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1.
A securities borrowing and lending (“SBL”) regime is a regime under which the securities holder (i.e. the lender) lends securities to an entity that needs such securities (i.e. the borrower), and the borrower provides eligible collateral to the lender and has an obligation to return securities of identical number and type by a pre-agreed deadline.  Under the Taiwan Stock Exchange Corporation Securities Borrowing and Lending Regulations (the “SBL Regulations”), participants in the SBL system of the Taiwan Stock Exchange Corporation (the “TWSE”) engage in SBL activities via securities houses and the Taiwan Depository & Clearing Corporation handles the transfer of securities.  If a borrower breaches Article 39 of the SBL Regulations, the TWSE will dispose of the collateral and buy the relevant securities from the market so as to return same to the lender.  If the TWSE is not able to buy in or borrow the relevant securities within three (3) business days from the date on which the breach occurs, (i) the TWSE will pay an equivalent in cash to the lender, using the closing price of the relevant securities on the market on such third business day as the trading price or (ii) the lender may dispose of the collateral under the SBL contract where the TWSE is not obligated to perform the obligation of the borrower.  Separately, under the Regulations Governing Securities Lending by Securities Houses (“Securities House SBL Regulations”), a securities house may lend the securities that it owns in its proprietary account or borrows from TWSE SBL system to its customers.  If a customer breaches Article 26 of the Securities House SBL Regulations, the securities house must immediately dispose the collateral.

2.
Rules Related to Tax Matters Arising from the SBL Regime:

(1)
Business Tax and Income Tax related to the Lending Fees Charged by a lender to the borrower:
(i)
Business Tax:

(A)
Article 1 of the Value-added and Non-value-added Business Tax Act (the “Business Tax Act”) provides that business tax shall be levied in accordance with the rules which apply to the sale of goods or services within the territory of the Republic of China (R.O.C.). Article 3, Paragraph 2 of the Business Tax Act provides that the definition of sale of services is the provision of services to others or the provision of goods for the use or benefit of others for consideration.  An SBL transaction is an activity in which the lender agrees to lend its securities, and the borrower agrees to return securities of identical type and number. This legal relationship falls under the concept of “loan for consumption”.  Thus the lending fees charged by a lender to a borrower constitute consideration for the borrower’s use of securities provided by the lender, which provision is a sale of services by the lender and thus, business tax shall be imposed on the lender in accordance with the Act.  With respect to the levy, report and payment of business tax, if the lender has a permanent establishment within the territory of the R.O.C., the lender shall issue a uniform invoice through such permanent establishment in accordance with the “Time Limit for Issuing Sales Documentary Evidence” and report and pay the business tax in accordance with the Act. However, if the permanent establishment does not handle the collection of the consideration for sale of services, the lender shall issue such documentary evidence within ten (10) days after the borrower completes its remittance. If the lender does not have a permanent establishment within the territory of the R.O.C., the borrower shall report and pay the business tax in accordance with Article 36, Paragraph 1, of the Business Tax Act; provided that, if the borrower is a business entity described in Chapter IV, Section I of the Business Tax Act, and the purchased services are used solely in the conduct of business in taxable goods or services, no tax shall be imposed.

(B)
If neither the lender nor the borrower has a permanent establishment within the territory of the R.O.C., no business tax will be imposed on the lending fees.

(ii)
Income Tax:

The lending fees in SBL transactions consist of the income arising from the lender’s engaging in SBL transactions within the territory of the R.O.C., which income falls under the definition of R.O.C. source income prescribed in Article 8 of the R.O.C. Income Tax Act.  Thus, income tax shall be imposed thereon in accordance with Article 3 of the R.O.C. Income Tax Act.

(2) Business Tax and Income Tax related to Manufactured Dividends (including Cash Dividends and Stock Dividends) Returned by the borrower to the lender:
(i) Business Tax:

Where the borrower receives dividends from issuing companies and returns dividends to the lender, such manufactured dividends are in the nature of dividend income. According to the letter from this Ministry, dated April 4, 1987 (Ref. No. Tai-Tsai-Shuei-7558067), dividend income is not subject to taxation under the Business Tax Act and no business tax should be levied. Separately, where the portion of the stock dividends exceeding par value and cash dividends that are received by a third party, such manufactured dividends constitute income arising from the lender’s capital gains. Thus, if the borrower has sold the borrowed securities and paid securities transaction tax, according to Article 8, Paragraph 1, Sub-paragraph 24 of the Business Tax Act, no business tax is imposed.

(ii) Income Tax:

Loanable securities under the SBL regime (confined to listed and OTC traded securities) are classified as assets within the territory of the R.O.C.  If the lender lends securities so that it does not receive dividends, the borrower should compensate the lender according to the rules. The above manufactured dividends are income arising from the lender’s holding securities issued by R.O.C. companies which constitute R.O.C. source income as prescribed in Article 8 of the Income Tax Act. Thus, income tax should be imposed thereon in accordance with Article 3 of the Income Tax Act or the Alternative Minimum Tax Act.

(iii) The Rules for Income Tax Levied on Manufactured Dividends are as Follows:

(A) Dividends Received by the borrower:

(a) Where the issuing company distributes dividends to the borrower of the borrowed securities which are held on the record date by the borrower, a dividend voucher or a tax withholding statement should be issued based on the borrower’s identity. A dividend voucher should be issued to domestic natural persons or domestic legal entities and a tax withholding statement should, after withholding tax payment at source, should be issued to the profit-seeking enterprise having a head office outside the territory of the R.O.C (“Non Resident”). If the borrower subsequently returns the received cash dividends or stock dividends to the lender, it shall report to the TWSE the manufactured dividend details and issue a dividend voucher or a tax withholding statement to the lender as an account-booking certificate.

(b) Because the dividends received by the borrower are subsequently returned to the lender and, such is in the nature of collect-and-transfer, no income tax should be imposed on the borrower. The manufactured cash dividends or face value of stock dividends is classified as dividend income. The amount of stock dividends exceeding its face value calculated based on the ex-right reference price is income from capital gains and should be calculated into the alternative minimum tax amount. The related calculation method is as per the attached table.

(B) Dividends received by a third party other than the borrower or the lender:

Where the borrowed securities are sold prior to the record date, the dividends will be collected by a third party other than the borrower and the lender. Thus, manufactured dividends returned by the borrower to the lender are not dividends distributed by the issuing companies and are not in the nature of dividend income. The borrower’s sale of borrowed securities may be treated as if the borrower sells the securities in place of the lender. The entire manufactured dividends returned to the lender should be treated as the lender’s capital gains. In terms of the stock dividends, the capital gains should be calculated based on the ex-right reference price, regardless of whether the return is in the form of securities or cash equivalent, and should be calculated into alternative minimum tax amount according to the rules.

(3) Business Tax And Income Tax related to the Profit Generated from Collateral Provided by the borrower:

(i) Business Tax:

(A) Dividends from Securities Collateral:

The dividends generated from the securities collateral provided by the borrower during the term of the SBL are the borrower’s dividend income rather than consideration for sale of goods or provision of service. Thus, such is not subject to business tax.

(B) Interest from Cash Collateral:

The interest (i) collected by the borrower during the term of the SBL that is generated from the cash collateral returned by the lender or (ii) paid by the TWSE is not consideration for the sale of goods or provision of services. Thus, such is not subject to business tax. However, if the borrower is a bank or trust investment enterprise, in accordance with the letter from this Ministry, dated November 20, 1992 (Ref. No. Tai-Tsai-Shuei-811676144) and the letter dated March 30, 1993 (Ref. No. Tai-Tsai-Shuei-821480043), business tax should be levied pursuant to Article 1 of the Business Tax Act.
(C) Profit Generated From Offshore Collateral:

Where neither the lender nor the borrower has a permanent establishment within the territory of the R.O.C. and the SBL transaction is in the form of negotiated, if offshore collateral is provided from outside the territory of the R.O.C., the profit generated from such offshore collateral (either dividends or interests) is not subject to business tax.

(ii) Income Tax:

(A) Dividends from Securities Collateral:

Where an SBL transaction is by means of a fixed rate or competitive auction transaction, according to Point 5, Item 2, of the “Administration Guidelines for Collateral of Securities Fixed Rate and Competitive Auction Transactions” (the “Guidelines”) as last amended on November 19, 2004, the TWSE only deals with title transfer procedure for the dividends of securities collateral provided by the borrower. Such dividends are the borrower’s dividend income rather than income of the lender or the TWSE. Where the SBL transaction is by means of negotiated, if the borrower provides pledged securities to the lender as collateral, according to the letter, dated August 20, 1975 (Ref. No. Tai-Tsai-Shuei-36048), the beneficiary of the dividends generated from the pledged stocks is the shareholder (the pledgor).  Therefore the borrower (the pledgor) should be the recipient of such dividends. Thus, regardless of whether the SBL is by fixed rate, competitive auction or negotiated transactions, dividend income generated from securities collateral provided by the borrower should belong to the borrower.
(B) Interest from Cash Collateral:

(a) Fixed rate and Competitive Auction Transactions:
According to Point 5, Item 1, of the Guidelines and Article 34 of the SBL Regulations, interest from cash collateral should be calculated by the TWSE based on the interest rates for demand deposits of the TWSE’s correspondent bank and be paid to the borrower. Such interest constitutes R.O.C. source income prescribed in Sub-paragraph 4, Article 8 of the Income Tax Act.  Thus, income tax is imposed.
(b) Negotiated Transactions:

According to Article 37 of the SBL Regulations, the terms and conditions of the collateral, stipulated collateral ratio, collateral maintenance ratio and minimum collateral ratio are negotiated by and between the borrower and the lender. Separately, according to Article 28 of the Regulations Governing Securities Lending by Securities Houses, securities house which receives collateral from the borrower should pay interest to the borrower at the agreed interest rate. Thus, the interest from cash collateral at the agreed interest rate paid by the lender to the borrower is the borrower’s interest income, which constitutes R.O.C. source income prescribed in Sub-paragraph 4, Article 8 of the Income Tax Act.  Thus, income tax is imposed.
(iii) Profit Generated from Offshore Collateral:

According to the letter from the Financial Supervisory Commission (“FSC”), dated May 13, 2005 (Ref. No. Jin-Guan-Cheng-(8)-0940002053), if securities lending is in the form of negotiated, the specific offshore foreign institutional investor may provide domestic or offshore collateral to borrow securities. Thus, if both the lender and the borrower are Non Resident and the negotiated SBL is secured by offshore collateral, because the location of such collateral is outside of the territory of the R.O.C., the offshore profit generated from employment of such collateral (either dividends or interests) is not R.O.C. source income.

(4) Business Tax and Income Tax related to Remuneration for Offshore Agents Handling SBL Transactions on behalf of the lender and the borrower:

According to international practice, the borrower or the lender, for example, an insurance company or other institutional investor, often appoints an offshore enterprise as its agent to handle contract negotiation, document execution and performance of the transactions. Remuneration is paid to the agent for handling the above services. Therefore:

(i) Business Tax:

If none of the agent, the lender or the borrower has a permanent establishment within the territory of the R.O.C., the remuneration received by the agent for handling the SBL transactions is not subject to business tax.

(ii) Income Tax:

Where both the lender and borrower are Non Resident, if (a) the matters to be handled by the agent under the agency agreement (such as executing contracts, receiving/paying/employment of collateral, margin call, receiving/paying manufactured dividends etc.) and (b) provision of services is done outside the territory of the R.O.C., the remuneration received by the agent for providing service outside the territory of the R.O.C. is not R.O.C. source income.

(5) Rules related to Securities Transaction Tax:

(i) Issues related to whether or not Securities Transaction Tax Should be Levied When Borrowing and Returning Securities:

According to Article 1 of the Securities Transaction Tax Act, except for government bonds, any and all securities buy/sale transactions are subject to a securities transaction tax. With respect to the activities of lending and returning securities under the SBL regime, although ownership of the securities is transferred, the legal relationship is a loan for consumption rather than a sale. Thus, such is not subject to securities transaction tax and no such tax is levied thereon.

(ii) Where (a) the TWSE or a securities house disposes of the collateral and returns cash due to the borrower’s breach of Article 39 of the SBL Regulations or Article 26 of the Securities House SBL Regulations and (b) the lender, itself, disposes of the collateral, the nature of such disposition is deemed to be a sale of securities by the lender. In that case, the securities house, which the lender originally applies for securities lending through, is the tax collection agent. The securities transaction tax should be levied on the lender according to the Act and Article 4-1 of the Income Tax Act applies.

(A) Transactions under the SBL regime, whether in the form of fixed rate, competitive auction or negotiated transactions, must be processed through a securities house and matched and confirmed by the TWSE. Upon the occurrence of a breach with respect to fixed rate and competitive auction transactions, the TWSE will remit the amount directly to the lender when the TWSE settles by cash; with respect to negotiated transactions, the TWSE will verify and inform the lender and the borrower through a securities house, and the lender may, itself, dispose of the collateral and obtain compensation as if it sells the loaned securities. Because a securities house that a lender applies for securities lending through is, according to Article 4, Sub-paragraph of the Securities Transaction Tax Act, in the nature of an agent, when the above breach occurs, the securities house is the tax collection agent.

(B) As to the settlement date of sale of loaned securities by the lender, with respect to fixed rate and competitive auction transactions, if a breach by the borrower occurs and the TWSE is unable to buy in or borrow securities within three (3) business days from the date of the breach, the settlement date shall be such third business day and the trading price shall be the closing price in the stock market on such date; with respect to negotiated transactions, upon occurrence of a breach by the borrower, the settlement date shall be the next business date following the date on which the breach occurs and the trading price shall be the closing price in the stock market on such date.

(iii) In addition, with respect to dividends arising from borrowed securities that are held and not yet sold by the borrower on record date, if the borrower returns manufactured dividends in the form of cash equivalent, such shall be considered securities transaction income and the nature thereof is deemed to be a sale of loaned securities by the lender. Thus, the securities transaction tax shall be levied on the lender.

(6) Whether or not Stamp Tax Should be Imposed on the Certificates Executed under the SBL Regime:

According to Article 5 of the Stamp Tax Act, such tax is levied on receipts of monetary payments, deeds for sale of movables, contracting agreements, contracts for the sale, transfer and partition of real estate. According to the SBL Regulations, the “Letter of Entrustment for SBL Transaction” executed by and between the lender/the borrower and a securities house and the “Contract of Negotiated SBL Transaction” executed by and between the lender and the borrower are not subject to stamp tax. However, if the actual context or terms and conditions thereof are, in substance, in the nature of the above taxable certificate, such shall be handled based on the respective individual facts and agreed contents.

3. Tax Payment Method related to the above Income Obtained by the lender, the borrower and the Agent:

(1) Withholding:

Where the above income paid or distributed to the lender, the borrower or the agent by a profit-seeking enterprise having a permanent establishment within the territory of the R.O.C., the tax shall be withheld in accordance with Article 88, Paragraph 1, Sub-paragraph 1 and 2 of the Income Tax Act and be handled in accordance with Article 89, Paragraph 3 of the Income Tax Act.

(2) Declaration Method:

(i) If the head office of the income recipient is within the territory of the R.O.C., profit-seeking enterprise income tax return shall be handled in accordance with Article 71 of the Income Tax Act.

(ii) If the head office of the income recipient is not within the territory of the R.O.C.:

(A) With respect to an income recipient having a permanent establishment within the territory of the R.O.C. or business agent:

According to Articles 41, 71 and 73 of the Income Tax Act, the income recipient having a permanent establishment within the territory of the R.O.C. or business agent shall keep separate accounting books, calculate profit-seeking enterprise income amounts and handle profit-seeking enterprise income tax returns. As for an income recipient having its head office outside the territory of the R.O.C., net dividends or net surplus earnings distributed by a domestic enterprise shall not be included in the income amount of the profit-seeking enterprise but withheld in accordance with Article 88 of the Income Tax Act.

(B) With respect to an income recipient without a permanent establishment within the territory of the R.O.C. and business agent:

With respect to a profit-seeking enterprise tax levied on the income acquired by an income recipient from a profit-seeking enterprise having a permanent establishment within the territory of the R.O.C., the tax withholder (the payer) shall withhold tax payable at the time of payment as per the prescribed withholding rates in accordance with Article 88, Paragraph 1 of the Income Tax Act and Article 3 of the Standards of Withholding Rates for Various Incomes. If the income is acquired from a profit-seeking enterprise without permanent establishment within the territory of the R.O.C., according to Article 73, Paragraph 1 of the Income Tax Act and Article 60, Paragraph 2 of the Enforcement Rules of the Income Tax Act, the income recipient shall report to the local collection authority for approval, and appoint an individual residing in the territory of the R.O.C. or a profit-seeking enterprise having a permanent establishment within the territory of the R.O.C. to file a tax return and make tax payment on its behalf. 

4. With respect to the above tax matters related to Non Resident participating the in SBL regime, if there are specific provisions in the tax treaties between R.O.C. and Non Resident’s domicile country, the specific provisions prevail.

5. The letter from this Ministry, dated September 16, 2003 (Ref. No. Tai-Tsai-Shuei-Tse-0920454057) and the letter from this Ministry, dated November 9, 2004 (Ref. No. Tai-Tsai-Shuei-Tse-09304547090) cease to apply as of the date of promulgation of this order.
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Possible Scenario of Manufactured Dividends:
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Note: Non Resident means a profit-seeking enterprise having a head office outside the territory of the R.O.C

Dividends received by the borrower:

	
	Lender
	Borrower

	Scenario 1
	Non Resident:

1. Manufactured cash dividends or par value of manufactured stock dividends received by the lender from the borrower are dividend income. If the lender’s applicable rate is higher than the borrower’s, the lender, according to the rules, shall make up the balance. If the lender’s applicable rate is lower than the borrower’s due to the application of tax treaty, the lender may claim a tax refund according to the tax treaty.

2. Where the borrower returns stock dividends in the form of cash equivalent calculated based on the ex-right reference price, the portion thereof exceeding face value is capital gains and should be calculated into annual alternative minimum tax amount according to the Alternative Minimum Tax Act. Where the borrower returns stock dividends in the form of securities, according to the rules, the securities transaction income should be calculated as alternative minimum tax amount for the year of the securities being actually sold.
	Non Resident:

1. Where the borrower receives dividends, the issuing company should withhold tax at source at a withholding rate applicable to the borrower and issue a tax withholding statement to the borrower.

2. Where the borrower returns manufactured dividends to the lender, the tax withholding statement should be reissued to the lender by the custodian bank.

	Scenario 2
	Non Resident:

1. Manufactured cash dividends or par value of manufactured stock dividends received by the lender from the borrower are dividend income.

2. Where the borrower returns stock dividends in the form of cash equivalent calculated based on the ex-right reference price, the portion thereof exceeding face value is capital gains and should be calculated into annual alternative minimum tax amount according to the Alternative Minimum Tax Act. Where the borrower returns stock dividends in the form of securities, according to the rules, the securities transaction income should be calculated as alternative minimum tax amount for the year of the securities being actually sold.
	Domestic Legal Entity:

1. Where the borrower returns manufactured dividends to the lender, the borrower should, based on manufactured cash dividend amount or par value of manufactured stock dividends, withhold tax at source at a withholding rate applicable to the lender and issue a tax withholding statement to the lender.

2. The amount of imputation tax credit carried in the dividends received by the borrower shall not be calculated into the Imputation Credit Account（the “ICA”）.

	Scenario 3
	Domestic Legal Entity:

1. Manufactured cash dividends or par value of manufactured stock dividends received by the lender from the borrower are dividend income. The tax payment which has been withheld at source may offset against the lender’s tax payable.

2. Where the borrower returns stock dividends in the form of cash equivalent calculated based on the ex-right reference price, the portion thereof exceeding face value is capital gains and should be calculated into annual alternative minimum tax amount according to the Alternative Minimum Tax Act. Where the borrower returns stock dividends in the form of securities, according to the rules, the securities transaction income should be calculated as alternative minimum tax amount for the year of the securities being actually sold.
	Non Resident:

1. Where the borrower receives dividends, the issuing company should withhold tax at source at a withholding rate applicable to the borrower and issue a tax withholding statement to the borrower.

2. Where the borrower returns manufactured dividends to the lender, the tax withholding statement should be reissued to the lender by the custodian bank.

	Scenario 4
	Domestic Legal Entity:

1. Manufactured cash dividends or par value of manufactured stock dividends received by the lender from the borrower are dividend income. The amount of imputation tax credit carried therein may be calculated into the ICA according to the rules.

2. Where the borrower returns stock dividends in the form of cash equivalent calculated based on the ex-right reference price, the portion thereof exceeding face value is capital gains and should be calculated into annual alternative minimum tax amount according to the Alternative Minimum Tax Act. Where the borrower returns stock dividends in the form of securities, according to the rules, the securities transaction income should be calculated as alternative minimum tax amount for the year of the securities being actually sold.
	Domestic Legal Entity:

1. Where the borrower returns manufactured dividends to the lender, the borrower should, based on the aggregate amount of received dividends (including the amount of imputation tax credit), reissue a dividend voucher to the lender.

2. The amount of imputation tax credit carried in the dividends received by the borrower shall not be calculated into the ICA.

	Scenario 5
	Same as Scenario 4
	Domestic Natural Person:

1. The dividends received by the borrower are exempt from calculating into aggregate amount of his/her individual income tax. Also, the amount of imputation tax credit carried therein may not offset against tax payable.

2. Where the borrower returns manufactured dividends to the lender, a securities house should, based on the aggregate amount of dividends received by the borrower (including the amount of imputation tax credit), reissue a dividend voucher to the lender and deliver a copy to the borrower as proof for declaring dividend income deduction.
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