxation in the country of the parent company must also be considered in order to
accurately evaluate the overall tax benefits of incentives for FDI.

When a foreign investor establishes an FIE in Korea and receives dividends
from the FIE, the taxation procedures both in Korea and in the resident country of the
foreign investor are as follows: In Korea, the FIE must pay the corporate tax on their
profits. In addition, when the FIE distributes dividends to foreign investors with its
profits after tax, the recipient foreign investors must also pay corporate tax on those
dividends in Korea. However, such tax payments are made by the FIE, by withholding
the corporate tax when distributing dividends and paying the Korean Tax Authority on
behaf of its foreign investors. Thus, taxation on FDI in Korea consists of corporate
tax on the profits of FIEs and withholding tax on the dividend income of foreign
investors.

Meanwhile, in the resident country of aforeign investor, the dividends received
from an FIE in Korea are fully taxable for the purpose of corporate tax. That is,
foreign investors who have already paid withholding tax on dividends must also pay the

corporate tax of their resident country. However, in order to prevent this international

14



double taxation, Korean withholding tax may be considered in taxation of dividends in
the resident country of the foreign investor. Specifically, international double taxation
can be prevented either by a tax treaty signed between Korea and the country of the
investor, or by the National Tax Law of the investor s country.

Considering this process of taxation, here are various factors that affect the
benefits of tax incentives for FDI in taxation both in Korea and in the investor's country.
First of dl, the following questions are important in relation to taxation in Korea:

- ISFDI a greenfield investment or an M& A investment?

- Isthere atax treaty between Korea and the investor's country?

- Isthe FDI an investment by a permanent establishment (PE)? And if so, can
the branch profit tax be levied on the PE?

Taxation in the investor's country can vary according to how international
double taxation on dividends is prevented. Regarding this, it is important to ask the
following two questions:

- Which is used, the exemption method or the tax credit method?

- Isthe tax sparing system applied?

In this chapter, the paper will distinguish between different types of foreign
investors and anaylze the varying effects of tax benefits on the basis of the above
questions. First, it will address each question, explaining the significance of the
factors mentioned above, and then illustrate the degree to which these factors affect tax
benefitsthrough a quantitative analysisof a model investment case. Table 4 shows the

basic assumptions related to the model investment case.

15



Table 4. Assumptionsfor Model Investment Case

FIEs and foreign investors are al corporations (i.e., liable to pay the corporate tax
in Korea as well asin the resident countries of the foreign investors).

Foreign investors own a 100% share in the FIEs.

All the business of FIEs can be considered to be qualifying projects

The FIE creates annual profits of 100 for ten years from the start-up date of the
business.

FIEs fully and immediately distribute after-tax profits.

A. Greenfield or M& A | nvestments?

As explained previoudy, the tax benefits for FDI are granted only for greenfield
investments. That is, foreign investors can apply for reduction and exemption from
taxes only when their investments are in the form of setting up new business in Korea
In other words, the benefits are applied only to FDI regarding the acquisition of newly
issued stocks. On the other hand, M&As are not eligible since they are investments in
aready-issued stocks of existing Korean corporations.

However, if a foreign investor establishes an FIE in Korea, pays an investment
fund to the FIE, and allows the FIE to acquire al or part of the business of a domestic
company, the investor can then enjoy the tax reduction under the conditions of the
STTCA. This form of investment is known as the purchase and assumption (P&A)

investment. A considerable amount of foreign investments in Korea since the financia

16




crisis have been achieved through this method.*> In fact, many foreign investors who
had planned to invest in Korea through M&As changed to use the purchase and

assumption (P& A) method just to receive the tax benefits.

Table 5. Tax Benefits of Incentivesfor FDI in Korea

M&A Investments or Greenfield or P&A
without Tax Incentives| Investments with Tax Incentives
Year 1-10 Year 1-7 Year 810

Profits before Tax of FIE 100.0 100.00 100.00
Corporate Tax of FIE 28.00 0.00 14.00
Inhabitant Tax of FIE 2.80 0.00 1.40
Subtotal Tax of FIE 30.80 0.00 15.40
Dividend to FI 69.20 100.00 84.60
Corporate Tax of Fl 17.30 0.00 10.58
Inhabitant Tax of Fl 173 0.00 1.06
Subtotal Tax of Fl 19.03 0.00 11.63
Total Tax Burden in Korea 49.83 0.00 27.03
Tax Benefits of Incentives 0 49.83 22.80

Table 5 shows the difference in tax burdens of FDIs with and without and
incentives based on the above mentioned assumptions for the model case. If FDI
projects do not qualify for tax incentives, the annual corporate and inhabitant taxes at
the FIE level are 30.8. The withholding tax on the dividend at the foreign investor
level is 19.03. Thus, the total tax amount of FDIswithout exemptions is 49.83. This
tax burden is applicable to al M&A investments, even if a project meets al other

conditions for tax incentives.

2 Official statistics on P& A investments are not yet available. According to a survey of the Ministry of
Commerce, Industry and Energy on foreign investments through acquisition of newly issued stocks
amounting to US$6 hillion, greenfield investments amounted to US$3.1 billion and P& A investments to

17



When tax incentives are provided, there is no tax payable for seven years since
the corporate taxes on the profits of FIEs and on the dividends of foreign investors are
fully ingpplicable, asin Table 5. In addition, for the following three years, these taxes
are each reduced by 50%, so the tax amount becomes 27.03. This does not exactly
correspond to 50% of the previous non-exempt amount of 49.83. The reason for this
difference is that the amount of distributable profits after the 50% reduction at the FIE
level is greater than in cases without exemptiors. Tax benefits of the incentives are

49.83 for the first seven years and 22.80 for the following three years

B. Tax Treaty Beneficiary or Not?

If Korea has signed a tax treaty with the country where a foreign investor has his
residence, this can affect the tax reduction. A tax treaty provides a reduced
withholding tax on dividends. As mentioned above, the Korean Corporate Tax Law
(CTL) mandates a withholding tax rate of 25% on dividends paid to foreign recipients.
However, this withholding tax can be lowered if there is atax treaty between Korea and
the country where the foreign investor has his residence.™

When dividends are paid from the profits of FIEs which are fully exempt, the
treaty rates are meaningless. The treaty rates do not apply since the dividends are
already fully exempt under the STTCA. However, the treaty rates can be applied if the
dividends are attained from the 50% tax-reduced profit of FIEs. The National Tax

Administration (NTA) follows the interpretation that the STTCA and the tax treaty are

US$2.9 hillion. See Jang (2000), p. 9.
13 For the reduced tax rates on dividends in the Korean tax treaties, see Lee (2000), p. 201.
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separately applied.** Hence, foreign investors can choose the more favorable taxation.
The tax burden under the tax treaty can be lower than the 50% tax reduction on
dividends under the STTCA. In this case, the tax reduction under the STTCA has
virtually no effect since the tax treaty case is more advantageous.™

In the case of atax treaty, the tax burden is aso zero for seven years. However,
for the next three years, the tax burden differs depending on the reduced tax rate
provided by the applicable treaty. In Table 6, the tax amount has been calculated
assuming that the tax treaty rate on dividends is 10%. If this rate is applied, the tax
burden on dividends is 8.46 (84.6*10%). Since this amount is lower than the 11.63
without the tax treaty in Table 6, the tax reduction on dividends by the STTCA has no
effect. Therefore, when the treaty rate is lower than 13.75% - the effective reduced
tax rate by the STTCA (27.5%*0.5) - the tax reduction on dividends under the STTCA

is ineffectual.

Table 6. Tax Benefits of Incentivesfor FDI in Korea with a Tax Treaty

Without Tax Treaty With Tax Treaty

Year 1-7 Year 8-10 Year 1-7 Year 8-10
Profits before Tax of FIE 100.00 100.00 100.00 100.00
Corporate Tax of FIE 0.00 14.00 0.00 14.00
Inhabitant Tax of FIE 0.00 1.40 0.00 1.40
Subtotal Tax of FIE 0.00 15.40 0.00 15.40
Dividend to Fl 100.00 84.60 100.00 84.30
Corporate Tax of Fl 0.00 10.58 0.00 7.69
Inhabitant Tax of FI 0.00 1.06 0.00 1.77
Subtotal Tax of Fl 0.00 11.63 0.00 8.46
Tota Tax Burden in Korea 0.00 27.03 0.00 23.86
Tax Benefits of Incentives 49.83 22.80 49.03 25.97

It is assumed that the reduced tax rate on adividend in atreaty is 10%.

14 See NTA (2001), p. 90.
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C. Investment through Permanent Establishment or Not?

When a permanent establishment (PE) which a foreign investor has in Korea
acquires the stocks of an FIE, the dividend income from the FIE is attributed to the PE.
This is the case when the PE of a foreign investor owns the stocks of an FIE in the
perspective of economic substance. In this case, the withholding tax on dividends
cannot be applied. Rather provisions of CTL on the taxation of the PE of foreign
corporations are applied. Taxation on income of PEs is similar to that of resident
corporations. When dividend income to be exempted or reduced according to the
STTCA is attributed to the PE, the statutory corporate tax rate of 27% is applied and the
tax amount can be fully exempted or halved. Hence, the tax reduction on dividends
attributed to PEs can be different from the withholding tax on dividends.

In case of investment through PE, a branch profits tax can be levied. Korea
introduced a branch profits tax in 1995. However, it is not applied to al PEs of foreign
corporations.  The branch profits tax can be levied on the after-tax profits of the PEs of
foreign corporations from a contracting partner country if this contracting partner
country levies the branch profits tax in its jurisdiction.”® The contracting partner
countries in this case at present are Australia, Brazil, Canada, France, Indonesia,
Kazakstan and the Philippines. If dividends of FIEs are attributed to the PEs of
Canadian investors, for example, branch profits tax can additionally be levied on the
after-tax profits of the PEs, after the corporate tax on eligible dividend income is

exempted or reduced according to the STTCA.

15 See Lee Seong-Bong (1995), p. 213.
1 Art. 96 CTL.
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The National Tax Administration has not provided any confirmation of whether

tax exemption/reduction according to the STTCA is applicable to the branch profits tax.

Considering that the branch profits tax is basically levied according to the applicable tax

treaty and that after-tax profits of PEs are different from the dividends of FIEs from a

legal perspective, tax exemption/reduction according to the STTCA does not seem to be

applicable to the branch profits tax. According to the CTL, branch profits tax is 25%

of the after-tax profit of a PE, but it is lowered by the applicable tax treaties (for

instance, 5% in the Korea-France treaty, 10% in the Korea-Philippines treaty, and 15%

in the Korea-Canada treaty). Hence, the tax reduction effects can differ if this branch

profits tax is additionally levied.

Table 7. Tax Benefits of Incentivesfor FDI in Case of | nvestment through PE

Without a PE

In Case of PE

In Case of Branch

Profit Tax

Year 1-7 | Year 8-10| Year 1-7 | Year 8-10| Year 1-7 | Year 8-10
Profits before Tax of FIE 100.00 100.00 100.00 100.00 100.00 100.00
Corporate Tax of FIE 0.00 14.00 0.00 14.00 0.00 14.00
Inhabitant Tax of FIE 0.00 1.40 0.00 1.40 0.00 1.40
Subtotal Tax of FIE 0.00 15.40 0.00 15.40 0.00 15.40
Dividend to PE 100.00 84.60 100.00 84.60 100.00 84.60
Corporate Tax of PEof Fl 0.00 7.69 0.00 11.84 0.00 11.84
Inhabitant Tax of PEof FI 0.00 0.77 0.00 1.18 0.00 1.18
Subtotal Tax of Fl 0.00 8.46 0.00 13.03 0.00 13.03
Profits After Tax of PE - - 100.00 7157 100.00 7157
Branch Profit Tax of PE - - - - 10.00 7.16
Total Tax Burden in Korea 0.00 23.86 0.00 2843 10.00 35.59
Tax Benefits of Incentives 49.83 25.97 49.83 21.40 39.83 14.24

It 1s assumed that the reduced tax rate on the divio

are both 10%.

lend and the branch profit tax rate in a treaty

Table 7 shows the tax benefits of incentives when dividends are attributed to PESs.

The tax benefits change since the statutory corporate tax rate of 28% is applied in lieu
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of the withholding tax. A "tax holiday" is also applied for seven years even when
dividends are attributed to PES, but for the next three years, the rate of 15.4% (half the
effective tax rate of 30.8%) is applied to dividends. The tax payable by the PE on
dividends becomes 13.03 (84.6*15.4%). This is higher than 11.63 in Table 3, the tax
payable in the case of the withholding tax reduction without tax treaty (or even higher
than 8.46 in Table 6, the tax payable in case of with tax treaty). The difference is due
to the fact that the corporate tax of 28% on PEs is higher than the withholding tax of
25%. However, the corporate tax rate is progressive; therefore, the average tax rate
applied to PEs can be lower than the withholding tax rate of 25%. In this case,
dividends attributed to PEs can be more favorable.

Table 7 also gives examples of tax reduction effects in the case of the branch profit
tax. When it is levied, the taxation cannot be exempted even for the first seven years.
The branch profit tax with different rates between the applicable treaties can be levied
on after-tax profits of PEs, namely 100, which is the amount after exemption. For the
next three years, the tax on FDI aso increases by the amount of the branch profit tax.
If the branch profit tax rate in a treaty is 10%, the tax benefits of the incentives are
39.93 for the first seven years and 14.24 for the next three years. Those benefits are
lower than those in the simple case of PE  These results arise from the fact that the

branch profit tax is not included in the tax exemption.

D. Double Taxation Relief on Dividends: Exemption or Foreign Tax Credit?

When foreign investors receive the tax-reduced dividends from their FIES in

Korea, thar resident countries can aso levy corporate tax on those dividends. The



reason for this is that these dividends are included in the taxable base for corporate tax
purposes of the foreign investors in their resident countries. This taxation on the
dividends in the resident countries of foreign investors can have influence on the overall
benefits of tax incentives with which the foreign investors are provided by the Korean
government. Namely, depending on the taxation method taken by the resident country
of aforeign investor, the foreign investor may either maintain the tax benefits constantly,
or lose at least a portion of them. The main factor affecting the tax benefits in the
resident country of a foreign investor is the method of double taxation relief applied by
the government of the resident country.

For income from international business activities, double taxation can take
place. While the country from which the source of income arises may tax the income,
the country in which a taxpayer has his residence may do the same. As previously
explained, both Korea, which is the country of the source of dividend income, and the
resident country of the foreign investor which receives the dividend income can levy
corporate tax respectively when an FIE in Korea distributes dividends to a foreign
investor. Such overlapping assertions of tax jurisdictions may result in double taxation.

In general, the resident countries of taxpayers apply several different methods
in order to avoid such double taxation on the foreign source income. These methods
are legally based upon both the tax treaties and the National Tax Laws of the resident
countries. For instance, if there is a tax treaty between Korea and the resident country
of aforeign investor, potential double taxation for the dividends from an FIE in Korea
can be avoided through the methods of double taxation relief stipulated within the tax
treaty which has legal priority over the domestic National Tax Law. However, if there

are provisions for the methods in the domestic National Tax Law, which bring about
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more advantageous consequences than the tax treaty with Korea, those favorable
methods of double taxation relief are applied.

The methods of double taxation relief can be divided into two categories. the
exemption method for foreign dividend income and the credit method for foreign tax
payments. Currently, each country takes one of these two methods, or applies a
mixture according to the type of income.

When the exemption method is applied, the foreign source income can be
exempted from taxation in the investor s country of residence. If the resident country of
a foreign investor applies this as the method of double taxation relief for the Korean
source dividend income, the dividends are exempted from the foreign investor s
taxation in his resident country, regardless of the provision with tax benefits by the
Korean government on those dividends. In this case, tax benefits received from Korea
can be maintained without any change, as a consequence. In other words, the foreign
investor can retain the benefits of tax reduction and exemption.

At present, among the countries which have concluded a tax treaty with Korea,
only four - Germany, Belgium, Switzerland and New Zealand — stipul ate the application
of the exemption method for the dividend income of Korean source within their tax
treaties. Even in the cases of these countries, the dividend income of Korean source is
only exempted provided that it meets the special requirements described below in Table

8.
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Table 8. Korean Tax Treatiesand Their Requirementsfor Application of the
Exemption Method

Country Requirements

Germany Direct holding of at least 25 % of capital of the Korean company 1)

Accordance with the requirements applied to tax exemption of inter-corporate

Belgium dividends between Belgian resident corporations 2)
tzerland Accordance with the requirements applied to tax exemption of inter-corporate
Switzerland | iyi dends between Swiss resident corporations 3)
New Zealand Accordance with the requirements applied to tax exemption of inter-corporate

dividends between New Zedander resident corporations 4)

1) Korea-Germany Tax Treaty, Art. 22, Para. 2, Subpara. (a) - According to German Corporate Tax Law,
foreign dividends can be exempted if the participation exceeds 10% of the foreign corporation which
distributed the dividends. See Jacobs(1999), p. 455.

2) Korea-Belgium Tax Treaty, Art. 22, Para. 2, Subpara. (c) - According to Belgian Corporate Tax Law,
the requirements for tax exemption of inter-corporate dividends between Belgian resident corporations
are as follows: the minimum participation of 5%; or the participation of which the acquisition value is
at least 50 million Belgian francs. See|BFD (1999), p. 60.

3) Korea-Switzerland Tax Treaty, Art. 22, Para. 5 - According to Swiss Corporate Tax Law, the
requirements for tax exemption of inter-corporate dividends between Swiss resident corporations are as
follows: the minimum participation of 20%; or the participation of which the acquisition value is at
least 2 million Swiss francs. See IBFD (1997), p. 454.

4) Korea-New Zealand Tax Treaty, Art. 23, Para. 2, Subpara. (b) — “ ..being dividends which, in
accordance with the taxation law of New Zealand in existence at the date of signature of this
Convention, would be exempt from New Zealand tax.”

When the credit method is applied, the foreign income is included in the
taxable income of the investor in his resident country, in order to compute the total
amount of taxesto be paid. Then the taxes payable are reduced by the amount of taxes
that the investor has already paid to the country of the source of dividend income.

When the foreign investor's resident country applies the credit method for
double taxation relief of the dividend income from the FIE in Korea, the foreign
investor may not be able to enjoy benefits from tax reduction and exemption provided
by the Korean government. The reason for this is that the foreign investor has not paid

the amount of taxes in Korea, that equal the benefits from tax reduction and exemption,
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and that amount is not considered for double taxation relief. In other words, the tax
incentives received in Korea cannot contribute to the benefits of the foreign investor,
only to increase the tax revenues of his resident country.

The following analysis gives numeric examples of tax benefits when the taxation
in the resident countries of foreign investors is also considered. In addition to the
above-mentioned assumptions, it is assumed that the corporate tax rate in a resident
country is 27.5%, which is the same as the Korean withholding tax rate on dividends.

This alows the tax benefits effects to stand neutral to the corporate tax rate difference

between Korea and the resident country.

Table 8. Tax Benefits Difference between the Exemptionand Credit M ethods

" Gase of EXEMPION | 1y Case of Credit Methods
Year 1-7 Year 810 Year 1-7 Year 810
Profits before Tax of FIE 100.00 100.00 100.00 100.00
Corporate Tax of FIE 0.00 14.00 0.00 14.00
Inhabitant Tax of FIE 0.00 1.40 0.00 1.40
Subtotal Tax of FIE 0.00 15.40 0.00 15.40
Dividend to FI 100.00 84.60 100.00 84.60
Corporate Tax of Fl 0.00 7.69 0.00 7.69
Inhabitant Tax of FI 0.00 0.77 0.00 0.77
Subtotal Tax of Fl 0.00 8.46 0.00 8.46
Subtotal Tax in Korea 0.00 23.86 0.00 23.86
Taxable Income in the Country X 100.00 84.60 100.00 84.60
Tax Exempted Income 100.00 84.60 - -
Tax Base for Fl in the Country X 0.00 0.00 27.50 84.60
Tax Payable in the Country X 0.00 0.00 27.50 23.27
Foreign Tax Credit - - 0.00 8.46
Subtotal Tax in the Country X 0.00 0.00 2750 14.81
Tota Tax Burden 0.00 23.86 27.50 38.67
Tax Benefits of Incentives 49.83 25.97 22.33 1117

It is assumed that the reduced tax rate on adividend in atreaty is 10% and the corporate tax rate
in the resident country is 27.5%.
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Table 9 shows the overall tax benefits of incentives when the exemption method
and credit method are applied respectively for avoiding double taxation in the resident
country of aforeign investor.

In case of exemption regardliess of whether a treaty exists or not, there is no more
taxation in the resident country on the Korean source dividend income. Therefore, the
tax benefits of the incentives are equal to those in Table 6 that showed the tax benefits
of the incentives in taxation of only the Korean jurisdiction Hence, the tax incentives
provided by the Korean government can be maintained without any change.

However, tax benefits can be changed, if the credit method is applied for avoiding
double taxation in the resident country. Compared to the results from the application
of the exemption method, the tax benefits in the case of the credit method decrease
considerably. Those results can be attributed to additional taxation in the resident
country, owing to the application of the credit method. Compared to the case of
exemption method, the additiona tax burden in case of credit method is 27.5 for the

first seven years, and 14.9 for the next three years.

E. Tax Sparing System Beneficiary or Not?

The tax sparing system is a variant of the credit method. As previously
discussed, there is a possibility that the foreign investor may not be able to enjoy
benefits from tax reduction and exemption when the credit method is applied for double
taxation relief. The tax sparing system has been devised as a solution to such

problems. Under the tax sparing system, the resident country treats foreign income as
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if it were fully taxed without benefiting from the tax incentives provided by the country
of the source of income.*’

The deemed paid tax, which is calculated by assuming that the dividends of the
FIE were fully taxed in Koreg, is then deducted from the foreign investor's tax payables
in its resident country. This ensures that the benefits of tax incentives provided by the
Korean government go to the foreign investor and not the foreign investor's resident
country as tax revenues. The tax sparing system is usualy included in the tax treaties.
Among the 54 tax treaties Korea has signed with other countries thus far, 33 of them
include provisions for the tax sparing system.

The tax sparing system gipulated in the tax treaties can be grouped into two
large categories. one is the tax sparing method, and the other is the matching credit
method.

The tax sparing method treats the amount of taxes reduced or fully exempted in
Korea as being deductible Korean taxes under the application of the credit method.
For example, if the dividends are fully exempted from taxation in Korea, the deductible
Korean tax payable is 27.5% of the total amount of dividends. The 27.5% of the total
amount of dividends that is fully exempted from taxation is considered to have been
paid in Korea, and therefore, is deducted from taxation in the resident country of the
foreign investor. To sum up, in case of the tax sparing method, the Korean tax
payables that are tax-exempted can be deducted from the foreign investor's tax payables
in its resdent country.

Among the countries that Korea has signed tax treaties with, the following ten

17 See OECD (1995), p. 51. For the recent trends of tax sparing provisions, see OECD (1998), pp. 31-33.
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countries include the provisions for the tax sparing method: Japan, the U.K.,*® Denmark,
Finland, New Zedland, Israel, Papua New Guinea, Portugal, Greece and Kuwait.
Foreign investors from these 10 countries can constantly maintain their benefits from
tax reduction and exemption for dividends in Korea.

On the other hand, the matching credit method regards only a certain portion of
reduced or exempted Korean taxes as being deductible Korean taxes. That certain
portion is specified in each tax treaty by the specific percentage.

Among the countries that have signed tax treaties with Korea, more than 26
apply provisions for the matching credit method. These countries are as follows:
Germany, Belgium, Canada, Singapore, the Netherlands, Sweden, New Zealand, Ireland,
Norway, Bangladesh, Luxembourg, Sri Lanka, India, Turkey, Egypt, Austria, Indonesia,
Malaysia, Brazil, Pakistan, Tunisia, Italy, China, Bulgaria, Czech Republic, the
Republic of Malta, Uzbekistanand Malaysia.*® In case of the matching credit method,
the maximum amount of deductible Korean taxes can be 5%, 7.5%, 10%, 15% or 20%

of the total amount of dividends (Table 10).

Table 10. Amount of Matching Credit in the Tax Treaties Signed by Korea

Amount of Matching Credit Relevant Countries
7.5% of the total amount of dividends Italy
10% of the total amount of dividends Sri Lanka, Indonesia, China, Bulgaria, Egypt
5 or 10% of the total amount of dividends Czech Republic
5 or 15% of the total amount of dividends Uzbekistan, Malta
10 or 15% of the total amount of dividends Singapore, Bangladesh
15% of the total amount of dividends _(?anaqa, the Netherlands, Ireland, Austria, Pakistan,
unisia

8 This will not be applied to the dividend income received after Dec. 31, 2003, according to the Korea-
U.K. Tax Treaty, Art. 23, Para. 5.

2 In the cases of Germany, Belgiumand New Zealand, the matching credit method is applied only to
those dividendsin which the FIE's participation is lower than 25%. If the participation exceeds 25%, the
exemption method is applied as mentioned previously.
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15 or 20% of the total amount of dividends

India, Turkey

20% of the total amount of dividends

Germany, Belgium, Sweden, Malaysia, Norway,
Luxembourg, Brazil

Those foreign investors that come from countries other than the four countries

applying the exemption method and 36 countries® applying the tax sparing system, may

not be able to enjoy the benefits of tax incentives provided by the Korean government at

all if there are no provisions in their domestic laws for tax deduction on their dividend

income.
Table 11. Tax Benefitsin Case of Tax Sparing System
In Case of . In Case of ! M alt(r:]h?r?gse():(r);di i
Normal Tax Credit Tax Sparing Method Method**
Year 1-7 | Year 810 Year 1-7 | Year 810 | Year 1-7 | Year 8-10

Profits before Tax of FIE 100.00 100.00 100.00 100.00 [100.00 |100.00
Corporate Tax of FIE 0.00 14.00 0.00 14.00 0.00 14.00
Inhabitant Tax of FIE 0.00 140 0.00 140 0.00 140
Subtotal Tax of FIE 0.00 15.40 0.00 15.40 0.00 15.40
Dividend to FI 100.00 84.60 100.00 84.60 [100.00 84.60
Corporate Tax of Fl 0.00 7.69 0.00 7.69 0.00 7.69
Inhabitant Tax of Fl 0.00 0.77 0.00 0.77 0.00 0.77
Subtotal Tax of Fl 0.00 8.46 0.00 8.46 0.00 8.46
Subtotal Tax in Korea 0.00 23.86 0.00 23.86 0.00 23.86
Taxable Income in Country X 100.00 84.60 100.00 84.60 |100.00 84.60
Corporate Tax in Country X 27.50 23.27 27.50 23.27 27.50 23.27
Foreign Tax Credit 0.00 8.46 27.50 23.27 10.00 8.46
Subtotal Tax in Country X 27.50 14.81 0.00 0.00 17.50 14.81
Total Tax Burden 27.50 38.67 0.00 23.86 17.50 38.67
Tax Benefits of Incentives 22.33 11.17 49.83 25.97 32.33 11.17

* |t is assumed that the reduced tax rate on a dividend in a treaty is 10% and the corporate tax

rate in the resident country is 27.5%.

** |t is assumed that the matching credit in atax treaty is 10%.

2 Germany, Norway and New Zealand, which apply both the exemption method and the tax sparing ,
system are not included in this number. In their cases, the tax sparing system is applied to the dividends
that have been reduced or exempted in taxation in Korea, as the dividends to which the exemption method

isnot applicable.



Table 11 shows tax benefits of incentives when the tax sparing system is applied
as a credit method for avoiding double taxation. When the tax sparing method is
applied, the taxes that would have been paid if there were no tax exemptiors in Korea
arededucted. Therefore, assuming that the tax rate in the resident country is the same
27.5% as in Korea, there is no additional tax burden in the resident country. Tax
benefits in Table 11 are equal to those of Table 9 in which the exemption method is
applied. As a conseguence, the tax benefits of the incentives provided by the Korean
government can be maintained.

The tax benefits of the incentives are decreased if the matching credit method is
applied as the method for avoiding double taxation compared to cases in which the tax
sparing method is applied. This is due to the fact that the tax amount assumed to have
been paid in Korea is limited by the amount stipulated in the tax treaty in the case of the
matching credit method. If the matching credit in a tax treaty is 10% of the total
amount of dividends, the tax benefits are 32.33 for the first seven years and 11.17 for

the next three years.

V. Conclusions

This paper has provided an analysis of the tax benefit effects for FDI in Korea.
The analysis shows that the tax benefits of incentives provided by the Korean
government may not be maintained by foreign investors to the extent intended by the

Korean government. According to various factors, such as the existence of atax treaty,
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the dividends attributed to PEs, and the application of different methods for double
taxation relief, the provision of tax reduction and exemption can either become
ineffectual or the tax benefits can be diminished considerably. All these results of the
analysis suggest important matters of consequence both to foreign investors and the
Korean government. Foreign investors who are qualified for tax incentives need to
build appropriate tax strategies by a thorough understanding of their situation.
Meanwhile, the Korean government needs to reconsider the tax incentives system for
FDI. With this analysis as a basis, severa strategies for foreign investors can be
suggested, which can minimize the tax burden and maximize the tax benefits of
incentives. Severa policy implications for the Korean government can also be

suggested to enhance the effectiveness of the tax incentives system.

A. Tax Strategiesfor Foreign I nvestors

First of al, foreign investors planning to buy existing Korean companies can find
a way to benefit from the tax incentives. As explained previously, the tax benefits for
FDI are granted only for greenfield investments. M&A investments are not eligible
since they are investments in already-issued stocks of existing Korean corporations.
However, if a foreign investor adopts the form of a P&A investment in Korea (paying
an investment fund to the FIE and allowing the FIE to acquire a domestic company with
the fund), the investor can then enjoy the tax reduction under the conditions of the

STTCA. Therefore, foreign investors planning to invest in Korea through M&As
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should project to invest through the purchase and assumption (P&A) method to receive
the tax benefits.

Secondly, it is important to construct a revenue structure which concentrates the
profit flow of FIEs into the ten-year tax exemption period. Accordingly, a strategy in
which all losses are incurred in the first five years and profits generated for the next ten
years can maximize the tax benefits. Especialy, most of the profits should be made
within the first seven years of the tax exemption period. For the next three years, the
reduced tax rate is not only lowered from 100% to 50%, but the 50% reduction on
dividends may even at times have no effect due to the reduced rate stipulated in a tax
tresty.

In relation to the last three years of profit distribution during the tax reduction
period, dividends attributed to PEs can lead to a low tax burden depending on the
average tax rate of the PEs. If the average tax rate is lower than the genera
withholding tax rate of 27.5%, or lower than twice the treaty tax rate on dividends, it is
always more advantageous to attribute dividends to the PEs. However, a higher tax
burden is likely to result if the branch profit tax is levied on the PEs. Therefore,
foreign investors from the countries that apply the branch profit tax (e.g., France,
Australia, Canada, etc.) should not attribute dividends to their PEs in Korea.

In the meantime, foreign investors should sufficiently examine what methods are
applied to prevent double taxation on dividends in their resident countries. First of all,
they need to find out if the exemption method can be applied. It requires specific
examination because even if the exemption method cannot be applied according to tax
treaties, there is still a possibility that it can be applied by domestic National Tax Laws.

If the credit method is applied, then foreign investors should examine whether or not the



tax sparing system in tax treaties can be applied. Especialy, they must confirm if the
tax gparing method is applied instead of the matching credit method. Because the tax
benefits provided by Korea are maintained only in the cases applying the exemption
method or the tax sparing method, foreign investors can have more discretion on the
dividend policy of FIEs. As most of the tax benefits for dividends are liable to vanish in
the other cases, various situations of foreign investors and FIEs should be considered to
decide whether the tax-benefited profits of FIEs should be distributed to foreign

investors or retained within FIEs.

B. Policy Implications for the Korean Government

Firgtly, it is desirable for the Korean government to abolish or reduce tax
incentives for P& A investments. As analyzed previousdy, M&A investments and P& A
investments are not significantly differert in economic substance though they may differ
in legal terms. Since the two forms of investment are derived from similar economic
substance, they should be taxed equally. The major reason that tax incentives are not
granted to M&A investments is that they do not accompany new facilities or new
employment unlike the greenfield investments. P&A investments do not acquire
already-issued stocks of existing Korean corporations but take over their facilities or
employees. Therefore, tax incentives should not be granted to P&A investments.
Only when an FIE has established new facilities or created new employment in the
P&A investment should tax benefits be available.

The second policy implication is related to the interpretation of the NTA that the
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STTCA and tax treaties are separately applied. According to the interpretation, the
50% tax reduction under the STTCA has no effect if the reduced rate on dividends in a
tax treaty is lower than 13.75%. Practically, most of the tax treaties concluded by
Korea stipulate a reduced rate below 13.75%. Hence, the policy goal of reducing the
withholding tax by 50% for profits distributed in the last three years during the tax
reduction period cannot actually be accomplished. The goa of the Korean
government's policy of adopting a tax reduction and exemption system for FDI is to
reduce 50% of the withholding tax which would have been paid in Korea if there had
not been any tax reduction and exemption by the STTCA. Therefore, in order for the
Korean government to truly achieve its policy goal, the 50% reduction on the
withholding tax by the STTCA should be interpreted as being applicable to the amount
which is to be paid in Korea whether or not the withholding tax is reduced by any tax
tregty.

The last policy implication is relevant to the solutions for tax incentives that the
Korean government provides to be maintained continuoudly in foreign investors
resident countries. At present, only in 13 resident countries of foreign investors that
apply the exemption method and tax sparing method can tax incentives provided by the
Korean government be totally maintained. In the other cases, such tax incentives from
the Korean government just vanish or decrease in part. In order to prevent these
mishaps, it is urgently necessary to start tax treaty revision negotiatiors to enact
provisionsrelated to the tax sparing method in the tax treaties between Korea and other
countries.  Such tax treaty revision negotiations should first be started with the

countries that have large investments in Korea.
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