	Adapting a Policy of Tax Equalization — A Practical Experience
by Bill Kavanaugh and Alison Shipitofsky, KPMG LLP, New York
(KPMG LLP, the U.S. member firm of KPMG International, a Swiss nonoperating association.) 

The accepted wisdom in terms of crafting a compensation approach for international assignees is that tax equalization is the right thing to do. Having said that, tax equalization is not a “fits-all-sizes” policy for every organization or every situation. Survey results tend to show, however, that many organizations prefer tax equalization as a tax reimbursement approach. Results from KPMG LLP’s (KPMG) Web-based International Human Resources survey (www.kpmgvirtualihr.com) on International Assignment Programs and Policies show that tax equalization is both the most common and competitive practice, regardless of industry or assignee population. According to the survey, 70 percent of the participants tax equalize their assignees and only 11 percent tax protect. In spite of this fact, it may not always be clear to organizations why tax equalization may be a better policy for them.

This article will highlight the process of adapting tax equalization through the experience of one company’s (we will call it XYZ Co.) recent change in policy to tax equalization.

Before beginning, it is necessary to define the two tax reimbursement approaches:
· Tax Protection: An assignee pays no more than he or she would have paid had he or she stayed at home (but if the actual burden is less, the assignee retains the windfall). 

· Tax Equalization: An assignee pays no more or no less than he or she would have paid had he or she stayed at home. (The windfall, if any, goes to the employer.) 

The Decision to Switch

Why should an organization care if the assignee ultimately benefits by enjoying a low (or perhaps non-existent) tax burden while on assignment? Why shouldn't the employee be able to keep such benefits anyway? Those two questions are at the heart of the tax reimbursement issue. At the end of a process that considered these questions and the answers thereto, XYZ Co. made its decision to change its tax reimbursement policy.

XYZ Co. realized, principally, that while the two approaches—tax protection and tax equalization—are designed to alleviate potentially excessive tax burdens, they are really compensation philosophies, and not merely tax strategies. From a compensation perspective, XYZ Co. determined that there are two main reasons why tax equalization was a better choice than tax protection for the company, and both have to do with equity. A third reason involves mobility.

Compensation Equity
The first reason tax equalization may be preferred to tax protection is equity among assignees. XYZ Co. had assignees in low and high tax jurisdictions, and was experiencing inequity among assignees. For example, consider two assignees from the United States holding the same position, with equivalent base salaries in two different locations overseas and both are tax protected. One assignee is in a low tax jurisdiction (e.g., Hong Kong), the other in a high tax jurisdiction (e.g., Germany). All other factors being equal, when an assignee pays less tax in the lower tax jurisdiction, he or she has more disposable income compared to his or her counterpart in the high tax jurisdiction. Therefore, the assignee in the low tax jurisdiction is receiving a benefit that the assignee in the high tax jurisdiction is not, and essentially making more money than his or her peers in the other jurisdiction.

The second reason favoring tax equalization is the equity that a tax protection policy negatively affects. This is the financial equity between assignees and home country peers. If, in part, the intent of the international assignment is for the assignee to return to the home country, then it is important that the assignee's compensation remain in line with that of his or her home country peers. Assignees will more than likely need additional allowances to help with living costs in the host location, but ideally the assignee should still receive base income that is comparable to his or her home country peers' incomes. In addition, this will make it easier to incorporate the assignee back into the home country pay scale upon repatriation. A tax equalization program helps ensure that all of the compensation elements in the international assignment program are kept the same as if he or she had stayed at home; making not only taxes, but also allowances, a neutral factor and not a compensation incentive.

Assignee Mobility
A third, and no less important consideration is mobility. In certain locations, assignees are reluctant to return from their assignments, or to move to a new assignment in a higher tax location, since, if given the choice, living in a low tax country with assignee allowances was seen to be far more lucrative then what he or she would be enjoying from a financial perspective as compared with other (high tax) locations. This can significantly frustrate international human resources managers and inhibit the selection of assignees and moving them around the world.

Transition

In starting the transition from a tax protection policy to a tax equalization policy, XYZ Co. asked KPMG to provide cost projections for its current international assignee population to calculate the impact of the switch for each assignee's package. To make this process as efficient as possible, KPMG ran sample "generic" projections for specific countries to illustrate the disparity between high tax and low tax countries instead of running calculations for every location where XYZ Co. had assignees. The results illustrated that assignees in low tax areas were receiving more net compensation than in other locations. Later in the process, more specific calculations were prepared comparing the tax equalization and tax protection regimes for assignees in the low tax countries using current compensation and tax rates, thus quantifying the windfall assignees in the low tax countries were receiving. The calculations illustrated that upon change to a tax equalization policy, assignees in these low tax countries would no longer receive a tax windfall ranging from a few hundred U.S. dollars to as high as USD 50,000—further confirmation of the inequity arising from the tax protection policy.

Exploring Transitioning Alternatives
Any change in policy that affects assignees' income will create controversy. Therefore, it is imperative that before communicating any type of change, the company's leadership agrees on how the new policy will affect the existing assignee population. During XYZ Co.'s transition to tax equalization, discussions were held on the following three alternatives for transitioning the existing population:

· Grand-fathering assignees so that those already on assignment would remain on the old policy through the end of their assignment; assignees who had their assignments extended and all new assignees would be covered by the new tax equalization policy. 

· Transfer all assignees on a specified day (as of January 1) to the new policy with no compensation (on the basis that tax protection had been an unintended benefit for some period of time). 

· Transfer all assignees on a specified day (January 1) to the new policy, providing compensation (a "mitigation allowance") for the loss of tax benefit. 

A mitigation allowance can come in many forms. For example, organizations can "buy-out" the assignee, by providing an allowance that would be equal to the amount the assignee would have lost over the remaining period of his or her assignment. However, not all mitigation allowances represent the total amount of compensation the assignee would have received. Often a percentage is reached after evaluating the specific assignee situations.

Putting Transition into Effect
After examining XYZ Co.'s international assignment situation and the company's business needs, it was agreed that Option 3 (the provision of a mitigation allowance) was preferable because many of the assignees needed to stay in the host location for at least one to two more years, and many had expressed that loss of the tax windfall would be viewed negatively. 

XYZ Co. decided that a mitigation allowance equal to the lost tax benefit would be paid, two-thirds during the first year of the new policy, and then one-third of the benefit in the second year. This amount was incorporated into the assignees' salaries and paid gross. It was grossed-up locally if necessary, and for U.S. assignees any U.S. tax was reimbursed.

In addition, a few assignees (those with a short amount of time remaining on assignment) were permitted to elect out of equalization.

Communication
Only when these decisions are made should an organization begin to communicate the changes. When drafting communications, it is important to realize that while the main information to be delivered may be the same for everyone, there are three different audiences that require different variations of this information:

· Assignees who need to know the new policy, but who also will want to know how it will affect their financial situation, why the change was made, and any additional actions required by the assignee. 

· Administrators of the program who need to know all the same information the assignee will need, but also how it affects their role as administrators. Is there additional paper work involved? Are there different forms required to be filled out by the assignee or administrator? Are there any other changes in procedures? 

· Management (e.g., senior executives or office managing partners, etc.) who will need to know the same as all of the above, but probably not all of the minute details that the administrator needs. 

Most high-level managers should also be told why the change was made and how the new policy affects the organization's bottom-line as compared to the old.

In addition to drafting the content of communications, the mode in which the communications are delivered is also extremely important. Options include e-mail, an organization's intranet, a printed manual, a group presentation, or face-to-face meetings with each assignee (or any combination of these). KPMG worked with XYZ Co. to draft multiple communications to the assignees, the administrators, and management that were delivered via e-mail and via a presentation by local management. Frequently asked questions (FAQs) were composed and distributed to all parties affected by the policy change; the FAQs were designed to answer the most anticipated questions.

The initial communication on change came from the headquarters office, the hub for XYZ Co.'s international assignment program. Subsequently, headquarters prepared communications for the administrators in other offices to be discussed with assignees in that particular office. In addition, presentations by the home office Human Resources (HR), local representatives, and KPMG (as XYZ Co.'s tax providers), were scheduled in various locations to discuss how the new tax equalization program would affect individual tax filings and each assignee's new responsibilities for both their home and host country tax returns. (In the end, due to time constraints, home office HR personnel were not able to participate in these meetings.)

Hindsight

After all the communications were done and the effective change date passed, KPMG debriefed XYZ Co. on how the process went.

One of the issues that came up was the need for more time. The initial discussions in XYZ Co. regarding a policy change began in early 2001, giving the company approximately eight months to implement the policy by the end of the year. However, the drafting of the policy and communications, and approvals needed from senior levels and overseas offices, took more time than XYZ Co. had planned. Therefore, with hindsight, it became clear that at least three more months should have been factored into the amount of time company decision makers had planned.

Another issue concerned the communications. Even though the headquarters office prepared detailed communications and spent an enormous amount of time explaining the "ins" and "outs" of the policy change to the company's global administrators and leadership, the transition would have gone more smoothly if representatives from the headquarters office had been able to directly participate in the meetings with the assignees. The company's local representatives could not handle the follow-up questions as effectively as administrators in the headquarters office. In addition, assignees, knowing the personnel in the headquarters office, would call them directly. Therefore, the headquarters office administrators spent more time discussing the same answers with each individual assignee that called or e-mailed, when one meeting in each location with headquarters office HR representatives participating probably could have answered and put to rest many, if not all, of the questions.

Conclusion

XYZ Co. concluded that tax equalization was a wise choice given its company's assignee situation and business goals. However, tax equalization may not be feasible or desirable for every organization or for every situation. Before making any changes to a company's tax reimbursement policy, it is important to look at and thoroughly analyze the equity and mobility issues as they relate to the particular organization. A decision to change should be made based on a thorough analysis of these issues, and not whether or not the change will be easy to do. The planning process can be arduous, and there is no substitute for preparation. Timelines should be established, and adhered to, but also build in time for the unforeseen (but inevitable) hold-ups. And communicate...communicate...communicate.

All information provided is of a general nature and is not intended to address the circumstances of any particular individual or entity. Although we endeavor to provide accurate and timely information, there can be no guarantee that such information is accurate as of the date it is received or that it will continue to be accurate in the future. No one should act upon such information without appropriate professional advice after a thorough examination of the particular situation.
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	Look Before You Leap: Weighing the Pros and Cons of Taking up Permanent Residency in Singapore
by Olive Tan and BJ Ooi, KPMG Tax Services, Singapore
(KPMG in Singapore, the Singapore member firm of KPMG International, a Swiss nonoperating association.) 

It is not uncommon for some expatriates who originally intended to remain only for the duration of their assignment to Singapore to decide to stay on in Singapore on a more permanent basis. Doing so would require that they apply for and receive Singapore permanent resident (PR) status (similar to a U.S. green card). While different variables may motivate an expatriate to choose to reside permanently in Singapore, many may not have fully considered the implications.

This article explores the pros and cons of taking up Singapore PR status, including examining some of the significant income tax and non-tax repercussions relevant to an individual who enters Singapore on an employment pass (work visa) and who subsequently takes up Singapore PR status.

Central Provident Fund (CPF) Tax Relief/Tax Savings
Pro – An important, and generally positive, implication for becoming a PR is the mandatory participation in Singapore's social security system, known as the Central Provident Fund (CPF). Extensive changes have been proposed recently that would refine the scheme, making it more relevant in today's global economy. Nevertheless, the main purpose of the CPF is to provide a comprehensive social security savings system that offers its members/participants financial security in retirement. Additionally, CPF savings help to meet the needs of families in terms of health care, home-ownership, family protection, and asset enhancement.

The CPF is a fully-vested scheme whereby all contributions made by the employer and the employee are credited to the account of the participant. The monies in the CPF account can be withdrawn by the participant before retirement to invest in certain approved personal and real properties and approved expenditures. The current CPF contribution rates are 20 percent for the employee (who is 55 years old or less) and 16 percent for the employer, subject to certain wage ceilings. Mandatory contributions made by the employer are not subject to tax in the hands of the employee and the employee's share of the contributions are allowable as a tax relief. Income accruing to the CPF account (such as interest and gains from sale of investments using CPF funds) are not subject to tax. Dividends received are taxable at the individual participant's tax rate, unless the company is subject to the one-tier corporate tax system as proposed under Singapore's 2002 budget, in which case the participant would receive the dividends tax-free.

There are phase-in rates of mandatory contributions for a PR. Lower rates in the first and second years of obtaining PR status would be applicable, unless both the employer and employee prefer to contribute the full rates, in which case they can apply jointly to the CPF Board.

The CPF contributions and accumulated earnings are also tax-exempt when they are withdrawn by the PR at retirement or withdrawn upon the permanent departure of a PR. (Note that a PR who has not reached retirement age cannot withdraw the CPF monies unless he or she gives up PR status and leaves Singapore permanently. In addition, he or she has to settle all outstanding taxes before the PR status can be given up).

Singapore tax savings would be achieved because the individual would benefit from the ability to deduct his or her mandatory CPF contributions for tax purposes. Furthermore, the mandatory employer's contributions, which are tax exempt, would augment the individual's CPF account balance. The simple illustration below reveals how the savings would flow to the PR and his or her participation in the CPF.

Illustration: Scenario of Jane Expat who becomes a Singapore PR (the detailed tax computations are not shown in the illustration).

Summary (details provided below)
*Source: KPMG in Singapore

 
As if Expatriate
(non PR)
As if Singapore PR
Tax &
CPF Savings
Singapore tax liability
S$144,218
S$138,868
S$5,350
CPF contributions by employer

S$0
S$40,576
S$40,576
Total income tax & CPF savings per year
 
S$45,926
Details
Profile of Ms. Jane Expat

· Married with two dependent children; non-working spouse. 

· Not tax equalized. 

· Annual compensation package: 

 
    S$
Salary
400,000
Bonus
200,000
COLA
15,000
School fee
36,000
Car allowance
39,000
Home leave
30,000
Total
720,000
Housing accommodation provided by the employer.
Housing rental paid by employer is S$80,000 p.a., with taxable furnishing value imputed at S$3,000 p.a.

As if Singapore PR: Mandatory CPF contributions made by employee and employer are calculated as follows (the full CPF rates were used):

 
 
Employee
(20%)
Employer
(16%)
- Ordinary wages
[(S$6,000 x 12 months)
@ 20% or 16%]
14,400
11,520
- Additional wages
[S$454,000 1
@ 40% @ 20% or 16%]
36,320
29,056
 
 
50,720
40,576
Notes:
1. The CPF income cap on bonus is comprised of salary, COLA, and car allowance.
Con – All (temporary) foreign persons (i.e., non-citizens and non-permanent residents) are exempted from participation in the CPF. Any contributions by a foreigner and his or her employer to the CPF are considered voluntary contributions and as such do not qualify for tax relief on the foreigner's Singapore individual tax return. In addition, the employer's contribution would be taxable to the foreigner, if he or she is exercising an employment in Singapore.

What if the employee were a U.S. citizen or U.S. green card holder (resident alien)? From a tax planning perspective, to the extent a U.S. citizen's or U.S. resident alien's Singapore taxable income is reduced, the amount of tax savings may be diminished by the increase in U.S. tax (due to decreased foreign tax credits). The increase in U.S. tax, however, is generally not in proportion to the decrease in Singapore tax. If the U.S. citizen/resident alien were tax equalized, any incremental tax savings would accrue to his or her employer.

(Detailed calculations and what-if scenarios should be performed, because of the variety of situations that cannot be covered in this article.)
Children's Schooling
Pro – Generally, the child of a Singapore PR has a more convenient route of entry into local Singapore schools. Furthermore, the school fees charged by local Singapore schools are significantly subsidized for citizens and PRs.

Con – The rates charged for foreigners sending their children to school in Singapore can be very high.

Buying Real Property
Pro – In practice, only Singapore PRs may be given permission to buy certain restricted properties (see discussion under Con).

Con – Based on the Residential Property Act, non-Singapore citizens are only allowed to buy residential property classified as condominiums or apartments in buildings that are at least six stories. Non-Singapore citizens wishing to buy landed property must apply to the Controller of Residential Property for permission.

Cessation of Employment
Pro – As a concession, employers are generally not required to give notification to the Inland Revenue or withhold monies from a Singapore PR employee who is not leaving Singapore permanently, e.g., PR employees who change jobs in Singapore.

Con – An employer is required to notify the Inland Revenue if a non-Singaporean employee (expatriate) ceases or is about to cease employment in Singapore. In addition, the employer is required to withhold all monies due to the expatriate for clearance of tax. The notification must be lodged no later than one month before the expatriate's cessation of the employment. The employer can only release funds due to the expatriate upon receiving permission from the Inland Revenue or until 30 days after notification of the employment cessation was made, whichever is earlier.

"Deemed Exercise" Rule
Pro – A Singapore PR who is not leaving Singapore permanently would generally not be subject to the "deemed exercise" rule in relation to the taxation of certain stock options and Employee Share Ownership Plan (ESOW) shares, which is otherwise applicable to non-PRs and non-Singaporeans.

Con – Under Singapore's 2002 Budget, the non-PR or non-citizen expatriate is deemed to have derived a final gain in respect of all unexercised employee stock options under an Employee Stock Option Plan (ESOP) and/or unvested/restricted ESOW shares at the time he or she ceases employment. The downside is that the affected non-PR or non-citizen expatriate would have to fund the tax liability prior to the exercise and sale of the shares. The "deemed exercise" rule would apply to any stock options or ESOW shares granted on or after January 1, 2003.

National Service (NS)
Con – In general, the first generation PR is exempt from NS; however, the male children who are granted PR status under their parents' application are liable for NS upon reaching 16½ years old. They will be enlisted for two or two and a-half years of full-time NS immediately upon reaching 18 years of age, unless deferment from enlistment to a later date is granted. They are also required to serve 40 days of Operationally Ready National Service every year until the age of 50 years (for officers) or 40 years (for non-officers).

Pro – Children of non-PR or non-citizen expatriates are not required to submit to NS.

Home Leave
Con – A PR does not receive the tax concession on home leave (described below).

Pro – As a concession, the taxable value of home leave passage for a non-PR and non-Singaporean expatriate and his or her family is restricted to 20 percent of one return fare each for the expatriate and his or her spouse, and 20 percent of two return fares for each child, for trips to the expatriate's home country.

Summary
The table below summarizes the discussion above.

Pros
Cons
· Singapore personal income tax savings relating to Central Provident Fund (CPF) contributions 

· Children's schooling – More convenient entry to and lower fees in Singapore schools compared to non PR 

· Buying real property – Allowed to buy low-rise or landed properties, subject to the relevant authority's approval 

· Cessation of employment – The tax clearance procedures are not applicable to a PR who is not leaving Singapore permanently 

· "Deemed exercise" rule on certain stock options/restricted ESOW upon cessation may not be applicable to a PR 
· National Service - National Service liability for male children 

· Home leave – Removal of 20-percent tax concession on leave passage 

· Negative cash flow (until withdrawal at retirement or upon permanent departure from Singapore of a PR who has not retired and gives up the PR status) due to contribution by employee to CPF 











*Source: KPMG in Singapore
On the face of it, there appear to be more pros than cons of obtaining Singapore PR status. However, in making a decision about making one's stay in Singapore permanent or not, there are many variables for foreigners to consider, many of which are personal. Depending on one's facts, circumstances, and life goals, the weighting of the pros and cons will tip the balance either in favor of PR status or a return to the home country. Detailed "what-if" scenarios should be examined before any final decision is made.

All information provided is of a general nature and is not intended to address the circumstances of any particular individual or entity. Although we endeavor to provide accurate and timely information, there can be no guarantee that such information is accurate as of the date it is received or that it will continue to be accurate in the future. No one should act upon such information without appropriate professional advice after a thorough examination of the particular situation.
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	ECJ's Decision Forces Finland to Review Existing Statutory Restrictions on Deductibility of Foreign Pension Contributions
by Eeva Pynnönen, KPMG, Helsinki
(KPMG in Finland, the Finnish member firm of KPMG International, a Swiss nonoperating association.) 

On October 3, 2002, the European Court of Justice (ECJ) rendered a remarkable decision in the Danner case (C-136/00)1, which concerns Finnish law on the deductibility of voluntary pension insurance contributions paid to a foreign pension institution.

According to the Finnish Income Tax Act (ITA), since 1996 different rules have been applied to voluntary pension insurance contributions, depending on whether the contributions are paid to institutions established in Finland or abroad. Voluntary pension contributions paid to a Finnish insurance institution are (under certain conditions and within certain limits) fully or partially deductible; whereas voluntary pension contributions paid to a foreign insurance institution are deductible only if the insurance company has a permanent establishment in Finland or if the taxpayer has moved to Finland from abroad and has not been tax resident in Finland during the five years preceding the move. In such a case, however, the contributions have only been deductible in the year of the move and the three following years, and the pension scheme must have been entered into at least one year before the taxpayer moved to Finland.
ECJ's Decision in Danner Case
The case concerned Mr. Danner, a citizen of both Germany and Finland, who had lived and worked in Germany until 1977, after which time he moved to and became a resident of Finland. He started to pay pension insurance contributions in 1976 to two German insurance institutions. After moving to Finland, he voluntarily decided to continue to pay the contributions to the German insurance institutions. Mr. Danner claimed, for Finnish tax purposes, that the contributions should be deductible to the same extent as contributions paid to voluntary pension insurance schemes taken out with Finnish institutions. The tax authorities allowed him only a partial deduction. He appealed to the Kuopio Administrative Court (Kuopion hallinto-oikeus), which decided to stay the proceedings and to refer the question to the ECJ for a preliminary ruling. The questions posed by the Kuopio Administrative Court to the ECJ concerned whether the restriction of the right to a tax deduction for pension insurance contributions paid to a foreign institution, laid down in the Paragraph 96(9) (now 96 (10)) of the Finnish ITA, is contrary inter alia to Article 59 (now Article 49) of the EC Treaty regarding the freedom to provide services.

In it's decision, the ECJ stated that "in the perspective of a single market and in order to permit the attainment of the objectives thereof, Article 59 of the Treaty precludes the application of any national legislation which has the effect of making the provision of services between Member States more difficult than the provision of services purely within one Member State"; and further, "In fact, in view of the important role played, at the time when a pension insurance contract is taken out, by the possibility of obtaining tax relief under that head, such legislation is liable to dissuade individuals from taking out voluntary pension insurance with institutions established in a Member State other than Finland and to dissuade those institutions from offering their services on the Finnish market."

To justify the restrictive legislation currently in force, the Finnish government argued for the need to ensure the coherence of the national tax system and the effectiveness of fiscal controls. Also the need to protect tax revenues was put forward as grounds to justify the restrictive legislation.

The ECJ did not accept these arguments and stated i.a. that in the Bachmann case (C-204/90)2 and the Commission v Belgium case (C-300/90)3, the restrictions on the deductibility of pension contributions had been acceptable due to the need to ensure the coherence of the member state's tax system, because under the Belgian tax system, in such cases where the insurance contributions had not been deductible, the sums payable by insurers were exempted from tax. In Finland's case, there isn't this kind of direct connection between the deductibility of insurance contributions and the taxation of sums payable by insurers.

The ECJ also stated that the effectiveness of fiscal control can be achieved by asking the authorities of another member state (in accordance with Directive 77/799) or the taxpayer himself to pass along to the home country tax authorities all the information needed for assessing tax. Government arguments that getting information of payments/benefits from domestic institutions is a simple task whereas similar authority over insurers set up outside the country cannot be exercised held no sway over the ECJ. In addition, in the case of Finland, the government argued that the foreign companies market their products to customers as a means of avoiding Finnish tax. The ECJ rebutted these arguments: the effective supervision of pensions paid by foreign insurers to Finnish residents and the proper taxation thereof may be ensured by other measures, rather than a national measure such as the present Finnish legislation. Also, the argument concerning the need to protect the tax revenue of the member state was unacceptable because it is not one of the grounds listed in Article 56 (now Article 46) of the EC Treaty or a matter of overriding general interest as permitting exceptions or discriminatory treatment.

For these reasons the ECJ concluded that, "Article 59 (now Article 49) of the Treaty is to be interpreted as precluding a Member State's tax legislation from restricting or disallowing the deductibility for income tax purposes of contributions to voluntary pension schemes paid to pension providers in other Member States while allowing such contributions to be deducted when they are paid to institutions in the first-mentioned Member State, if that legislation does not at the same time preclude taxation of the pensions paid by the above-mentioned pension providers."

Effects on Finnish Legislation
According to the ECJ's decision, Finland will have to change its legislation on the deductibility of voluntary foreign pension insurance contributions.

On November 8, 2002, a Finnish working group for developing income taxation published a report4 where some major changes were proposed to the Finnish taxation of voluntary pension insurance. The group proposed that the taxation of voluntary pension insurance should be transferred from the taxation category of earned income to the category of investment income. The insurance premiums would be deductible primarily from investment income and secondarily from earned income. The eventual pension benefits would be taxable as investment income. Furthermore, the group proposed that the deductible maximum amount should be reduced, the retirement age increased, and the requirements concerning the level of pension rights should be abolished. In addition, the tax subsidies for pension savings should be extended to include savings in investment funds.

Conclusion
At this stage it is uncertain if the proposals will be legislated. Proposed legislation, however, could be presented to the Finnish Parliament sometime next year. Even though an amendment to Finland's ITA, Paragraph 96(10) has not yet been enacted, it is clear that the Finnish tax authorities must now allow a deduction based on voluntary pension contributions paid to a pension fund established in a European Union (EU) or European Economic Area (EEA) country. Also, at this point, taxpayers may make a correction claim against 1996 – 2001 taxation where a deduction based on foreign pension contributions had not been previously taken or accepted. A correction claim regarding the tax year 1996 is available until the end of 2002.

Footnotes:
1. The decision can be found at http://curia.eu.int/en/jurisp
2. 28 January 1992, Case C-204/90 [1992] ECR I-249.
3. 28 January 1992, Case C-300/90, Commission v. State of Belgium, [1992] ECR I-305.
4. "Towards Competitive Taxation-Report of the working group for developing income taxation," Working Papers of the Finnish Ministry of Finance, 12/2002. The report and an English summary can be found at www.vn.fi/vm/english/press_releases/tiivistelmaen081102.pdf. 
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	European Court of Justice Says Deductibility of Pension Contributions Must Be Allowed: The Netherlands' Reaction
by Robert van der Jagt, KPMG Meijburg & Co., Amsterdam
(KPMG Meijburg & Co. in the Netherlands, the Netherlands member firm of KPMG International, a Swiss nonoperating association.) 

On October 3, 2002, the European Court of Justice (ECJ) handed down a decision in the Danner case, no. C-136/00.1 The ECJ ruled that Finland must allow the deduction of pension contributions paid to a pension fund established in Germany. This decision has significant implications for Dutch legislation, as the Netherlands currently sets strict requirements that must be complied with if pension contributions paid to non-Dutch pension insurers are to be deductible. This article analyzes the ECJ decision and discusses the Dutch reaction to it.

Recent Dutch Action on Foreign Pensions and Unclear Future Steps
On September 24, 2002, in anticipation of the ECJ decision, the Dutch Under Minister of Finance issued a new Decree governing the approval of foreign pension schemes, which provides for fewer and less strict conditions.2 Pursuant to the new Decree, it will become much easier to obtain corresponding approval of a foreign pension scheme. Nonetheless, the ECJ's decision is vague on some levels, leaving questions in policymakers' minds as to how to react. Therefore, at the present time, it is difficult to say whether the Netherlands will have to further relax its legislation concerning pension contributions paid to pension insurers established in another European Union (EU) or European Economic Area (EEA) member state.

The Danner Case
Danner, who initially worked as a doctor in Germany, took up residence in Finland in 1977. In Germany, he participated in two pension funds, on an obligatory basis. After he had taken up residence in Finland, he decided of his own free will to continue paying contributions for the two German pension funds. In his 1996 personal income tax return, he deducted these pension insurance contributions from his taxable income. However, the Finnish tax authorities only allowed deduction of a portion of the contributions for the voluntary pension insurance. In his appeal to the Finnish Court, Danner argued that these contributions should be deductible to the same extent as contributions paid to voluntary pension insurance schemes of Finnish companies. The Finnish judge decided to ask the ECJ preliminary questions in this case.

The ECJ Review
First of all, the ECJ considered that Finnish legislation prevents persons concerned from taking out voluntarily pension insurance with companies established outside Finland and may prevent such companies from offering their services on the Finnish market. In other words, this constitutes forbidden obstruction of the free movement of services within the EU. Subsequently, the question had to be asked whether there is any objective justification for this.

The following justification was given by Finland for the statutory regulations at hand:

· The need to safeguard the tax coherence of the national system 

· The need to safeguard the efficiency of the tax audits. 

In 1992, the ECJ ruled in the Bachmann case3 that a German citizen who was residing temporarily in Belgium was not entitled to deduct contributions paid to an insurance company established in Germany from his taxable income in Belgium. The reasoning of the ECJ was that the refusal to deduct the contributions was justified by the Belgian government's wish to safeguard the tax coherence of the Belgian tax system. The coherence manifested itself in the Bachmann case in the fact that, if the Belgian tax authorities did not allow the deduction of the contributions, no tax would be levied in respect of the pension benefits, and that, if the Belgian tax authorities did allow the deduction, they would tax the pension benefits. However, they would not be able to tax the benefits in Bachmann's case, as, in all likelihood, he would be residing in Germany when the pension benefits were paid out.

In 1995, it appeared that the ECJ reversed its earlier decision, when it handed down its decision in the Wielockx case4. Wielockx was a physiotherapist living in Belgium who practiced his profession in the Netherlands. In the Netherlands, he claimed a deduction from his taxable income in respect of the accrual of an old age reserve, also known as the FOR. The Dutch Revenue disallowed this deduction because Wielockx did not reside in the Netherlands, stating that their refusal was justified, thereby invoking the safeguarding of the tax coherence of the Dutch tax system. The ECJ did not accept this argument as the Netherlands had concluded a tax treaty with Belgium. Pursuant to this tax treaty, benefits from the FOR in future would only be taxed in the country of residence, i.e., Belgium.

Therefore, pursuant to the tax treaty, the Netherlands had already waived its right to levy taxes. Consequently, the ECJ held that a member state cannot, at a later point in time, state that it wishes to levy taxes on such income after all.

As a result of this decision, the question was raised whether the Bachmann decision had been in fact superseded as, pursuant to the tax treaty concluded between Belgium and Germany, the country of residence was assigned the right to tax the benefits. It was clear from the Danner decision that the Bachmann decision—as regards the tax treaty, which assigns the right to tax the benefits to the country of residence—was superseded.

During the Danner case, the ECJ stated that the Danner case and the Bachmann case cannot be compared because Finland would tax the German pension benefits integrally if Danner were a Finnish resident when he retired regardless of whether Danner had been allowed a tax deduction when building up the pension rights. If this had been the situation in the Bachmann case, Belgium would not have taxed the benefits. More importantly, the ECJ referred to the Wielockx decision and stated that, pursuant to the tax treaty concluded between Germany and Finland, pension benefits are allocated to the country of residence. This means that if Danner were residing in Germany when he retired, Finland could not tax the pension.

In accordance with established case law, the ECJ referred to EC Directive 77/799, which allows member states the opportunity to request information from tax authorities from other EU member states. According to the ECJ, the tax audits are sufficiently safeguarded based on this Directive.

Implications for the Netherlands

In the Netherlands, building up a pension through a tax facility is essentially only possible if the pension insurer is established in the Netherlands. If this is not the case, pension rights can still be built up with a non-Dutch pension insurer through a tax facility, provided that strict requirements are met.

On September 24, 2002, the Dutch Under Minister of Finance published a Decree regarding qualifying non-Dutch pension plans. This Decree replaces the old 1996 Decree5. One of the requirements of the old Decree stated that the employee must reside in the Netherlands for a period not exceeding five years. Another requirement was that a statement of the non-Dutch tax authorities had to be submitted which claimed that the entire pension benefit would be taxed in that country.

Pursuant to the ECJ decision, the Netherlands will no longer be allowed to set this requirement. However, the decision does not give any insight into the question of whether a deduction should be allowed if the amount of the built-up pension rights deviates or if the non-Dutch plan allows the commutation of pension rights. Commutation of pension rights is not allowed in the Netherlands, whereas many non-Dutch plans do provide this option. If the Netherlands still requires that the non-Dutch schemes may not allow for the possibility of commutating pension rights, it cannot be said that the Netherlands makes a distinction based on the location of the pension insurers' registered office. However, in all cases, there would be exclusively non-Dutch companies involved, which could constitute an indirect form of discrimination.

The requirements have been made less strict in the new Decree, which will be in force with retroactive effect from January 1, 2001. For instance, the above-mentioned requirements—including the disallowance of the commutation of pension rights—no longer apply. However, it must be proven that the scheme is a normal pension scheme in the country of origin and that the possible commutation of the pension rights is customary in the other country. The Decree also applies to pension insurers that are established outside the EU/EEA.

Footnotes:
1. Judgment of the Court (Fifth Chamber), 3 October 2002, Case C-136/00, can be found on the ECJ Web site at: http://curia.eu.int/en/jurisp/index.htm.
2. Aanwijzing onzuivere buitenlandse pensioenregelingen, Besluit van 24 september 2002, nr. CPP2002/1640M, can be found on the Dutch Finance Ministry's Web site at:
http://www.minfin.nl/DEFAULT.ASP?CMS_ITEM=92A7C93300694E5
CB2CDE532FC6A3254X2X36743X89&CMS_PAGE=
MFCWD8A2FD08215C84617AA0535736D4FCCBFX3X52200X21.
3. 28 January 1992, Case C-204/90 [1992] ECR I-249.
4. Case C-80/94 [1995] ECR I-2493.
5. Order of 22 May 1996, no. DB96/841M.
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	Year-end Payroll and Tax Issues
by KPMG LLP's Washington National Tax practice 
(KPMG LLP, the U.S. member firm of KPMG International, a Swiss nonoperating association.) 

Getting the year-end expatriate payroll process right is no easy feat, particularly when considering that international assignees are probably being paid from multiple payrolls in different countries and receiving a variety of allowances that just never seem to reconcile. With the 2002 tax return filing season rapidly approaching, companies ought to consider their year-end payroll and compensation reporting obligations relating to their international assignees. They should also review tax filing positions recommended for their international assignees with their tax service providers to determine opportunities for mitigating worldwide tax liability.

Many payroll departments are hard pressed to efficiently deal with the burden of keeping abreast of and complying with the complexities of the laws. They simply do not have the resources for setting up the procedures necessary to administer expatriate payroll. Moreover, most payroll systems are not flexible enough to handle international assignee reporting requirements. During the run-up to year-end, numerous questions typically burden many international assignment program managers and payroll administrators. What pay components do I include in the W-2? What amounts are subject to withholding tax? Should FICA and FUTA be remitted? How do I account for hypothetical taxes? How can I best handle administering payroll to both U.S.-inbound and U.S.-outbound expatriate employees? What am I overlooking?

Few companies actually recognize the shortcomings of their existing compensation reporting, tax reporting, and withholding processes. In addition, few realize that they may be exposed to substantial risk and sizable penalties that may be assessed. For example, due to the difficulty of accumulating and reflecting foreign-paid compensation back in the U.S., many companies have adopted an annual process (usually at or near year-end) for soliciting this information from the foreign locations to include in the U.S. Form W-2. This practice, while common, is not correct under the law and could give rise to employment tax penalties.

If getting your year-end expatriate payroll and reporting processes right is proving elusive, KPMG can help. Our professionals (listed below) stand ready to meet with you and discuss your current processes and ways that we can help.

Areas where companies typically encounter difficulties in their payroll systems and departments include:

· Reporting expatriate wages on Form W-2 

· Providing pay-stub detail to the expatriate employee 

· Coordinating reporting of payments with host-country paymasters 

· Accumulating payments from host-country accounts payable 

· Reporting foreign tax paid in the host country 

· Determining proper gross-up amounts on expatriate compensation. 

Our experience and knowledge of best practices cover many matters relevant to expatriate payroll, including expatriate and foreign national U.S. taxation, short- and long-term assignments, FICA and Medicare, FUTA and SUTA, and human resources policy provisions.

Notably, assistance can be provided that can help companies with the above-mentioned difficulties and also help them to determine whether:

· W-4 forms and tax withholdings correctly reflect estimated income exclusions and foreign taxes 

· Per diems are being treated appropriately 

· J-I visa holders are being exempt from FICA 

· Stock options, fringe benefits, and other compensation elements are receiving proper tax treatment 

· Hypothetical taxes and housing norms are being used to offset taxable income. 

Many payroll departments find it difficult to keep abreast of and comply with the applicable laws. This is largely due to a shortage of resources and the complex web of statutory rules and expatriate reporting particularities.

It is important for companies to dedicate the resources necessary to properly deliver and account for expatriate payroll and to ensure that they are compliant with respect to withholding and reporting. Failure to do so can result in disgruntled employees, as well as compliance issues, penalties, and higher tax and international assignment program costs. Having a good year-end process in place can avert the frustrating W-2C process and help avoid unnecessary tax return filing delays.

For more information, please contact your current KPMG engagement service provider for assistance with year-end processing or one of the dedicated payroll professionals of KPMG's International Executive Services practice:

Gabe Araiza
713-319-2796
garaiza@kpmg.com
Southwest
Susan Cox Cornett
804-782-4217
scornett@kpmg.com
Mid-Atlantic
Ali Dossani
312-665-1277
adossani@kpmg.com
Mid-West
Larry Ghirardo
206-292-4495
lghirardo@kpmg.com
West
Ed Kennedy
404-222-3165
ckennedyjr@kpmg.com
Southeast
Martha Kittell
617-988-6717
mkittell@kpmg.com
Northeast
Dave Mazzola
734-669-6285
davidmazzola@kpmg.com
National
Joan Smyth
202-533-4404
jsmyth@kpmg.com
Washington National Tax
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	Trends in Corporate Restructuring and M&A in Japan: In View of the Introduction of the Consolidated Tax Filing System
by KPMG, Tokyo
(KPMG in Japan, the Japanese member firm of KPMG International, a Swiss nonoperating association.) 

Overview
Under the Japanese legal system, formation of a holding company was prohibited from 1947, when the anti-trust law was enforced to decentralize commercial power of the zaibatsu (financial clique groups). However, the country experienced ever-growing demands to bring the law up to date, so that business enterprises could engage in active restructuring and merger and acquisition (M&A) transactions in order to remain competitive with their overseas counterparts in the global marketplace.

In 1997, the bar on holding companies was lifted, and rules on corporate mergers were revised to introduce simplified procedures. In 1999, new legislation (the Amendment to the Japanese Commercial Code, effective as from October 1, 1999) was passed to enable the establishment of a corporate group through a share swap/share transfer, and the tax laws supported the introduction of this new legislation by treating share swap/share transfers as tax-free transactions provided certain conditions were met. As the last part of these efforts, the Japanese Commercial Code ("JCC") was amended (the Amendment to the Japanese Commercial Code, effective as from April 1, 2001) to introduce new provisions on corporate divisions (kaisha-bunkatsu), which came into effect on April 1, 2001. In line with this, the tax laws were revised to institutionalize these changes from a tax perspective: the laws were amended not only for the newly introduced corporate divisions, but changed drastically to cover the existing types of reorganization such as mergers, capital contribution in-kind, and cash contribution followed by acquisition, so that a comprehensive tax regime for corporate reorganizations was introduced.

Finally, the consolidated tax filing system was introduced effective from April 2002, and as a result of the above changes to the commercial code and tax laws, there are now a variety of techniques available for corporate restructuring and M&A in Japan. This article provides a summary of the consolidated tax filing system and an overview of the recent trends in corporate restructuring and M&A in Japan.

Consolidated Tax Filing System
In December 2001, the Japanese government announced1 an outline of the Consolidated Tax Filing System (CTFS), which was introduced for tax years starting on or after April 1, 2002. Although a number of issues will need further clarification, below is a summary of the system.

What Companies Can Apply for the CTFS?
CTFS is applicable to a Japanese domestic parent company ("Parent Co.") and all of its Japanese subsidiaries ("Sub Co.s"), which are directly or indirectly (but not through subsidiaries overseas) owned 100 percent by the Parent Co.

Surtax
Where the CTFS is utilized, a 2-percent surtax is added to the national corporation tax rate of 30 percent applied to the consolidated profit (Note: For companies whose paid-in capital is not more than JPY100 million, 22 percent (+2 percent, if applicable) is applied to the taxable income up to JPY8 million). The surtax is applicable for the first two years of CTFS operation (i.e., for any accounting periods starting in the period from April 1, 2002 to March 31, 2004), in order to make up for the expected revenue shortfall for the government caused by the introduction of CTFS.

Unrealized Gains/Losses on Assets
Where the CTFS is newly applied, unrealized gains/losses on assets (i.e., fixed assets, land, receivables, securities excluding those for trading purposes, and deferred assets) of Sub Co.s are recognized in each Sub Co.'s tax return in the year before application of the CTFS, provided that the amount of each unrealized gain/loss is equal to or larger than the smaller of JPY10 million or half of the total of capital and capital surplus.

However, if a Sub Co. falls under certain cases and the Parent Co. has held 100 percent of the shares in Sub Co. continuously since Sub Co. became a 100-percent subsidiary of the Parent Co., recognition of unrealized gains/losses on assets is not necessary. The exceptional cases are as follows:

· Sub Co. became a 100-percent subsidiary of the Parent Co. more than five years before the application of the CTFS, or Sub Co. has been a 100-percent subsidiary of the Parent Co. since January 1, 2002. 

· Sub Co. became a 100-percent subsidiary of the Parent Co. within five years before the application of the CTFS due to one of the following events: 

· Establishment by the Parent Co. or its 100-percent subsidiary 

· Establishment of the Parent Co. through a stock transfer2 

· Tax qualified merger, tax qualified merger-like spin-off or stock transfer 

· Purchase of fractional shares or purchase of shares resulting from legal requirements, etc. 

· Exchange of shares of the Sub Co. and the Parent Co. by a stock swap3 (under this case, further requirements have to be met). 

Recognition of unrealized gains/losses on assets owned by Parent Co. is not required. The tax treatment of unrealized gains/losses on assets when a company joins the CTFS at a later date is similar to the above.

Tax Losses
Tax losses incurred during the tax consolidation period are carried forward for up to five years to offset against consolidated taxable income.

Pre-consolidation tax losses incurred by Parent Co. within five years before application of the CTFS are carried forward under the CTFS. However, pre-consolidation tax losses incurred by Sub Co.s before application of the CTFS are not utilized under the CTFS (and are therefore lost) with one exceptional case below:

· Where Parent Co. was newly established within five years before application of the CTFS through a stock transfer and has continuously held all of the shares in the Sub Co., which became a 100-percent subsidiary under the stock transfer, the tax losses incurred by the Sub Co. within five years before application of the CTFS can be utilized under the CTFS (there are still restrictions on utilization of losses even in this case depending upon the ownership structure before the stock transfer). 

Examples

In order to obtain a better understanding of the CTFS as well as the corporate restructuring tax regime, and to see how these concepts have changed and will change corporate restructuring/M&A transactions in Japan, some examples are set out below.

Case 1 – When a Sub Co. Has Pre-consolidation Tax Losses
When there is a profitable parent company and a loss-making subsidiary, they may want to apply the CTFS in order to offset the parent company's profits against the subsidiary's losses. However, if they initiate the CTFS, the subsidiaries' pre-consolidation tax losses carried forward cannot be used under the CTFS.


In such a case, a merger of the subsidiary into the parent could be a solution. Under the new corporate reorganization regime introduced in 2001, broadly, a merger between a parent company and its 100-percent subsidiary should be treated as "tax qualified" if no cash passes as consideration upon the merger. In a tax qualified merger, assets and liabilities of the merged company are transferred to the surviving company at book value, i.e., unrealized gains/losses on the merged company's assets are not recognized upon merger. In addition, in a qualified merger between group companies (ownership relationship of over 50 percent), the tax losses of the merged company that were incurred after the establishment of the group relationship can generally be transferred to the surviving company, whilst the tax losses incurred before the establishment of the group relationship can be transferred if certain conditions are satisfied.

By merging the subsidiary into the parent and making one legal entity as above, the losses of the subsidiary's business can be offset against the profits of the parent's business, which will achieve the same effect as that under the CTFS.

Case 2 – Corporate Restructuring
"Corporate division,"4 which was introduced in the JCC and in the tax laws in 2001, has enabled opportunities for significant corporate restructuring.

Before the corporate division was introduced, when a corporation wished to spin off one or more of its business divisions for restructuring purposes, the possible measures were (i) business transfer to a shell company, or (ii) establishment of a new subsidiary by contribution in-kind. 
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As a business transfer is simply a sale of a business and therefore the assets and liabilities should be transferred at fair market value, it results in the recognition of unrealized gains/losses and taxation thereon. From a legal perspective, the procedures for a business transfer are complicated (e.g., the transfer of liabilities and contracts arising from or relevant to the transferred business and the transfer of employees engaged in the transferred business generally require the individual consent of each creditor, contractual counter-party, and employee concerned, etc.).

As to a contribution in-kind, the legal procedures are quite costly and time consuming. Previously, from a tax perspective, there was a possibility to obtain a tax deferral on the transaction when certain conditions were met.

As to the corporate division, however, the legal procedures are designed to be much simpler than those under a business transfer or contribution in-kind. From the corporate tax point of view, if the conditions for tax-qualified status are satisfied, the assets and liabilities are transferred at book value and therefore the recognition of unrealized gains and losses is deferred. In the case of establishing a 100-percent owned subsidiary through a vertical corporate division, the requirements, which should be easy to meet, are (i) only new shares of the subsidiary are issued (i.e., no cash transaction), and (ii) it is expected that the transferring company will keep the 100-percent shareholding in the subsidiary after the corporate division. Regarding transfer taxes, corporate divisions are entirely exempt from consumption tax, regardless of whether or not the transaction qualifies as a tax qualified corporate division. There are also various favorable treatments available for other transfer taxes such as property acquisition tax, registration tax, etc.

The CTFS should promote the above type of corporate restructuring. Under the non-consolidated tax filing system, the tax losses incurred by one group company cannot be offset against the taxable income of another, so the total tax liability of the group will be more than that if it was one corporate entity. However, under the CTFS, tax losses incurred in one company can be offset against the taxable income of another, and corporations do not need to worry about an additional tax burden following a corporate restructuring.

Case 3 – Acquisition
The vertical corporate division, which is explained in Case 2 above, should often be used in connection with the sale of the target business in an M&A transaction.

Previously, when a corporation wished to sell (a part of) its business, business transfer was one of the techniques which was often used. Now that the technique of vertical corporate division is available, business transfer should be replaced by the vertical corporate division in many cases.
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In the above diagram, Company A would like to sell its Business B to the Acquirer. Instead of using a business transfer, Company A establishes Company B by transferring Business B through a vertical corporate division. Then, Company A sells the shares in Company B to the Acquirer.

Since it is anticipated before the corporate division that Company A will sell the shares in Company B, this will be a tax non-qualified corporate division. Thus, no advantage will be gained in respect of corporate tax (i.e., capital gains/losses on the transferred assets should be realized and taxed at the time of the corporate division). Still, there are many favorable aspects to the corporate division as compared to the business transfer: e.g., the simplicity of legal procedures, saving of transfer taxes, etc.

After the Acquirer acquires the shares in Company B, Acquirer and Company B can apply the CTFS. As the shares in Company B were purchased for cash, Company B should theoretically be subject to the recognition of unrealized gains/losses. However, because Company B's assets were stepped up at the time of the corporate division, there will actually be no gains/losses to be recognized if the CTFS is applied soon after the corporate division.

In an acquisition transaction as above, it is often the case that the Acquirer needs to borrow funds for the purchase of Company B's shares. Leveraging in this manner will be beneficial in reducing taxable income in Japan, which has one of the highest corporate tax rates in the world. When Acquirer is a shell company, it is often the case that it will have no significant taxable income to offset against the funding costs. However, under CTFS, such funding costs can be offset against Company B's profits. Note that when utilizing debt funding, the impact of the thin capitalization rules should be considered and borrowings from the overseas parent may have to be restricted to ensure full interest deductions.

Anti-avoidance Rules

While there are a variety of options for restructuring available and seeking the most tax-efficient strategy plays an important part in the planning process, one should be aware that anti-tax avoidance rules also exist. If reorganization or M&A activity is conducted for tax reasons, there would be a risk that the transaction could be re-characterized by the tax authorities and subjected to tax. As the tax regimes for corporate reorganization and for the CTFS are relatively new, there are no precedents or court cases available as yet. Accordingly, how severely the tax authorities will apply the anti-tax avoidance rules to corporate reorganizations or M&A transactions is not yet clear. As a result, careful investigation is essential when planning corporate reorganizations or M&A.

Conclusion

Through the legislative efforts to facilitate corporate reorganizations in Japan in recent years, corporations now have increased opportunities to engage in corporate reorganizations and/or M&A transactions. Making best use of these opportunities could be critical to corporations if they wish to succeed in the challenging global market of the 21st century.

Please contact your local tax adviser prior to implementing any changes to your corporate tax structure.

This article is an excerpt that appeared, in part, in the Asia-Pacific Journal of Taxation, Vol. 6, No.1, pp.58-64, and is republished with permission.

Footnotes:
1. The December 19, 2001 announcement can be found on the Web site for Japan's Ministry of Finance at: http://www.mof.go.jp/english/tax/tax2002/tax2002d.pdf
2. Stock transfer is regulated under the JCC: Stock issued by a newly established company (Company A) is allocated to shareholders in an existing company (Company B) in return for the shares of Company B giving Company A 100-percent ownership of Company B.
3. Stock swap is regulated under the Japanese Commercial Code: Stock issued by an existing company (Company C) is allocated to shareholders of another existing company (Company D) in exchange for the surrendering of shares in Company D to Company C, thereby giving Company C 100-percent ownership of Company D.
4. Corporate divisions can be achieved where a transferring company transfers a distinct part of its business as a going concern to a new company, or to an existing company, and the new company or the existing company then issues new shares either to the transferring company or to the transferring company's shareholders. The former is a "vertical corporate division," and the latter is a "horizontal corporate division."
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