Special Taxation for Partnership Firms
(Article 10-14~20 of Restriction of Special Taxation Act)

Jul. 8, 2016
1. Overview of Taxation for Partnership Firms

(1) The Definitions of the Terms

® ‘Partnership Firm' and 'Partner’

The conceptual component of ‘partnership firm’ is a firm which consists of 2 or more than 2

partners (character of organization), running for profit and having the profit allocated (profitability)
and being in nature of association or personal company (character of association).

And the ‘partner’ means investors categorized into different types, i.e, a resident, non-resident,
domestic corporation or foreign corporation who has invested in a partnership firm. Those are in

different types of taxation structure (tax rate, classification of income, taxation method of global
taxation, classified taxation, separate taxation, etc.)

e Allocation and Distribution

The terms of Allocation and Distribution should be used strictly separated as the taxation for
partnership firms is to avoid the double taxation (or double deduction) on the actual distribution

process after the taxation on income (or deficit deduction) was already made in the process of
allocation.

@ The term "Allocation" means an action to imputing the income, deficit, or similar of a

partnership firm to the partners' income, deficit, or similar, regardless of whether or not any
asset is actually distributed, at the end of each taxable year.

@ 'Distribution’ " means an act of actually conveying an asset of a partnership firm to its partners.

® Calculation of Amount of Income or Deficit allocable to a partner group

The calculation of the amount of income or deficit by each partner group according to each tax law
is to get rid of issues which occur from applying differently on the same income in nature from the

partnership firm income for a resident, non-resident, domestic corporation or foreign corporation
who has different taxation structure for each.

® Value of Equity Shares
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The term “value of equity shares” is regarded as base amount for the taxable income computation,
external value of equity shares as Outside Basis or Interest Basis. This means a book value of
“equity shares in a partnership firm” held by partners for the purpose of taxation as “equity of
shares of the partnership firm” of each partner. This amount is to be adjusted continuously as per
the allocation of income amount or deficit amount in each business years. The adjusted value
amount of the equity share become a basis for of taxable income computation at the time of
transferring the equity shares in the partnership firm or distributing assets of the partnership firm
or allocation of deficits.

* Transferring the equity shares: the taxable income (capital gains) is to be calculated as the

transaction value exceeding value of equity shares

Distributing assets: the taxable income is to be calculated as the market value of the
distributed assets exceeding the value of stakes held by the partner
(distribution of the liquidation assets, the deficit presumed amount is
the market value of the distribution assets exceeding the value of equity
shares.)

Allocation of deficits: regarded as a Ceiling amount for the allocation of the deficit

(2) Overall Comments

The special taxation for partnership firms (Partnership Taxation) is simply to take the partnership
firm as a pass-through unlike other normal firms. The partnership firm is not to be taxed on the
generated income at the partnership level, instead, income generated by a partnership firm is
imputed to each partner and taxed at the individual partner level each.

In case of normal firm, the corporate tax is to be imposed at the level of firm, and the other profits
are paid to shareholders as dividend. The shareholder who is paid the dividend should include the
dividend income in shareholder's gross income or amount of income, and pay income tax or
corporate tax. At this time, the corporate tax imposed on the level of corporate taxation could be
partially deducted at the level of shareholder. But under the special taxation for partnership firms
applied, the tax burden is to be reduced as much as the unsolved amount of double taxation
problem at the level of shareholder of normal firm because no tax is imposed at the level of
corporate taxation.
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[Comparison of Taxation for Normal Firm vs Special Taxation for Partnership Firm]

Taxation for Normal Firm Special Taxation for Partnership Firm
Other
——p | Shareholder ——p | Partner | + | .
) income
Normal o Partnership -
. Dividend ) Income Allocation
firm firm
Other
——p | Shareholder ——p | Partner | + | .
Income
1 1 1 1 1
Taxable Taxable Non-taxable Taxable Deduction on
(Corporate (Income tax.Corporate tax) (Income tax.Corporate tax) the Other
tax) e Adjust the double taxation ® Adjust the double taxation income in
partly totally case the
deficit caused

The taxation could be neutral no matter what kind of business type is selected for partnership firm
as the partnership firm is recognized as an Entity for the calculation of income and filing. This

provides the opportunities for the free choice on the business type, private business or corporate
business.  This also enables partners to pay taxes in appropriate level with performance generated
from overall business operation, as the deduction could be made on the business income, etc. of
partner on the deficit allocated in case the partner of the partnership firm with deficit is a
corporation or an individual with business income when the type of partnership firm is unlimited
partnership company or limited partnership company.

The special taxation for partnership firm prescribed in the Restriction of Special Taxation Act applies
where the application for eligibility is filed for the special taxation for partnership firms to the head
of the competent tax office by the association established under the Civil Act or by the
Personengesellschaft including unlimited partnership company and limited partnership company
incorporated under the Commercial Act for the purpose of business running for profits with
investments of asset or labor from two or more persons. No corporate tax or income tax is to

be imposed at the level of taxation on the income generated from the partnership firm, but

those are to be imposed at the level of individual partner level as per the ratio of allocation

profits and losses. And the deficit of partnership firm which is allocated to each partner as

per the ratio of allocation profits and losses also could be deducted from the other income of

each partner.

And the Section 10-3 of Restriction of Special Taxation Act is to be applied in preference to the
provisions of respective tax-related Acts pertaining to the partnership firms eligible for the special
taxation for partnership firms and their partners. (Article 100-15 of Restriction of Special Taxation
Act)
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For the purpose of adjusting the double taxation on the income generated by partnership firms,
the partners have obligation to pay tax for income tax or corporate tax on the income
allocated by partnership firms while the partnership firms are exempted from income tax on the
individual income amount (domestic source income for the non-resident) or corporate tax on the
income amount from the business year and liquidation income.

But the partnership firms keep the obligations to pay withholding tax for employees, value
added tax, gross real estate tax for which the double taxation adjustments are not required.

<Summery>
Partnership Firm: not obligated to pay corporate tax and income tax

Partner: obligated to pay corporate tax and income tax on the income allocated

A. The income or deficit of a partnership firm should be calculated and allocated to each
partnership group which has same tax structure.

B. The tax base for corporate tax and income tax of the income or deficit allocated should be
calculated by partnership group. The deficit of partnership firm should be allocated to each
partner in the amount not exceeding the value of equity shares. The deficit allocated could be
deducted from the business income, etc. of partner.

C. The taxes related to the partnership firm, e.g. tax credits, tax amount reduced or exempted, the
tax withheld and additional tax, etc. should be calculated at the partnership firm level and
allocated to each partners. And the partners should deduct or add those taxes allocated when
the partners file and pay taxes.

2. Scope of Application (Article 100-15 Restriction of Special Taxation Act)

(1) Area for Application (Article 100-15-@, Enforcement Decree of the Restriction of Special Taxation
Act)

A partnership firm and its partner is eligible for the special taxation if such firm is an organization
falling under any of the following cases and files an application for eligibility. But a partner of a
partnership firm is ineligible, as a partnership firm, for the special taxation for partnership firms
(vertical double application is not allowed)

@ An association established under the Civil Act; (excluding an investment scheme in the form
of an association defined in Article 9 (18) 5 of the TFinancial Investment Services and Capital
Markets Act)
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@ A partnership firm and an undisclosed association established under the "Commercial Act,
(excluding a collective investment scheme in the form of an association and a collective
investment scheme in the form of an undisclosed investment association defined in Article 9
(18) 5 and 6 of the TFinancial Investment Services and Capital Markets Act)

® An unlimited partnership company and a limited partnership company incorporated under the
FCommercial Act; (excluding an investment limited partnership company defined in Article 9
(18) 4 of the TFinancial Investment Services and Capital Markets Act;, which is not a private
equity fund defined in subparagraph 7 of the same paragraph)

@ An organization similar to any organization listed above or an organization engaging mainly in
providing human resources services among the organizations in the list below.

A law firm or law cooperatives under Articles 40 and 58-18 of the TAttorney-at-Law Act,

2. A patent firm established under Article 6-3 of the TPatent Attorney Act, and Article 14 of the
Enforcement Decree of the same Act;

3. A labor affairs consulting firm established under Article 7-2 of the TCertified Public Labor
Attorney Act,

4. A joint judicial scriveners firm established under Article 33 of the TCertified Judicial Scriveners
Act

5. Any of the following firms or corporations that provide specialized personal services:
(@) A (limited) law firm established under Article 58-2 of the TAttorney-at-Law Act,
(b) A patent (limited) firm established under Article 6-12 of the TPatent Attorney Act,
(c) An accounting firm established under Article 23 of the TCertified Public Accountant Act,
(d) A tax accountant firm established under Article 16-3 of the "Certified Tax Accountant Act
(e) A customs broker firm established under Article 17 of the TLicensed Customs Broker Act

® A foreign corporation defined in Article 1-3 of the "Corporate Tax Act, or the organization
similar to an organization falling under the Article 1 ~ Article 4 defined non-juristic
organizations regarded as non-resident defined in article 2-3 in the TIncome Tax Act, which is
being applied as foreign organization (The domestic place for the business is regarded as
partnership firm and the special taxation for partnership firm is to be applied limited to the
imputed income to the domestic place for the business or income actually related with relevant
domestic place for the business.)

* The foreign organization means any of the following organizations

1. A foreign organization similar to an organization falling under Article 100-15 (1) 1 through 4 of
the Act (excluding an investment limited partnership company among the organizations
referred to in subparagraph 3)

2. A foreign organization running a business with a domestic place of business under Article 94 of
the Corporate Tax Act or Article 120 of the Income Tax Act

4
SElti,m- k” Eé! k” _IID_ tél ol_l Tel 82-02-854-2100, Fax 82-2-854-2120, http://www.taxoffice.co.kr



3. A foreign organization to which a system similar to the special taxation for partnership firms is
applied in a country where it was established (limited to a country with which the Republic of
Korea has entered into a tax treaty).

[Application Case of Article 100-15 (a) of Restriction of Special Taxation Act]

Horizontal Duplicate: allowed Vertical Duplicate: not allowed
e Partner B could benefits from the special taxation e Partner A who is partner of partnership firm AB could not
in duplicate as a partner for a partnership firm AB benefits from the special taxation in duplicate for a
and partnership firm BC. partnership firm which consists of partner A1 and A2

(2) Relations with other Tax Acts (Article 100-15-@ Restriction of Special Taxation Act)

The special taxation for partnership firms applies in preference to the provision of respective tax-

related Acts pertaining to the partnership firms eligible for the special taxation for partnership
firms and their partners.

(3) Duties of Partnership Firms and partners to Pay Taxes (Article 100-16 Restriction of Special
Taxation Act, Article 100-16 Enforcement Decree of the Restriction of Special Taxation Act)

@ Notwithstanding Article 2 (1) of the "Income Tax Act; and Article 2 (1) and (2) of the
FCorporate Tax Act,, partnership firms shall be exempted from the income tax or corporate
tax on the incomes referred to in Article 3 of the TIncome Tax Act; and the subparagraphs
of Article 3 (1) of the "Corporate Tax Act;.

@ Partners shall be liable to pay the income tax or corporate tax on the partnership firm's
income as allocated under Article 100-18 of the TRestriction of Special Taxation Act.
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® Where a domestic corporation benefits from the special provisions on taxation for

partnership firms, the domestic corporation (hereinafter referred to as "corporation
converted into a partnership firm") shall be liable to pay the amount calculated by
applying the tax rate under Article 55 (1) of the 'Corporate Tax Act; to the tax base
calculated, as prescribed by Presidential Decree, based on the amount of the liquidation
income by dissolution under Article 79 (1) of the "Corporate Tax Act, as corporate tax
(corporate tax on quasi-liquidation income).

A corporation converted into a partnership firm is required to file on corporate tax base and
tax amount on the quasi-liquidation income accompanied by the documents prescribed by
Ordinance of the Ministry of Strategy and Finance with the head of tax office having
jurisdiction over the place of tax payment.

1. Balance Sheet of the domestic corporation as of quasi-liquidation day
2. Reconciliation sheet of capital and reserve on tax purpose as of quasi-liquidation day

Corporate Tax on quasi-liquidation income

= (the value of remaining assets as of the end (quasi-liquidation day) of the business year
immediately preceding the first business year in which special taxation on partnership
firm applies to the relevant domestic corporation - Total amount of equity capital) x Tax
rate in Corporate Tax Act

* Value of remaining assets = total amount of assets - total amount of liabilities (except
evaluation marginal profit and loss, calculated based on the book value)

Total amount of equity capital = Capital + (Surplus - Balance of deficit carried forward
(Excess amount of Surplus to lapse) + Corporate Tax Refund)

@ A corporation converted into a partnership firm shall file a return on his/her tax base and tax

amount of the corporate tax on quasi-liquidation income to the head of a tax office having
jurisdiction over the place of tax payment by no later than three months after the ending
date of the business year immediately preceding the first business year in which it
benefitted from the special provisions on taxation for partnership firms.

® A corporation converted into a partnership firm shall pay the tax amount of the corporate

tax on quasi-liquidation income in at least the equal amount for three years from the
filing deadline under paragraph (4).

(3) Application for Eligibility for or Waiver of Special Taxation for partnership Firms (Article 100-17
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A. Application for Eligibility for Special Taxation for Partnership Firms

A firm which desires to become eligible for the special taxation for partnership firms should
submit the application to the head of the competent tax office before (within one month from
the start of the taxable year where it seeks such benefit from the taxable year in which the
establishment date of the enterprise falls if an enterprise is established) the start of the first
taxable year in which it intends to benefit from such special taxation to partnership firms.

(Example) In case a partnership firm established within Dec. 31, 2014 desires to become eligible
for the special taxation for partnership firms effective Jan. 1, 2015, the application is required to
be submitted by Jan. 31, 2015, within one month from the start day of the taxable year.

B. Application for Waiver of Special Taxation for Partnership Firms

A partnership firm eligible for the special taxation for partnership firms can waive such special
taxation. It should submit the application to the head of the competent tax office before the
start of the first taxable year in which it intends waive the special taxation to partnership firms.
But it is not allowed to waive the special taxation for partnership firms during the period of
time between the taxable year in which it benefits from the special taxation initially and the
taxable year that ends within four years from the first day of the taxable year immediately
following the aforementioned first taxable year.

@ This is to be applied only when the eligible partnership firm make an application
® The period is an obligatory period to prevent the tax evasion via the partnership firm's
arbitrary changes of the taxation method.

3. Calculation and Allocation of Income of Partnership Firms

(1) In principle, the ratio of allocation profits and losses reported should be applied for the

calculation and allocation of income of partnership firms. In this timing, the unitary ratio
should be applied. (i.e. the ratio of allocation profits and losses or ratio for each profit and
expense should not be applied differently). In case no agreed ratio of allocating profits and
losses exists, it should be pursuant to the ratio of equity shares.

(2) When any reason occurs because it is recognized that there is apprehension of tax evasion, the

ratio of allocating profits and losses of the immediately preceding taxable year is to be applied.

(3) In case the ratio of equity shares between partners of the special relationship exceeds 50% of

-

SELIM

the total amount of investment, the ratio of equity shares is required to be applied. (the ratio
of allocation profits and losses reported should be applied for the partner and the other)
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(4) When the relevant partnership firm is a private equity fund, the rate of distributing profits or the
rate of allocating losses decided in accordance with the rate, order, etc. determined by the
articles of incorporation, agreement or investment contract reported as the agreed ratio of
allocating profits and losses is to be applied irrespective of any apprehension of tax evasion.

(5) When the ratio of allocating profits and losses changes because a new partner is admitted into
the partnership firm or a partner withdraws from the partnership firm in the taxable year, the
ratio of allocating profits and losses of previous taxable year is to be applied only to the
partner group of no changes during the year. New allocation ratio of the income or loss
could be applied for the existing partner group and new partner group.

4. Deficit Allocation Limits and Allocation of the Deficit carried over

(1) The deficit of partnership firm should be allocated to each partner in the amount not exceeding
the value of equity shares held by each partner as of the end of the pertinent taxable year of
the partnership firm. The portion of the deficit exceeding the value of equity shares could be
carried over to, and allocated over the taxable years that end within ten years. The deficit
amount carried over could be allocated additionally within the extent of the deficit only when
the deficit of each taxable year of the partnership falls short of the value of equity shares.
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