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EDITORS’ NOTE

This special edition of Insights addresses the use of holding companies in Europe.  
The emphasis is on the tax benefits that may be obtained outside the U.S. for reve-
nue generated by a holding company in a way that does not run afoul of the anti-de-
ferral rules of U.S. tax law. 

For many years, it was sufficient for tax advisers to understand the scope of benefits 
that were available to holding companies in a particular country and the steps that 
were required to achieve the desired goals.  Often, the benefits reflected favorable 
rulings, special tax regimes, and lack of congruence in the way entities or transac-
tions were viewed under the tax laws of two or more countries.  All planning con-
tained a residual element, viz., the use of structures that allowed foreign profits to 
be permanently invested outside the U.S. for financial accounting purposes and that 
did not result in the loss of deferral for U.S. income tax purposes. 

The landscape has changed over the past three years: tax benefits derived from 
these arrangements have been vilified in the media, in parliamentary hearings, and 
by the O.E.C.D. and G-20 countries, through the B.E.P.S. Project.  Countries around 
the world are changing their laws in a frenzy to eliminate tax planning that was 
universally deemed to be acceptable in past years.  As a result, the use of holding 
companies as a tool for global planning now requires both a knowledge of local tax 
laws and a sensitivity to the use of planning tools that are not viewed as abusive 
under current standards. 

This edition of Insights examines the benefits that are obtainable in 15 European ju-
risdictions.  It also addresses the new reality that results from the B.E.P.S. Project of 
the O.E.C.D. and several initiatives of the European Commission that are intended 
to eliminate cross-border tax planning arrangements. The authors are leading tax 
lawyers in their respective countries and recognized experts on B.E.P.S. and the 
European Commission initiatives. 

We hope you enjoy this issue.

- The Editors
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INTRODUCTION
When a U.S. company acquires foreign targets, the use of a holding company struc-
ture abroad may provide certain global tax benefits.  The emphasis is on “global” 
because standard U.S. benefits such as deferral of income while funds remain off-
shore may not be available without further planning once a holding company derives 
dividends and capital gains. In addition, the operative term is “may provide” because 
of steps that have been taken by the Organization for Economic Cooperation and 
Development (“the O.E.C.D.”), the European Commission, and the European Par-
liament to impede tax planning opportunities that have been available to multina-
tional groups for many years.

If we assume the income of each foreign target consists of manufacturing and sales 
activities that take place in a single foreign country, no U.S. tax will be imposed until 
the profits of the target are distributed in the form of a dividend or the shares of the 
target are sold.  This is known as “deferral” of tax.  Once dividends are distributed, 
U.S. tax may be due whether the profits are distributed directly to the U.S. parent 
company or to a holding company located in another foreign jurisdiction.  Without 
advance planning to take advantage of the entity characterization rules known as 
“check-the-box,” the dividends paid by the manufacturing company will be taxable in 
the U.S. whether paid directly to the parent or paid to a holding company located in a 
third country.1  In the latter case, and assuming the holding company is a controlled 
foreign corporation (“C.F.C.”) for U.S. income tax purposes, the dividend income in 
the hands of the holding company will be viewed to be an item of Foreign Personal 
Holding Company Income, which generally will be taxed to the U.S. parent company 
or any other person that is treated as a “U.S. Shareholder” under Subpart F of the 
Internal Revenue Code.2

1 Section 301.7701-3(a) of the Income Tax Regulations.  If an election is made 
for a wholly-owned subsidiary, the subsidiary is viewed to be a branch of its 
parent corporation.  Intra-company distributions of cash are not characterized 
as Foreign Personal Holding Company Income, discussed later in the text.

2 There are exceptions to the general characterization of a dividend as an item 
of Foreign Personal Holding Company Income that might apply.  One re-
lates to dividends received from a related person which (i) is a corporation 
created or organized under the laws of the same foreign country as the re-
cipient C.F.C., and (ii) has a substantial part of its assets used in its trade 
or business located in that foreign country.  See Code §954(c)(3)(A)(i).   
For a temporary period of time, a look-through rule is provided in Code §954(c)
(6), under which dividends received by a C.F.C. from a related C.F.C. are treat-
ed as active income rather than Foreign Personal Holding Company Income to 
the extent that the earnings of the entity making the payment are attributable 
to active income.  This provision is regularly adopted for two-year periods after 
which it must be re-enacted.  The latest version was terminated at the conclu-
sion of 2014.
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BENEFITS OF HOLDING COMPANIES

Nonetheless, the use of a holding company can provide valuable tax-saving oppor-
tunities when profits of the target company are distributed.  

Historically, the use of a holding company could reduce foreign withholding taxes 
claimed as foreign tax credits by the U.S. parent.  This could be achieved through an 
income tax treaty, or in the case of operations in the E.U., through the Parent-Sub-
sidiary Directive.  This can result in substantial savings if the operating and tax 
costs of maintaining the holding company are significantly less than the withholding 
taxes being saved.  However, as will be described below, the E.U. has taken steps 
to modify the Parent-Subsidiary Directive so that it does not apply when the parent 
is in turn owned by a company based outside the E.U. and the structure is viewed 
to be abusive.

Although the foreign tax credit is often described as a “dollar-for-dollar reduction 
of U.S. tax” when foreign taxes are paid or deemed to be paid by a U.S. parent 
company, the reality is quite different.  Only taxes that are imposed on items of “for-
eign-source taxable income” may be claimed as a credit.3  This rule, known as “the 
foreign tax credit limitation,” is intended to prevent foreign income taxes from being 
claimed as a credit against U.S. tax on U.S. taxable income.  

The U.S., as with most countries that eliminate double taxation through a credit 
system, maintains that it has primary tax jurisdiction over domestic taxable income.  
It also prevents so-called “cross crediting,” under which high taxes on operating 
income may be used to offset U.S. tax on lightly-taxed investment income.  

For many years, the limitation was applied separately with regard to eight different 
categories of baskets of income designed to prevent the absorption of excess for-
eign tax credits by low-tax foreign-source income.  In substance, this eviscerated 
the benefit of the foreign tax credit when looked at on an overall basis.  The problem 
has since eased because the number of foreign tax credit baskets has been re-
duced from eight to two: passive and general.

The benefit of the foreign tax credit is reduced for dividends received from foreign 
corporations that, in the hands of the recipient, benefit from reduced rates of tax in 
the U.S.  A portion of foreign dividends received by U.S. individuals that qualify for 
the 0%, 15%, or 20% tax rate under Code §1(h)(11)(B)(i) are removed from the nu-
merator and denominator of the foreign tax credit limitation to reflect the reduced tax 
rate.4  This treatment reduces the foreign tax credit limitation when a U.S.-resident 
individual receives both qualifying dividends from a foreign corporation and other 
items of foreign-source income within the same basket that are subject to ordinary 
tax rates.

As a result, a U.S.-based group must determine the portion of its overall taxable 
income that is derived from foreign sources, the portion derived in each “foreign 
tax credit basket,” and the portion derived from sources in the U.S.  This is not an 
easy task, and in some respects, the rules do not achieve an equitable result from 
management’s viewpoint.

3 Code §904(a).
4 Code §§1(h)(11)(C)(iv) and 904(b)(2)(B).

“Although the 
foreign tax credit is 
often described as 
a ‘dollar-for-dollar 
reduction of U.S. tax’ 
when foreign taxes 
are paid or deemed 
to be paid by a U.S. 
parent company, 
the reality is quite 
different.”
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ALLOCATION AND APPORTIONMENT 
REGULATIONS AND SELF-HELP OPTIONS

U.S. income tax regulations require expenses of the U.S. parent company to be 
allocated and apportioned to all income, including foreign dividend income.5  The 
allocation and apportionment procedures set forth in the regulations are exhaustive 
and tend to maximize the apportionment of expenses to foreign-source income.  For 
example, all interest expense of the U.S. parent corporation and the U.S. members 
of its affiliated group must be allocated and apportioned under a set of rules that al-
locates interest expense on an asset-based basis to all income of the group.  Direct 
tracing of interest expense to income derived from a particular asset is permitted 
in only limited circumstances.  Research and development expenses, stewardship 
expenses, charitable deductions, and state franchise taxes also must be allocated 
and apportioned.  These rules tend to reduce the amount of foreign-source taxable 
income in a particular category and may even eliminate that category altogether.  
The problem is worsened by carryovers of an overall foreign loss account.6  This is 
an “off-book” account that arises when expenses incurred in a particular prior year 
are allocable and apportionable to foreign-source income and those expenses ex-
ceed the amount of foreign-source gross income of the year.  Where that occurs, the 
loss is carried over to future years and reduces the foreign-source taxable income 
of the subsequent year.

The pressure that has been placed on full use of the foreign tax credit by a U.S.-
based group has resulted in several public companies undergoing inversion transac-
tions.  In these transactions, shares of the U.S. parent company that are held by the 
public are exchanged for comparable shares of a newly-formed offshore company 
to which foreign subsidiaries are eventually transferred.  While the share exchange 
and the transfer of assets may be taxable events, the identity of the shareholder 
group (i.e., foreign persons or pension plans) or the market value of the shares (i.e., 
shares trading at relatively low values) may eliminate actual tax exposure in the 
U.S.  Thereafter, the foreign subsidiaries are owned directly or indirectly by a foreign 
parent corporation organized in a tax-favored jurisdiction and the foreign tax credit 
problems disappear.

ANTI- INVERSION RULES

This form of “self-help” is no longer available as a result of the inversion rules of 
Code §7874.  In some circumstances, Code §7874 imposes tax on inversion gains 
that cannot be reduced by credits or net operating loss carryforwards.  In other 
circumstances, Code §7874 treats the foreign corporation as if it were a U.S. cor-
poration.  In Notice 2014-52, the I.R.S. described regulations it intends to issue 
that will address transactions structured to avoid the purposes of Code §§7874 
(involving inversion transactions), 367 (involving reorganizations or spin-offs), and 
956 (investments in U.S. property by a C.F.C.).

• Regarding Code §7874, the regulations will disregard certain stock of a foreign 
acquiring corporation that holds a significant amount of passive assets.  The 
potential abuse is that because the passive assets reflect an asset-stuffing 

5 Treas. Reg. §§1.861-8 through 17.
6 Code §904(f).
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transaction in the acquiring company, it has the effect of avoiding the triggers 
for the application of the anti-inversion provisions.

• Also regarding Code §7874, the regulations will provide guidance on the
treatment of certain transfers of stock of a foreign acquiring corporation
through a spin-off or otherwise that occur after an acquisition.

• Regarding Code §§7874 and 367, the regulations will provide guidance for
disregarding certain distributions that are not made in the ordinary course
of businesses.  Again, because the potential abuse is that the distribution
reduces the assets in the U.S. entity, it has the effect of avoiding the triggers
for the application of the anti-inversion provisions.

• Regarding Code §956, the regulations will prevent the avoidance of the
investment in U.S. property rules when a C.F.C. acquires obligations of or
equity investments in the new foreign parent corporation or certain foreign
affiliates.

• Regarding Code §956, the regulations will target the investment of pre-in-
version earnings and profits of a C.F.C. through a post-inversion transaction
that terminates the C.F.C. status of foreign subsidiaries or that substantially
dilutes a U.S. shareholder’s interest in those earnings and profits.

• Finally, regarding Code §956, the regulations will limit the ability of a group to
remove untaxed foreign earnings and profits of C.F.C.’s through related-party
stock sales subject to Code §304 (which converts a stock sale of controlled
stock into a dividend payment).

In May 2015, the Treasury Department released for public comment draft updates to 
the U.S. Model Income Tax Convention (the “U.S. Model”), which serves as the ba-
sic document that the U.S. submits when negotiating an income tax treaty.  Among 
other things, the draft provisions propose to reduce the tax benefits that may be 
enjoyed by an expatriated group by imposing full withholding taxes on key payments 
such as dividends, interest, and royalties made by “expatriated entities” as defined 
under the Internal Revenue Code.  This goes to the heart of the bargain between 
the U.S. and its treaty partners, because the full withholding tax reduces the tax in 
the country of the recipient.

In Notice 2015-79, the I.R.S. outlined forthcoming guidance on corporate inversions 
in response to perceived abuse.  The abusive plans and the I.R.S. responses in-
clude the following:

• Manipulating Substantial Activity Rules.  The I.R.S. is aware of transactions
in which a taxpayer asserts that the expanded affiliated group (“E.A.G.”) has
substantial business activities in the relevant foreign country, but the foreign
acquiring corporation is not subject to income taxation in the relevant foreign
country as a resident.  According to the I.R.S., this is abusive.

• Third Country Transactions.  The I.R.S. is aware that certain acquisitions in
which a domestic entity combines with an existing foreign corporation are
structured by establishing a new foreign parent corporation with a tax resi-
dence that is different from that of the existing foreign corporation.  In these
transactions, the stock or assets of the existing foreign corporation are ac-
quired by the new third-country parent and the U.S. shareholder group owns

http://www.ruchelaw.com
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less than 80% of the parent in the third country.  The I.R.S. is concerned that 
a decision to locate the tax residence of a new foreign parent corporation 
outside of both the United States and the jurisdiction in which the existing 
foreign corporation is tax resident generally is driven by abusive tax planning.

• Disregard of Stock Transferred in Exchange for Nonqualified Property.  Stock
of the foreign acquiring corporation that is sold in a public offering related to
the acquisition is excluded from the denominator of the ownership fraction.
Disqualified stock includes stock of the foreign acquiring corporation that is
transferred in exchange for “nonqualified property.”  Nonqualified property
includes (i) cash or cash equivalents, (ii) marketable securities, (iii) certain
obligations, and (iv) any other property acquired with a principal purpose of
avoiding the anti-inversion rules.  The I.R.S. is concerned that some taxpay-
ers are narrowly interpreting the definition of avoidance property, contending
that it is limited to stock that is used to transfer indirectly specified nonquali-
fied property to the foreign acquiring corporation.

• Post-Acquisition Transactions.  The I.R.S. is concerned that certain indirect
transfers of stock or other property by an expatriated entity, rather than direct
transfers by the expatriated entity itself, have the effect of removing foreign
operations from the U.S.’s taxing jurisdiction.  This is because under current
law, the income from these indirect transfers is not inversion gain.  Conse-
quently, attributes can be used to reduce the tax.

• Code §1248 Toll Charges.  Current §367(b) regulations require a shareholder
that exchanges stock in a transaction which results in a loss of C.F.C. status
and future exposure under Code §1248 to include the Code §1248 amount in
its income as a deemed dividend.  The I.R.S. is concerned that the toll charge
is not a sufficient deterrent.

On April 4, 2016, the Treasury Department issued a third round of new rules under 
Code §7874 aimed at halting the wave of inversions that have allowed U.S.-owned 
multinational groups to restructure their global organization in order to lower U.S. 
taxes.  The Treasury sought to close down a planning strategy used by some foreign 
companies in which multiple acquisitions of unrelated U.S. target corporations are 
made over time.  This strategy allowed the foreign companies to avoid the applica-
tion of §7874, since each acquisition was analyzed on its own.7  The prevention of 
this strategy is accomplished under a multiple domestic entity acquisition rule set 
forth in Treas. Reg. §1.7874-8T.8

The Treasury was concerned that certain taxpayers were targeting foreign corpo-
rations with a value that was attributable to substantial passive assets rather than 
business assets. Treas. Reg. §1.7874-7T incorporates a rule that identifies certain 
foreign corporation stock which has substantial value and is attributable to passive 
assets.  When triggered, this rule will skew the ownership fraction in the direction of 
the former shareholders of the domestic acquired corporation so that Code §7874 
may apply.

A so-called “anti-skinnying” rule of the First Notice would disregard any non-ordinary 

7 T.D. 9761, Explanation of Provisions, I(B)(3). (April 8, 2016). Treas. Reg.
§1.7874-12T(a)(17).

8 Treas. Reg. §1.7874-8T(b).
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course distribution (“N.O.C.D.”) made by the domestic entity during the 36-month 
period ending on the acquisition date.9

Other rules apply Code §§956, 367, and 304 in a manner that imposes tax on typical 
transactions that occur after an inversion.

FAVORABLE TAX BENEFITS THROUGH PROPER 
USE OF HOLDING COMPANIES

In this universe, the combination of foreign taxes imposed on the income earned by 
a subsidiary and the withholding taxes imposed on the distribution of dividends may 
generate foreign tax credits in excess of the foreign tax credit limitation.  Dividend 
withholding taxes represent true costs for the offshore parent company, because 
of its location in a tax-favored jurisdiction.  Intelligent use of a holding company 
structure may eliminate or reduce the withholding tax imposed on the distribution of 
foreign profits.  To illustrate, most countries impose a withholding tax on dividends 
paid to foreign persons.  Historically, the rate was often in the range of 25% to 30% 
when treaty relief was not available, and reduced to as little as 5% – in some in-
stances nil – when a subsidiary paid a dividend to its parent corporation resident in a 
treaty jurisdiction.  Other dividends are often subject to withholding tax of 15% under 
a treaty.  Dividend withholding tax is eliminated entirely in the case of dividends paid 
from a subsidiary resident in the E.U. to a parent company that is also resident in 
the E.U., assuming that no abuse is viewed to be present in the corporate structure.  
If the U.S. does not have an income tax treaty in place with a particular foreign 
country, dividends paid by a subsidiary resident in that country may be reduced or 
eliminated if the dividend is paid to a holding company located in a favorable juris-
diction.  A jurisdiction is favorable if the withholding tax paid on dividends received 
by the holding company and the withholding tax imposed on dividends paid by the 
holding company are low or nil and relatively little income tax is paid on the receipt 
of intercompany dividends or on gains from the disposition of shares of a subsidiary.

For multinational groups held by fiscally transparent entities in the U.S., such as 
L.L.C.’s, the maximum rate of U.S. tax for non-corporate members, such as individ-
uals and nongrantor trusts, is 20%.  In addition, dividends or inclusions of income 
under Subpart F or the passive foreign investment company (“P.F.I.C.”) rules are 
subject to the U.S. “net investment income tax.”10  The tax is imposed at the rate 
of 3.8% on the net investment income, or if lower, the excess of the individual’s 
modified adjusted gross income11 over a threshold amount varying from $125,000 to 
$200,000, depending on the individual’s filing status.  Net investment income con-
sists of certain passive income reduced by allocable deductions.  Passive income 
includes gross income from dividends.  It also includes passive income in the form 
of interest, annuities, royalties, rents, and other gross income if the gross income  

9 Treas. Reg. §1.7874-7T(h).  Because it is a temporary regulation, this regula-
tion expires in three years.

10 Code §1411.
11 Modified adjusted gross income is the individual’s adjusted gross income in-

creased (if applicable) by the excess of the individual’s foreign earned income 
over the deductions, exclusions, or credits, including foreign tax credits, alloca-
ble to the foreign-earned income and not allowed as a deduction in calculating 
adjusted gross income.  Code §1411(d).

“Dividend 
withholding taxes 
represent true costs 
for the offshore 
parent company, 
because of its 
location in a  
tax-favored 
jurisdiction.”
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is derived either from a trade or business in which the U.S. individual does not 
materially participate or from a trade or business of trading in financial instruments 
or commodities.  Net investment income also includes net gain attributable to the 
disposition of property held in one of those two types of trade or business activities.  
Regulations address the application of the 3.8% tax in the case of U.S. individual 
shareholders in C.F.C.’s or P.F.I.C.’s by providing that the tax may be imposed either 
at the time of the income inclusion or a subsequent time when cash is received.12

In the European context, many countries have tax laws that provide favorable in-
come tax treatment for intercompany dividends paid across borders.  Among these 
countries are Luxembourg, Denmark, Switzerland, England, Belgium, Spain, Cy-
prus, and the Netherlands.  In Ireland, the tax rate is extremely low for trading profits 
of Irish corporations.  Dividends received by Irish corporations out of earnings of 
foreign subsidiaries that arise from trading activities may be exempt from tax.  The 
rules in place cause these jurisdictions to be popular locations for the formation of 
a holding company by a U.S.-based group.  Often, however, these countries have 
other provisions that may be considered less favorable to a holding company.  Cap-
ital tax imposed on the issuance of shares and stamp tax on the transfer of shares 
are examples of unfavorable provisions.  Other countries that have certain favorable 
features include Austria, France, and Germany, although none is typically thought of 
as a holding company location.

EUROPEAN ATTACKS ON CROSS-BORDER 
HOLDING COMPANIES AND TAX PLANNING

Tax benefits claimed by holding companies in Europe are now regularly challenged 
by the tax authorities in the European countries where the paying companies are 
resident.  The challenges are directed at the substance of the holding company.  
Questions frequently asked include whether the holding company has payroll costs, 
occupancy costs, and local management that is involved in day-to-day decision-mak-
ing.  In some instances, the capital structure of the holding company is queried.  For 
a U.S.-based group that has little tolerance to tax risk, these challenges suggest that 
it is prudent for a holding company to have more than tax residence in a particular 
country – it should conduct group functions in that country and be ready to provide 
evidence of the activities performed.  These challenges within Europe should be 
compared with the approach to substance that is found in the limitation on benefits 
articles of U.S. income tax treaties.  Objective standards are often provided under 
which substance is judged.  In addition, active business activities of a group mem-
ber can be attributed to related parties.  In particular, the active trade or business 
provision of most limitation on benefits articles allows intermediate holding compa-
nies to be viewed as active participants in a business if they own at least 50% of a 
subsidiary or a partnership that has active business operations.  These provisions 
eliminate intra-European challenges of tax authorities and may incentivize direct 
investment.

Substance is also a key concern in the report on base erosion and profit shifting 
(“B.E.P.S.”) published by the O.E.C.D.13  The report was commissioned by the G-20.  

12 Treas. Reg. §1.1411-10.
13 “Addressing Base Erosion and Profit Shifting,” Organization for Economic Co-

operation and Development, February 12, 2013.
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It concludes that data in several studies indicates an increased disparity between 
(a) the location of actual business activities and investment and (b) the jurisdiction 
where the resulting profits are reported for tax purposes.

The report sets out how current cross-border taxation rules may create B.E.P.S. 
opportunities, thereby resulting in a reduction of the share of profits associated 
with substantive operations.  It also emphasizes how changes in global business 
practices are ahead of current international tax standards, with a special focus on 
intangibles and the digital economy.  The report identifies (i) a need for increased 
transparency on the effective tax rates of multinational enterprises and (ii) the ex-
istence of key pressure areas as far as B.E.P.S. is concerned.  They include (i) 
international mismatches in entity and instrument characterization, (ii) application 
of treaty concepts to profits derived from the delivery of digital goods and services, 
(iii) the tax treatment of related party debt-financing, (iv) captive insurance and other 
intra-group financial transactions, (v) certain aspects of generally recognized trans-
fer pricing rules, (vi) the effectiveness of anti-avoidance measures, and (vii) the 
availability of harmful preferential regimes.

The report concludes that a set of comprehensive, global, internationally-coordinat-
ed action plans should be developed and adopted by O.E.C.D. member countries 
and G-20 nonmember countries to effectively address the identified problem areas.  
The O.E.C.D. governments are particularly committed to the development of pro-
posals to implement this action plan.  Many U.S.-based multinational groups fear 
that the proposals will overturn arm’s length principles that have been recognized 
internationally for many years.14

While the B.E.P.S. Report has no legal authority, it indicates how the issue could be 
addressed in examinations by tax authorities in Europe and in legislation already in 
the pipeline in several countries.  Consequently, the B.E.P.S. Report must be con-
sidered before setting up a foreign holding company, with particular attention being 
given to the three tax planning structures identified in the report.15  To illustrate, in 
a press release dated June 20, 2014, regarding a meeting of the Council of Eco-
nomic and Finance Ministers (“E.C.O.F.I.N.”), an agreement was announced in the 
Parent-Subsidiary Directive (“P.S.D.”) designed to eliminate the exemption enjoyed 
by parent companies for dividends paid by subsidiaries when the subsidiary claims 
a deduction for the payment. As will be discussed in the various following chapters 
of this article, E.U. Member States have implemented the change to the P.S.D. in 
2016.

The B.E.P.S. Report reflects a view that is now generally accepted by tax authorities 
on a global basis.  Taxation should not be viewed as an expense.  Rather, it reflects 
a partnership profit-sharing arrangement between governments and businesses.  
When schemes with no substance are followed to deprive the governments of their 
“profit share,” businesses may conclude that proper tax planning practices have 
been followed for the benefit of their investors and governments may conclude that 
they are the victims of theft.

14 Declaration on Base Erosion and Profit Shifting, Meeting of the OECD Council 
at Ministerial Level, Paris, May 29-30, 2013.

15 “Addressing Base Erosion and Profit Shifting,” Annex C – Examples of MNE’s 
tax planning structures, Organization for Economic Cooperation and Develop-
ment, February 12, 2013.

“While the B.E.P.S. 
Report has no legal 
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how the issue could 
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Also at issue are attacks on cross-border transactions that arise within the E.U.  In 
particular, challenges have been raised based on concepts of State Aid, transpar-
ency, and common reporting standards proposed by the European Commission.  At 
surface level, tax planning has rarely been viewed to be an item of unfair State Aid 
that violates basic rules of the E.U.  That is about to change, as mechanisms direct-
ed at combatting unfair financial support are being aimed at multinational groups 
with regard to transactions in prior years.  This initiative will be supplemented by in-
formation reporting designed to promote pan-European information exchange, both 
as to bank balances and “sweetheart” tax rulings.

PATH FORWARD

The balance of this paper examines challenges now faced by tax planners and the 
tax treatment of holding companies in each of the foregoing jurisdictions.  The goal 
is to determine whether the country provides tax treatment – alone or in conjunction 
with a second jurisdiction – that makes the formation of a holding company attractive 
to a U.S.-based group of companies.  Of course, in today’s world, the tax benefits 
must be seen as non-abusive; if not, the anticipated tax benefit may be ephemeral. 
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B.E.P.S. AND HOLDING COMPANIES

BACKGROUND

The B.E.P.S. Project is the name for today’s most conceptually dense international 
tax reform proposal, and behind the acronym lies the hidden meaning of base ero-
sion and profit shifting.  

This project marks a sea change for some and the dawn of an improved system of 
international tax justice for others, especially academics and tax authorities.  The 
B.E.P.S. Project derives from the meeting of government finance ministers and 
central bank governors from 20 major economies (the “G-20”) in Moscow in 2013.  
The accompanying communiqué1 pointed out that globalization had damaged many 
states’ core sovereignty, i.e., their capacity to legitimately levy a compulsory tax on 
income produced by their residents.  

As observed later in 2013 by the O.E.C.D., the interaction of independent sets of 
rules enforced by sovereign countries creates friction, including potential double 
taxation for corporations operating in several countries, and it can also create gaps 
in cases where corporate income is not taxed at all, either by the country of source 
or the country of residence, or is only taxed at nominal rates.2

Even if the development of bilateral tax treaties can solve the problem of double 
taxation, it is clear that gaps still remain at present.  Recent cases of tax evasion 
by large multinational enterprises (“M.N.E.’s”), and the international financial crisis, 
made states eager to prevent practices that enable B.E.P.S., and citizens have also 
become more sensitive to tax fairness issues.

Consequently, the G-20 mandated that the O.E.C.D. develop an action plan to ad-
dress the B.E.P.S. issues and propose solutions.   In particular, the action plan was 
intended to provide states with domestic and international instruments with which 
they may address these anticompetitive practices by M.N.E.’s and restore a sense 
of legitimacy in the source of taxation.

B.E.P.S. ACTION PLAN

On July 19, 2013, the O.E.C.D. published the B.E.P.S. Action Plan,3 addressing 
perceived flaws in international tax rules and transfer pricing rules, which were 

1 Communiqué of February 16, 2013.
2 O.E.C.D., Action Plan on Base Erosion and Profit Shifting, (Paris: O.E.C.D. 

Publishing, 2013).
3 Id.

The author would like to 
acknowledge the contributions of 
Alexandra Clouté, Guilhèm Becvort 
and Elodie Schmidt, also of Arendt 
& Medernach, in the preparation of 
this section.
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previously studied in a report released in February 2013.4  The B.E.P.S. Action Plan 
proposed 15 measures to combat various forms of B.E.P.S.  Adding to the February 
report, the Action Plan identifies elements of concern in relation to double nontax-
ation or low taxation and proposes concrete actions with deadlines for compliance.

The actions are organized around three main pillars:

• Coherence of corporate tax at the international level

• Substance and realignment of taxation

• Transparency coupled with certainty and predictability

Aside from these pillars, the B.E.P.S. Action Plan also calls for the redressing of 
harmful practices in the digital economy and for the development of a multilateral 
instrument to implement the foregoing measures.

 

 

Overall, the Action Plan sets out how current cross-border taxation rules may create 
opportunities for B.E.P.S., thereby resulting in a reduction of tax.

As an initial response, the O.E.C.D. Committee on Fiscal Affairs adopted a first set 
of seven reports and recommendations, which it published on September 16, 2014.  
This work reflected the view that different stakeholders must participate in the initia-
tive.  Developing countries and other nonmember economies of the O.E.C.D. and 
G-20 were consulted at numerous meetings and forums.  In addition, business rep-
resentatives, trade unions, banks, academics, and civil society organizations were 
given the opportunity to express themselves by commenting on discussion papers 
published by the O.E.C.D.

On October 5, 2015, the O.E.C.D. delivered a final package of 13 reports (the “Final 
Recommendations”), including the 2014 reports, to members and the G-20.

Endorsed unanimously by the G-20 during their November 2015 meeting, the Final 
Recommendations contain the following set of guidelines:

4 O.E.C.D., Addressing Base Erosion and Profit Shifting, (Paris: O.E.C.D. Pub-
lishing, 2013).
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• Action Item 1: Addressing the Tax Challenges of the Digital Economy

• Action Item 2: Neutralizing the Effects of Hybrid Mismatch Arrangements

• Action Item 3: Designing Effective Controlled Foreign Company Rules

• Action Item 4: Limiting Base Erosion Involving Interest Deductions and Oth-
er Financial Payments

• Action Item 5: Countering Harmful Tax Practices More Effectively, Taking 
into Account Transparency and Substance

• Action Item 6: Preventing the Granting of Treaty Benefits in Inappropriate 
Circumstances

• Action Item 7: Preventing the Artificial Avoidance of Permanent Establish-
ment Status

• Action Items 8-10: Aligning Transfer Pricing Outcomes with Value Creation

• Action Item 11: Measuring and Monitoring B.E.P.S.

• Action Item 12: Mandatory Disclosure Rules

• Action Item 13: Guidance on Transfer Pricing Documentation and Coun-
try-by-Country Reporting

• Action Item 14: Making Dispute Resolution Mechanisms More Effective

• Action Item 15: Developing a Multilateral Instrument to Modify Bilateral Tax 
Treaties

As described in the explanatory statement released with the Final Recommenda-
tions, these measures range from new minimum standards (e.g., Action Item 5, 
Action Item 6, Action Item 13, and Action Item 14) to revision of existing standards 
(e.g., Action Items 8-10 and Action Item 7), common approaches which will facilitate 
the convergence of national practices (e.g., Action Item 2, Action Item 3, Action Item 
4, and Action Item 12), and guidance for the implementation of best practices (e.g., 
Action Item 1, Action Item 11, and Action Item 15).5

Compliance with the minimum standards will be subject to peer review by O.E.C.D. 
members and the G-20 in accordance with a more in depth framework, which is yet 
to be conceived.

Despite constituting soft law, the Final Recommendations are in the process of im-
plementation by the G-20, European countries, and others.

REFLECTING A SEA CHANGE IN ACCEPTABLE 
TAX PLANNING

The B.E.P.S. Project demonstrates the passage from a system highlighted by in-
dividual competition among states for the greater good of one state to a system of 
international cooperation that reflects fiscal harmony, rather than abusive practices 

5 O.E.C.D., Explanatory Statement, (Paris: O.E.C.D. Publishing, 2015).

“The B.E.P.S. 
Project is the name 
for today’s most 
conceptually dense 
international tax 
reform proposal, and 
behind the acronym 
lies the hidden 
meaning of base 
erosion and profit 
shifting.”
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by certain operators.  Cynics might say that the change is one in which smaller 
economies that thrived on arrangements to reduce tax in other countries will be 
required to reshape their economies to focus on more productive endeavors.

In calling for an internationally coordinated response, the B.E.P.S. Project requires 
support from each state at the domestic level.   Each state retains its fiscal sov-
ereignty and is free to apply the measures proposed by the O.E.C.D. on differ-
ent terms, as long as it does not go against its international legal commitments.  
Thus, an adjustment period may be required in order to renegotiate tax treaties or 
to amend domestic law.  At the same time, the O.E.C.D. is developing a mandate 
through Action Item 15 to call for an international conference which will develop a 
multilateral convention to amend the network of existing bilateral tax treaties all at 
once.  A discussion draft under Action Item 15 was announced on May 31, 2016, 
seeking comments on ways to address technical challenges in drafting a multilateral 
instrument that would override the terms of existing treaties that conflict with various 
actions.  The comment period is 30 days from the announcement of the discus-
sion draft.  Commentators have been asked to focus solely on technical issues of 
implementation and on issues related to the development of a mutual agreement 
procedure (“M.A.P.”) arbitration provision. 

Even though the Final Recommendations have no binding legal authority, they re-
flect a global consensus as to best practices, and for that reason, they may be 
relied on by tax authorities when challenging certain transactions or arrangements 
as abusive.  Consequently, the real impact of the B.E.P.S. Project may already exist, 
even if national measures have not yet been fully implemented.

EFFECTS ON HOLDING COMPANY STRUCTURES

In this respect, M.N.E.’s that use single purpose holding companies in global struc-
tures should be mindful of the B.E.P.S. Action Plan.  The ground rules under which 
plans were proposed and implemented in the past may not provide useful guidance 
in the future.

The B.E.P.S. Project affects the fiscal engineering surrounding the different levels 
of involvement of a typical holding structure, and especially around holding compa-
nies, financing holding companies, and I.P. holding companies. 

The B.E.P.S. Actions described below present the uses of B.E.P.S by holding com-
panies in every form and indicate how the O.E.C.D. intends through its work to 
tackle such practices.

B.E.P.S ACTION 2: HYBRID MISMATCH

Focus

Action Item 2 of the B.E.P.S. Action Plan focuses on hybrid mismatch arrangements 
frequently used by holding companies.  The principle of such arrangements is to 
exploit differences in the taxation of financial instruments or entities between two 
or more countries.  In other words, the differences in the tax treatment under two or 
more tax jurisdictions can produce a mismatch in tax outcomes that have the effect 
of reducing or eliminating the aggregate tax burden of the parties to the arrange-
ment.
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Three types of hybrid arrangements fall within the scope of Action Item 2:

• Hybrid financial instruments, mostly instruments treated differently in two ju-
risdictions (e.g., equity in one country, debt in another)

• Hybrid transfers, mostly when they are treated as to their form in one country 
and their economic substance in another jurisdiction

• Hybrid entities, for entities treated either as taxable entities or transparent 
ones

In the Final Recommendations, the O.E.C.D. confirmed the guidelines set out in its 
intermediary report presented in 2014. 

As a result, two basic mismatched tax outcomes are distinguished:

• An outcome involving a deduction in one country with no inclusion of income 
in another country (“D./N.I.”)

• A double deduction outcome in which one payment is deductible in two or 
more jurisdictions while the income is taxed only once or not at all (“D.D.”)

Another version of the D./N.I. outcome was addressed under which a stranger to 
an intercompany transaction is imported into the arrangement to obtain a deduction 
that offsets unrelated income.  This is the so-called “imported mismatch arrange-
ment” and involves the use of a plain vanilla financial instrument that benefits the 
unrelated party.

Illustrative Fact Patterns

For the purpose of this section and due to the broad scope of Action Item 2, only a 
few examples of hybrid mismatch arrangements will be presented.  Typical hybrid 
mismatches that lead to a D./N.I. outcome are illustrated by structures involving 
hybrid financial instruments.  The instrument is treated as debt in the issuer’s coun-
try of residence and as equity in the holder’s country.  The issuer of the instrument 
treats its payment as deductible interest and the payee/holder treats the payment 
as a tax-exempt dividend.

Another example of hybrid mismatch can be found in arrangements with payment 
to reverse hybrid entities.  Such entities are treated as tax transparent in one juris-
diction and as opaque in another.  By way of illustration, a company that is resident 
in Country A owns all the issued and outstanding shares in a subsidiary resident in 
Country B.  The subsidiary was formed under the laws of Country B.  The subsidiary 
is tax transparent under Country B’s laws but is regarded as a separate taxable en-
tity under the laws of Country A.  Company C, residing in Country C, borrows money 
from the subsidiary and makes an interest payment under the loan.  The payment is 
deductible under Country C’s tax law but is not included in income under the laws of 
either Country A or B.  Each of those countries treats the income as being derived 
by a resident of the other jurisdiction.6

A third example of a hybrid mismatch transaction involves the payment made by 
a hybrid entity.  In this scenario, the payer is usually tax transparent under the law 

6 O.E.C.D., Neutralising the Effects of Hybrid Mismatch Arrangements, (Paris: 
O.E.C.D. Publishing, 2014).
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of the jurisdiction of its parent or investor, but not in its own jurisdiction.  By way of 
illustration, Company A, a resident in Country A, owns all the issued and outstand-
ing shares in Company B, a resident in Country B.  Under the laws of Country A, 
Company B is viewed to be a branch of Company A.  The tax transparent subsidiary 
borrows from Company A and pays interest on the loan.  The loan is ignored under 
the laws of Company A.  Because Company B is the parent of a consolidated group 
in Country B, the interest paid to Company A gives rise to a deduction that reduces 
the income of the Company B group.  Nonetheless, there is neither income nor tax 
in Country A because the loan and the interest are treated as an internal transaction 
that is disregarded for the purposes of Country A law.

Recommended Action

In order to combat each of these hybrid mismatch outcomes, the report provides 
two sets of recommendations.  One provides recommendations for domestic tax 
and the other provides recommendations for changes to the O.E.C.D. Model Tax 
Convention.

With respect to the domestic rules, the report recommends a denial of deductions 
in the country of the payer of the interest as the primary rule, and if the primary rule 
is not adopted in the relevant country, the imposition of tax in the country of the 
recipient as a secondary rule.  In practice, when two jurisdictions are involved in a 
hybrid mismatch arrangement, the primary rule should determine which of the two 
jurisdictions ensures that tax is collected.  In the event the jurisdiction of the payer 
has not introduced relevant hybrid mismatch legislation, the jurisdiction of the recip-
ient should be entitled to rely on the secondary rule to neutralize the mismatch.  Ad-
ditionally, the report recommends improving controlled foreign corporation (“C.F.C.”) 
rules and the limitation of the tax transparency of reverse hybrids.  In addition, the 
report advocates the implementation of rules that will adjust the tax outcome in one 
jurisdiction and align them with tax consequences in another.

As to treaty language, the report sets out a range of recommendations for changes 
to the O.E.C.D. Model Tax Convention to ensure that hybrid instruments and entities 
(as well as dual resident entities) are not used to obtain the benefits of treaties undu-
ly.  It is suggested that a new provision and detailed commentary should be included 
to ensure that the income of transparent entities is treated, for the purposes of the 
Convention, in accordance with the new international standards. 

The implementation of anti-hybrid mismatch measures which have already been 
undertaken in Europe through amendments to the Parent-Subsidiary Directive 
(“P.S.D.”)7 and may lead to disadvantageous situations for some taxpayers.   

B.E.P.S. ACTION 3: DRAFTING EFFECTIVE 
CONTROLLED FOREIGN COMPANY RULES8

Focus

The objective of the C.F.C. rules is to avoid or neutralize cases where groups or 

7 Directive 2014/86/E.U. of July 8, 2014.
8 O.E.C.D., Designing Effective Controlled Foreign Company Rules, Action 3 – 

2015 Final Report, (Paris: O.E.C.D. Publishing, 2015).
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individuals create affiliates that may be established wholly or partly for tax reasons 
in other jurisdictions in order to be repositories of diverted income.  In other words, 
the aim of the C.F.C. rules is to avoid the shift of income by ensuring that profits 
remain in the taxable base of the controlling entity in relation to the C.F.C.  

In this context and on a consolidated basis, the effect of the C.F.C. rules is not to 
increase the taxable base of a group of entities located in several jurisdictions but 
to ensure its substantial allocation between each group’s entity by reallocating all or 
part of the taxable base between the parent and subsidiary entities.

The C.F.C. rules have been implemented in domestic jurisdictions since 1962 and 
have been adopted by an increasing number of countries since then.  However, 
not all countries have adopted such measures in national legislation, and a gap in 
compliance exists.

In this context and in the general framework of the B.E.P.S. Project, Action Item 3 
focuses on recommendations that aim to develop and design new C.F.C. rules that 
are efficient in a B.E.P.S. context.  Such recommendations are focused on six topics 
which can be divided into three parts:

• Definitions of C.F.C. rules, exemptions, and threshold requirements

• Definitions of C.F.C. income and rules to compute and attribute that income
to others

• Rules to prevent or eliminate double taxation occurring within the context of
the C.F.C. rules

Recommended Actions

In October 2015, a final report on Action Item 3 was published.  As mentioned above, 
the aim of this report was to provide national legislators and governments with rec-
ommendations tailored to avoid B.E.P.S. situations on a C.F.C. context.

Firstly, the O.E.C.D. provides recommendations to develop rules defining what 
should be deemed a C.F.C.  In order to define a C.F.C., the national legislator should 
(i) consider whether or not a foreign entity could be considered a C.F.C. by deter-
mining what type of entities should fall within the scope of the national C.F.C. rules
(i.e., corporate entities, transparent entities, and permanent establishments), and
(ii) determine whether the parent company located in the legislator’s country has
sufficient influence or control over the foreign entity by establishing legal and eco-
nomic controlling tests, or if appropriate, the adoption of a de facto test or a more
substantial anti-avoidance approach if considered necessary.

The O.E.C.D. recommends that C.F.C. exemptions and threshold requirements be 
permitted in order to (i) limit the application of C.F.C. rules to situations that present 
a high risk of B.E.P.S. situations, and (ii) avoid a disproportionate administrative 
burden for taxpayers and national administrations.  Such recommendations should 
be reflected in an exemption in the jurisdiction of the controlling shareholder based 
on the “effective tax rate” of the C.F.C., so that the C.F.C. inclusion rule would not 
apply when the C.F.C. has an effective rate that is similar to the rate applied in the 
parent jurisdiction. 

“The objective of 
the C.F.C. rules is to 
avoid or neutralize 
cases where groups 
or individuals create 
affiliates that may 
be established 
wholly or partly for 
tax reasons in other 
jurisdictions in order 
to be repositories of 
diverted income.”
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The final report on Action Item 3 then focuses on the definition, computation, and 
allocation of C.F.C. incomes. 

Possible approaches to define C.F.C. income that should be attributed to the con-
trolling shareholders are identified, including (i) a categorical analysis of the income, 
(ii) determination of the part of the profit that could be considered as exceeding
a “normal return” generated by C.F.C.’s located in low tax jurisdictions, and (iii) a
case-by-case analysis based on the transactions and entities involved.

Computation of such income should be made under the parent jurisdiction rules.  
These rules should allow for a full offset of C.F.C. losses in order to maintain com-
parable treatment between C.F.C. profits and C.F.C. losses that are allocated in the 
jurisdiction of the controlling entity.

The attribution of C.F.C. incomes should be consistent with the recommendations 
dealing with the definition of a C.F.C. and should take into account the percentage 
and period of ownership within a particular year.  C.F.C. income should be treated in 
accordance with the applicable rules of the parent jurisdiction.

Finally, in acknowledging its historic role, the O.E.C.D. recommends Action Item 3 
rules that prevent or eliminate double taxation occurring as a result of allocations of 
income under the C.F.C. rules. 

Double taxation can appear as a result of C.F.C. rules when C.F.C. income is sub-
ject to corporation income taxes in two or more jurisdictions or if the same C.F.C. 
income is targeted by more than one jurisdiction.  In these two cases, the O.E.C.D. 
recommends that a tax credit should be allowed in the parent country.  For the 
avoidance of doubt, this tax credit amount should correspond to all taxes due from 
the C.F.C. on income that has not qualified for other tax relief, but should not exceed 
the tax amount due on the same income in the parent jurisdiction.

Double taxation can also exist if a C.F.C. actually distributes a dividend from a pool 
of income that has already been apportioned to the the parent company and taxed 
in its country of residence.  In that case, the O.E.C.D. recommends the allowance 
of an exemption for the actual dividend and a basis increase to reduce or eliminate 
the gain.

B.E.P.S. ACTION 4: INTEREST DEDUCTIONS AND 
OTHER FINANCIAL PAYMENTS

Focus

Action Item 4 focuses on the need to address B.E.P.S. using deductible payments, 
such as interest, that can give rise to double nontaxation in inbound and outbound 
investment scenarios.9

The fact patterns deemed to be abusive are those that allow the use of

• intra-group loans to generate deductible expenses in a high-tax jurisdiction

9 O.E.C.D., Limiting Base Erosion Involving Interest Deductions and Other Fi-
nancial Payments, Action 4 – 2015 Final Report, (Paris: O.E.C.D. Publishing, 
2015).
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and taxable interest income in low-tax jurisdictions,

• interest deductions on loans that finance assets that produce exempt income
or income recognized on a deferred basis,

• hybrid mismatches between jurisdictions generating interest deductions but
no taxation of income, and

• a disproportionate level of third-party debt incurred by companies located in
high-tax jurisdictions compared to the group overall debt.

Recommended Action

Action Item 4 analyzes best practices and offers a recommended approach with 
alternative restricted options in order to take into consideration local economic cir-
cumstances so as to address these occurrences of base erosion and profit shifting.  

The recommended approach consists of the limitation of the interest deduction with 
reference to a fixed ratio.  Under this scenario, an entity would be able to deduct 
interest expense up to a specified portion of its earnings before interest, taxes, 
depreciation, and amortization (“E.B.I.T.D.A.”).  This approach is intended to link the 
amount of deductible net interest to taxable economic activity.  Each country’s gov-
ernment would thus determine a benchmark fixed ratio which will apply irrespective 
of the actual leverage of an entity or its group.  Interest paid by the entity to third or 
related parties will be deductible up to this fixed ratio, but any interest above this 
ratio will be disallowed.

In order to address B.E.P.S. risks, Action Item 4 recommends that countries estab-
lish their benchmark fixed ratio in a corridor between 10% and 30%, depending on 
their legal framework and economic circumstances. 

Nevertheless, recognizing that the establishment of a fixed ratio does not consider 
variations in group leverage based on industry practice, the fixed ratio rule should 
be combined with a group ratio rule.  Under this scenario, interest above the fixed 
ratio may still be deductible based on the ratio of the worldwide group (i.e., net third 
party interest expense/group E.B.I.T.D.A.).  This combination may be included in a 
separate rule or as part of the general overall provision.

Other suggestions are also proposed in Action Item 4 to tackle the adverse effects 
of a rigid application of the benchmark ratio approach, such as potential volatility 
in earnings that impact the ability to deduct interest expense in a particular period.  
Where that occurs, several safe harbors could apply, such as determining the group 
ratio rule on an equity/total assets ratio (“Equity Escape Rule”), or by using an av-
erage E.B.I.D.T.A over a number of years, or by carrying interest expense to earlier 
or later periods.

Therefore, under Action Item 4, the O.E.C.D. remains flexible on the implementation 
of the recommended approach and additionally suggests the possibility for each 
country to implement more specific rules in addition to this general approach in 
order to target any behavior leading to B.E.P.S.  Further work on the recommended 
approach is expected that would detail group ratio rules and specific rules to ad-
dress the issues raised by the insurance and banking sectors.

“In order to address 
B.E.P.S. risks, Action 
Item 4 recommends 
that countries 
establish their 
benchmark fixed ratio 
in a corridor between 
10% and 30%.”
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B.E.P.S. ACTION 5: HARMFUL TAX PRACTICE

Focus

Another B.E.P.S. Action substantially affecting holding companies is the portion of 
Action Item 5 that is intended to “counter harmful tax practices more effectively, 
taking into account transparency and substance.”  Previous O.E.C.D. publications, 
such as the O.E.C.D.’s 1998 report Harmful Tax Competition: An Emerging Global 
Issue,10 show that the topic has been discussed for many years among the different 
stakeholders.  Action Item 5 proposes to reorganize the existing material gathered 
by the Forum on Harmful Tax Practices (the “Forum”) with regard to aggressive 
benefits granted to cross-border transactions by various countries in their respective 
domestic tax laws.

Illustrative Fact Patterns

Described below is a typical argument and organization used by an M.N.E. when 
investing in intellectual property (“I.P.”) through a jurisdiction offering an attractive 
I.P. regime.

A multinational group holding I.P. rights has its seat located in a jurisdiction that has 
no favorable tax regime for I.P. holders.  No tax incentives are available to reduce 
income from license fees and royalties generated by the exploitation of these I.P. 
rights.  The M.N.E. will be taxable on the income arising from the exploitation of its 
I.P. at ordinary corporation income tax rates.

To address the situation, the M.N.E. interposes a company (“IPCo”) located in a 
jurisdiction that has laws providing a more favorable I.P. regime (“the other jurisdic-
tion”).  The I.P. rights are held by IPCo, and it receives royalties from other group 
members for the use of the I.P.  These royalties are fully deductible by group mem-
bers utilizing the I.P. but are fully or partially exempt when IPCo computes its tax 
under the laws of the other jurisdiction.  The group uses the accumulated funds 
within IPCo through intercompany loans that give rise to interest expense that is 
fully deductible by group members without being subject to withholding tax.

Recommended Action

In October 2015, a final report11 on Action Item 5 was published.  In broad terms, 
Action Item 5 aims at tackling any corporate arrangements benefiting from dispro-
portionate tax advantages in a given jurisdiction.  It requires that corporate sub-
stance and activity should be in line with taxation and that tax transparency should 
be enhanced through the exchange of rulings related to low tax schemes.

The work already performed by the Forum with respect to the substance require-
ments focused principally on I.P. regimes.  Although other advantageous tax re-
gimes have been scrutinized, the I.P. regime will be the only regime addressed in 
this section.

As mentioned in the report, the nexus approach is the approach selected to impose 

10 O.E.C.D., Harmful Tax Competition: An Emerging Global Issue, (Paris: O.E.C.D. 
Publishing, 1998).

11 O.E.C.D., Countering Harmful Tax Practices More Effectively, Taking into Ac-
count Transparency and Substance, (Paris: O.E.C.D. Publishing, 2014).
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a substantial activity requirement for preferential I.P. regimes.  The nexus approach 
enables a taxpayer to benefit from an I.P. regime if it has itself performed the re-
search and development that gives rise to the I.P. income.  The nexus approach 
recommends that M.N.E.’s adjust their operational substance activity so that the tax 
benefit from the regime is closely tied to the economic reality of operations.  In other 
words, income derived from eligible I.P. rights benefit from a favorable tax treatment 
only in proportion to the research and development expenditures (compared to glob-
al expenditures) incurred by the taxpayer in relation to the I.P. rights.

As part of the nexus approach, it has been agreed that countries offering I.P. re-
gimes will be required to undertake changes so that no harmful tax incentives are 
granted after June 30, 2016.  Companies currently enjoying I.P. regimes that would 
no longer be eligible under the new international standards should benefit from a 
five-year grandfathering period.

In the above example, the direct consequence of Action Item 5 will be that IPCo will 
be taxed at full corporate rates in the other jurisdiction on its royalty and license fee 
income after completion of the five-year grandfathering period, unless it fully staffs 
the company with personnel performing research and development activity.  The 
other jurisdiction may provide tax and other incentives that are not considered harm-
ful under Action Item 5.  While the scope of acceptable incentives is not yet known, 
jurisdictions that have already developed a reduced-tax regime for I.P. should be 
able to develop a new regime that meets the standard of Action Item 5.

The second milestone of Action Item 5 is the improvement of transparency, includ-
ing the mandatory exchange of rulings regarding low-tax schemes.  With regard to 
transparency, the work of the Forum follows a three-step approach.  The first step 
aims to develop a framework for compulsory spontaneous information exchange on 
rulings, while the second step focuses on the application of this framework, includ-
ing a review of ruling regimes in force in O.E.C.D. and associated countries.  As a 
third part, the Forum sets guidelines for countries still using such ruling procedures. 

The scope of the automatic exchange of ruling procedure covers six categories of 
rulings, viz., (i) rulings relating to preferential regimes, (ii) unilateral advance pric-
ing rulings or other cross-border unilateral rulings in respect of transfer pricing, (iii) 
cross-border rulings providing for a downward adjustment of taxable profits, (iv) 
permanent establishment rulings, (v) related party conduit rulings, and (vi) any other 
type of ruling which could give rise to B.E.P.S. concerns.12

Once information related to the above-listed rulings has been received by the tax-
payer’s country, this should be further communicated to the countries of residence 
of all related parties involved in the ruling, and to the country of residence of the 
ultimate parent company.

Apart from establishing an exhaustive list of rulings falling under the scope of the 
exchange, the report specifically sets a timeframe and distinguishes past rulings 
from future rulings.  It clearly states that any past rulings that have been issued, 
modified or renewed on or after January 1, 2010, and which are still valid on January 
1, 2014, will have to be exchanged before the end of 2016.  For the future rulings, 
i.e., rulings issued on or after April 1, 2016, the exchange should take place within

12 O.E.C.D., Countering Harmful Tax Practices More Effectively, Taking into Ac-
count Transparency and Substance, (Paris: O.E.C.D. Publishing, 2015), p. 46.
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three months of the ruling issuance and should be organized between the country 
granting the ruling, the countries of the immediate parent, the ultimate parent, and 
the countries of residence of affected related parties. 

The information to be exchanged has been listed in a template available as an An-
nex to the report.  This standardized approach will facilitate the exchange of useful 
information and lower the cost of the administrations.

As mentioned in the report, the European Union (“E.U.”) has been working on mea-
sures in the field of compulsory exchange of rulings.  On December 8, 2015, Council 
Directive 2015/2376 provided for the automatic exchange of information regarding 
cross-border tax rulings and advance pricing arrangements with effect from January 
1, 2017.  The two initiatives move in the same direction on a side-by-side basis. 

Such transparency initiatives raise issues that may cause collateral damage if not 
addressed.  One area of concern is the confidentiality of the information received by 
a country.  A second area is the comparability of the information sent with the infor-
mation received.  The tax administrations in some countries may take more time to 
develop a system that provides the desired level of information. 

In a third and final step, the report provides a list of best practices to use in countries 
where a ruling regime is available.  These guidelines include developments on a 
detailed process for granting rulings, indications in relation to the terms of the ruling, 
the subsequent audit/checking procedure to be put in place, and a final statement 
on the publication and exchange of information.

B.E.P.S. ACTION 6: PREVENT TREATY ABUSE

Focus

As mentioned in the introduction to this article, holding companies may be used as 
a tool for tax planning and treaty shopping.  Treaty shopping normally involves a 
resident of a country gaining access to a tax treaty between two other states either 
through a conduit company or by any other arrangements in circumstances where 
the resident would not have been otherwise able to claim a comparable benefit in 
order to reduce its overall taxable burden.

In order to combat this practice, the O.E.C.D. has amended its commentaries re-
lated to the Model Tax Convention regarding beneficial ownership requirements in 
connection with Articles 10 (Dividends), 11 (Interest), and 12 (Royalties).  Neverthe-
less, the efficiency of these measures is now being questioned by Action Item 6 of 
the B.E.P.S. Project.

The B.E.P.S. Action Plan has identified treaty abuse, and in particular treaty shop-
ping, as one of the most important sources of base erosion and profit shifting.  The 
Final Recommendations on Action Item 613 makes a distinction between two types 
of treaty abuse:

• Abuse of the tax treaty itself

• Abuse of domestic tax law by using treaty benefits

13 O.E.C.D., Preventing the Granting of Treaty Benefits in Inappropriate Circum-
stances, (Paris: O.E.C.D. Publishing, 2015).
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Recommended Action

In order to address treaty shopping arrangements, the O.E.C.D. recommends a 
treaty-based solution and the following amendments to the Model Tax Convention:

• Inclusion in the title and preamble of tax treaties of a clear statement that
the contracting states, when entering into a treaty, intend to avoid creating
opportunities for nontaxation or reduced taxation

• Inclusion in tax treaties of a specific anti-abuse rule based on the limitation
on benefits (“L.O.B.”) provisions, as is provided in treaties concluded by the
United States and a few other countries

• Addition to tax treaties of a more general anti-abuse rule (“G.A.A.R”) based
on the principal purpose test (“P.P.T.”) in order to address other forms of
treaty abuse14

The L.O.B. clause provides a relatively objective basis for establishing a nexus be-
tween treaty benefits and entities having a relationship with the resident country.  
However, some commentators pointed out that non-collective investment vehicle 
(“non-C.I.V.”) funds15 would not qualify under the L.O.B. rules, as they do not meet 
any of the proposed requirements.16  Regarding their particular activity, discussions 
are taking place to determine whether these non-C.I.V. funds should qualify per se 
under the L.O.B. provisions or whether a genuine diversity-of-ownership test should 
apply under which each investor must meet an L.O.B. test separately.17

Since the L.O.B. clause might not catch all “conduit arrangements,” a G.A.A.R pro-
vision should be included in future tax treaties to deny benefits “if it is reasonable 
to conclude, having regard to all relevant facts and circumstances, that obtaining 
that benefit was one of the principal purposes of any arrangement or transaction 
that resulted directly or indirectly in that benefit.”18  This is sometimes known as the 
Principal Purposes Test (“P.P.T.”).

As pointed out by commentators, the scope of G.A.A.R. could lead to legal un-
certainties.  In particular, holding and financing activities, even though constituting 
genuine business activities, may fall within this scope.

In addition, the wording of G.A.A.R. provisions raises issues with regard to E.U. law 
since it targets arrangements where “one of the principal purposes” is the intention 
to obtain the treaty benefits.  The proposed P.P.T. rule may therefore be considered 

14 Id.
15 The term “C.I.V.” appears to be limited to funds that are widely held, hold a 

diversified portfolio of securities, and are subject to investor protection regu-
lation in the country in which they are established. In this context, non-C.I.V. 
funds should refer, inter alia, to alternative funds, pension funds, and sovereign 
wealth funds.

16 O.E.C.D., Revised Discussion Draft, B.E.P.S. Action 6: Prevent Treaty Abuse, 
(Paris: O.E.C.D. Publishing, 2015).

17 O.E.C.D., Treaty Entitlement of Non-C.I.V. Funds, Public Discussion Draft, 
(Paris: O.E.C.D. Publishing, 2016).

18 O.E.C.D., Preventing the Granting of Treaty Benefits in Inappropriate Circum-
stances, (Paris: O.E.C.D. Publishing, 2015).
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too extensive with respect to E.U. fundamental freedoms.  The European Court of 
Justice has stated:

“[A] national measure restricting freedom of establishment may be 
justified where it specifically relates to wholly artificial arrangements 
aimed at circumventing the application of the legislation of the Mem-
ber State concerned.”19

Thus, the report recognizes that flexibility may be required in the adoption of the 
suggested rules in relation to domestic anti-abuse regimes, constitutional issues, 
policy choices, and E.U. laws.20

As a minimum standard, countries are expected to include in tax treaties an express 
statement regarding the common intention to avoid creating opportunities for non-
taxation or reduced taxation and to carry out that intention by (i) a combined L.O.B. 
rule with a P.P.T. rule, (ii) the P.P.T rule, or (iii) the L.O.B. rule complemented by an 
anti-conduit arrangement rule.

The second type of abuse analyzed by Action Item 6 addresses situations where 
treaties prevent the application of specific domestic laws targeting abuses such as 
domestic G.A.A.R., thin capitalization, C.F.C. diversions of income, exit or departure 
taxes, and similar provisions.  Aside from the i’

nclusion of new commentaries in the O.E.C.D Model Tax Convention on these issues 
and in relation to the new P.P.T. rule aimed at maintaining the application of domestic 
anti-avoidance rules, Action Item 6 introduces in tax treaties a “saving-clause” that 
confirms the Contracting States’ right to tax their residents according to their domes-
tic law, notwithstanding the provisions of the tax treaty.  As the O.E.C.D. pointed out, 
such a provision could clearly lead to double taxation and thus, would require further 
work in the first part of 2016.  Additionally, Action Item 6 addresses the issue of exit 
or departure taxes by confirming that clarification will be made to the commentary 
on the O.E.C.D. Model Tax Convention in order to maintain domestic application.

The multilateral instrument mandated by the O.E.C.D. members and G-20 should 
implement the various anti-abuse rules included in Action Item 6.

19 Cadbury Schweppes plc and Cadbury Schweppes Overseas Ltd v. Commis-
sioners of Inland Revenue (C-196/04), September 12, 2006.

20 O.E.C.D., Preventing the Granting of Treaty Benefits in Inappropriate Circum-
stances, p. 19, para. 21-22.

http://www.ruchelaw.com


Insights Special Edition  | Table of Contents  |  Visit www.ruchelaw.com for further information. 26

Author 
Matthias Scheifele 
Hengeler Mueller 
Frankfurt, Germany

STATE AID, TRANSPARENCY MEASURES, 
AND REPORTING STANDARDS IN THE E.U.
Because each of the E.U. Member States is free to decide its own economic policy 
and direct taxes are not harmonized across the E.U., there is strong tax competition 
within the E.U. market.  Efforts to ensure a level playing field with respect to direct 
taxation have sparked several initiatives at the E.U. level.  Currently, the discussion 
focuses on the key issues of State Aid, transparency measures, reporting stan-
dards, and most recently, measures aimed at combatting tax avoidance. 

STATE AID

Legal Framework and Definition of “State Aid”

Pursuant to Article 107 Sec. 1 of the Treaty on the Function of the European Union 
(“T.F.E.U.”), any aid granted by a Member State or through state resources in any 
form whatsoever which distorts or threatens to distort competition by favoring cer-
tain undertakings is incompatible with the internal market, insofar as it affects the 
trade between Member States.  A measure qualifies as “State Aid” if it falls under 
the following criteria: 

• The relevant intervention is granted by a Member State or through state re-
sources.1

• The intervention provides an economic advantage to the recipient.2

• The intervention affects or may affect competition and trade between the
Member States.3

• The advantage is selective, i.e., it is only granted to specific recipients.4

Even if a measure meets the foregoing criteria to be considered State Aid within 
the meaning of Article 107 Sec. 1 T.F.E.U., it may not be unlawful if one of the ex-
emptions provided in Article 107 Sec. 2 or Sec. 3 T.F.E.U. applies.  For example, 
State Aid may be considered to be compatible with the internal market if it has a so-
cial character and is granted to individual consumers, eliminates damages caused 
by natural disasters, or is specific in relation to the former division of the Federal 
Republic of Germany.5  In addition, the following may also be considered to be 

1 Commission notice of November 11, 1998 on the application of State aid rules 
to measures relating to direct business taxation, Official Journal C 384, Decem-
ber 10, 1998, p. 3 par. 10.

2 Id., par. 9.
3 Id., par. 11.
4 Jestaed in Heidenhain, European State Aid Law, 2010, §8 par. 9.
5 Article 107 Sec. 2 T.F.E.U.
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compatible with the internal market:6

• State Aid to promote the economic development of certain areas.7

• Aid promoting the execution of projects of common interest or to remedy
serious disturbances in the economy8 of a Member State.9

• Aid to facilitate the development of certain economic activities or areas with-
out affecting the trading conditions.10

• Measures promoting culture and heritage conservations without affecting
trading conditions and competition.11

• Other categories of aid specified by decision of the Counsel on proposal from
the Commission.12

Article 108 Sec. 3 T.F.E.U. provides that if a Member State intends to implement 
a new State Aid measure, it must notify the Commission.  Pursuant to Article 108 
Sec. 1 T.F.E.U., existing State Aid measures are constantly reviewed by the Com-
mission.  However, the T.F.E.U. contains neither detailed provisions regarding the 
notification procedure nor detailed provisions regarding the review of existing State 
Aid or the recovery of unlawful State Aid.  But Article 109 T.F.E.U. authorizes the 
Council (upon proposal from the Commission and after consulting the Parliament) 
to implement regulations deemed appropriate regarding the application of the State 
Aid provisions, which the Council utilized to adopt the Council Regulation (E.U.) No. 
2015/158913 (the “Procedural Regulation”).

Pursuant to the Procedural Regulation, the Commission decides whether a pro-
posed measure constituting State Aid is compatible with the internal market.14  After 
notice but prior to the Commission’s authorization, proposed State Aid measures 
should not be put into effect.15  If the Commission finds that existing State Aid is in-
compatible with the internal market, it must decide whether the Member State grant-
ing the State Aid should amend or abolish the measure within a period of time as 
determined by the Commission.16  State Aid must be recovered from the beneficiary 
unless the recovery of the aid would be contrary to a general principle of E.U. law.17

6 Id.
7 Id., Sec. 3 lit a). 
8 In particular, this exemption was of importance in the context of the financial 

crises, Blumenberg/Kring, IFSt Nr. 473, 2011, p. 21(f).
9 Article 107 Sec. 2 T.F.E.U. lit b).
10 Id., lit c).
11 Id., lit d).
12 Id., lit e).
13 Council Regulation (E.U.) 2015/1589 of July 13, 2015 laying down detailed 

rules for the application of Article 108 of the Treaty on the Functioning of the 
European Union (codification), Official Journal L 248, September 24, 2015, p. 9 
(hereinafter the “Procedural Regulation”).

14 Id., Article 9, p. 17.
15 Id., Article 3, p. 14.
16 Article 108 Sec. 2 sentence 1 T.F.E.U.
17 Procedural Regulation, Article 16 Sec. 1, p. 20.
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Application of State Aid Rules to Direct Business Taxation

The principle of incompatibility of State Aid with the internal market applies to aid 
“in any form whatsoever.”18  As a consequence, national provisions regarding di-
rect business taxation may be considered State Aid if the definitional criteria of the 
T.F.E.U. are met.  In 1998, the Commission clarified these criteria with respect to 
national tax provisions and adopted the Commission Notice on the application of 
State Aid rules to measures relating to direct business taxation.19

Economic Benefit

According to the Commission’s notice, a tax measure grants an economic benefit 
within the meaning of Article 107 Sec. 1 T.F.E.U. if it relieves the beneficiary of 
charges it normally should bear.  For instance, an advantage could be provided 
through a reduction in the tax base by special deductions or depreciation or by 
setting up reserves in the balance sheet.  Tax exemptions, tax credits, deferred pay-
ment of taxes, and the cancellation of tax debt are examples of economic benefits 
that could also be considered advantages.20

Benefit Through State Resources

With respect to taxes, an economic benefit can be identified as having been pro-
vided by state resources if the tax measure results in a loss of tax revenue that is 
equivalent to fiscal expenditures funded by state resources.21  This applies even if 
the tax-related State Aid may have an indirect positive overall effect on budget rev-
enue.22  State support need not be provided only by legislation. It may be provided 
through the practices of tax authorities.23

Negative Impact on Trade and Competition

Tax measures affect trade and competition if the beneficiary carries on an economic 
activity that also involves trade between Member States.  State Aid tax measures 
will be viewed as having a negative impact if they strengthen the beneficiary’s posi-
tion in relation to its competitors.24

Selectivity

The most complex question in the context of State Aid and direct business taxation 
is whether a tax measure qualifies as selective. 

Direct business taxation provisions are only selective if they favor certain undertak-
ings on an exclusive basis.  This is not the case if the scope of a tax provision covers 
all undertakings in a Member State and all of these undertakings have effective 

18 Commission notice of November 11, 1998, p. 3, par. 2.
19 Official Journal C 384, December 10, 1998, p. 3.
20 Commission notice of November 11, 1998, p. 3, par. 9.
21 Id., par. 10.
22 E.C. Commission report of February 9, 2004 on the implementation of the Com-

mission notice on the application of state aid rules to measures relating to direct 
business taxation (C(2004)434), par. 19.

23 Commission notice of November 11, 1998, p. 3 par. 10.
24 Id., par. 11.
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access to the provision since the scope of the tax measure would not be reduced 
by way of discretionary decisions or similar factors.25  Pursuant to this principle, the 
determination of tax rates, depreciation rules, and rules regarding tax loss carry-
forwards do not constitute State Aid26 due to their equal application to all economic 
participants in a Member State.  Even the fact that these generally-applicable tax 
incentives provide a relatively higher benefit to some undertakings does not auto-
matically cause a tax measure to be considered State Aid.27

In comparison, a decisive factor is whether an identified tax measure is an exception 
to the application of a Member State’s general tax system.  Therefore, the deter-
mination of selectivity requires a multistage test.  As a first step, the tax system in 
issue and the deviation from the standard provision must be identified.  Then, a 
determination must be made whether the deviation is justified “by the nature or the 
general scheme” of the tax system.28

The meaning of this provision and the interpretation of its requirements are unclear, 
as no official guidance is provided on the way the “nature” or the “general scheme” 
of a tax system is identified.29  Moreover, no consensus exists among scholars in 
legal literature on how to define the tax system in issue.  According to the Commis-
sion, a justification “by the nature or the general scheme” might be considered if the 
deviation derives “directly from the basic or guiding principles of the tax system.”30   
Since the Commission replaces one ambiguous term with another vague descrip-
tion, only the case law provides concrete guidance regarding what may qualify as 
acceptable justification.

With respect to the nature or the general scheme of an identified tax system, the 
Commission holds, for example, that progressive tax rates are justified by the re-
distributive purposes of income taxes, and that the exemption of non-profit orga-
nizations, i.e., foundations or associations, is justified by the fact that only income 
is subject to tax within the income tax system.31  Anyway, the Member States are 
required to provide the Commission with the justification for deviations32 during the 
notification procedure or the examination of potentially unlawful State Aid. 

Recovery of Unlawful State Aid

If an existing tax provision comprises State Aid within the meaning of Article 107 
Sec. 1 T.F.E.U. and if no exemption within the scope of Article 107 Sec. 2 or Sec. 3 
T.F.E.U. applies, the Member State is obligated, to recover the unlawful State Aid 
from the beneficiary upon an adverse decision of the Commission. 

The Commission may refrain from requiring the recovery of unlawful State Aid in two 
defined cases, only.  Article 14 Sec. 1 sent. 2 of the Procedural Regulation provides 
that no recovery will be required if it would be contrary to a general principle of E.U. 

25 Id., par. 13.
26 Id., par. 13.
27 Id., par. 14.
28 Id., par. 16.
29 Jestaed in Heidenhain, European State Aid Law, 2010, §8 par. 19.
30 Commission notice of November 11, 1998, p. 3 par. 16.
31 Id., par. 24-25.
32 Id., par. 23.
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law.  These general principals provide for an exemption if, for instance, the recovery 
is absolutely impossible,33 or if the protection of legitimate expectation34 overrides 
the need for recovery.  These exemptions are rarely applicable.  Further, the recov-
ery of unlawful State Aid is subject to a limitation period of ten years.35

Apart from theses exceptions and pursuant to Article 16 Sec. 1 of the Procedural 
Regulation, Member States must take all necessary measures to recover the un-
lawful State Aid from the beneficiary, including interest on the deferred payment.36  
The recovery must be executed immediately and is subject to the national law of the 
concerned Member State, provided that its national provisions allow the immediate 
and effective execution of the recovery. 

According to case law of the E.C.J., national procedural law must be interpreted in 
a way that does not negatively affect the enforcement of E.U. law (known as the 
“Supremacy of Community Law”).37  Therefore, national rules providing that an ad-
ministrative decision cannot be appealed after the expiration of a limitation period38 
or which suspend the effect of the Commission’s decision for recovery are not appli-
cable and will not override the obligation to obtain a refund of unlawful State Aid.39

Illustrative Examples

In the past few years, tax provisions have been subject to increasingly rigorous 
scrutiny as to whether they constitute State Aid.  Investigations in the context of 
international business taxation suggest that the Commission views aggressive tax 
planning and tax base erosion by large multinationals as examples of State Aid.40  
The targets of these investigations include aid to (i) Apple granted by Ireland,41 (ii) 
Starbucks granted by the Netherlands,42 and (iii) Fiat granted by Luxembourg.43

In those cases, the Commission decided that Luxembourg and the Netherlands 
granted selective tax advantages to Fiat and Starbucks, respectively, by way of tax 
rulings which confirmed transfer pricing arrangements.  These rulings qualify as 
State Aid because the calculation of intercompany prices did not comply with market 
terms.  By approving the arrangements, the states afforded an economic benefit to 
the companies, but not their competitors, which allowed the companies to allocate 
profits to low-tax jurisdictions.  In its decisions, the Commission set out the method-
ology to be used to calculate the value of the undue competitive advantage enjoyed 

33 Sinnaeve in Heidenhain, European State Aid Law, 2010, §32 par. 26.
34 Id., §32 par. 24.
35 Procedural Regulation, Article 17 Sec. 1, p. 21.
36 Id., Article 16 Sec. 2, p. 20.
37 E.C.J., C - 24/95, March 20, 1997, European Court Reports 1997, I-1591.
38 Id., par. 38.
39 E.C.J., C - 232/05, October 5, 2006, European Court Reports 2006, I-10071.
40 European Commission, Press Release, June 11, 2014, IP/14/663.
41 State Aid SA.38373 (2014/C) (ex 2014/NN) – Alleged aid to Apple, Official 

Journal C 369, October 17, 2014, p. 22.
42 State Aid SA.38374 (214/C) (ex 2014/NN) (ex 2014/CP) – Alleged aid to 

Starbucks, Official Journal, C 460, December 19, 2014, p. 11.
43 State Aid SA.38375 (2014/C) (ex 2014/NN) – Alleged aid to FFT, Official Journal 

C 369, October 17, 2014, p. 37.
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by Fiat and Starbucks, i.e., the difference between what the company paid and what 
it would have paid without the tax ruling.  This amount was estimated to be between 
€20 million and €30 million for each company.  The precise amount of tax to be 
recovered must now be determined by the Luxembourg and Dutch tax authorities.44

In the case of Apple, on the other hand, the Commission argued that the transfer 
prices used were negotiated with Irish tax authorities rather than substantiated by 
reference to comparable market transactions, and therefore the ruling does not re-
flect the arm’s length principle under appropriate guidance for transfer pricing.45  
By allowing an unsubstantiated transfer pricing plan, Ireland may have granted a 
selective benefit to Apple by lowering its total tax burden.46

Another example is the in depth investigations opened by the Commission in Feb-
ruary 2015 regarding the Belgian excess profit ruling scheme.47  Pursuant to Bel-
gium’s national tax regulations, multinational companies were allowed to reduce 
their tax base for alleged “excess profit” on the basis of a binding tax ruling.  Under 
such tax rulings, the actual recorded profit of a multinational was compared with the 
hypothetical average profit that a stand-alone company in a comparable situation 
would have made.  The alleged difference in profit was deemed to be excess profit 
by the Belgian tax authorities, and the multinational’s tax base was reduced propor-
tionately.  In practice, the actual recorded profit of companies participating in this 
scheme was often reduced by more than 50%, and in some cases up to 90%.48  The 
Commission stated that Belgium provided a select number of multinationals sub-
stantial tax advantages in violation of E.U. State Aid rules.  It ruled that the scheme 
distorted competition on the merits by putting smaller competitors on an unequal 
footing.49  The Commission Decision required Belgium to stop applying the excess 
profit scheme and to recover the full unpaid tax from the at least 35 multinational 
companies that benefitted from the illegal scheme (around €700 million).50

In February 2016, the General Court (“E.G.C.”) confirmed the Commission Decision51 
that the so-called “restructuring relief” clause under German corporate tax law which 
enabled an ailing company to offset its losses in a given year against profits in future 
years, despite changes in its shareholder structure, amounts to State Aid.52  The 
clause departed from the general principle in the corporate tax law of Germany that 
prevented the carryforward of losses for fiscal purposes precisely when there has 
been a significant change in the shareholding structure of the company concerned.  
The restructuring relief therefore favored ailing companies over financially-sound 

44 Commission Decisions SA. 38375 (Fiat), June 11, 2014, C(2014) 3627 final; 
and SA.38374 (Starbucks), June 11, 2014, C(2014) 3626 final.

45 State Aid SA.38373 (Apple), p. 22 par. 58.
46 Id., par. 69-70.
47 European Commission, Press Release, January 11, 2016, IP/16/42.
48 Id.
49 Id.
50 Id.
51 Commission Decision of April 15, 2011 on the State Aid no. C 7/2010 (ex CP 

250/09 and NN5/2010) S.A. 29150 implemented by Germany Scheme on the 
fiscal carry-forward of losses in case of restructuring of companies in difficulty 
(“Sanierungsklausel”), C (2011) 2608 final.

52 E.G.C., T-620/11, February 4, 2016, ECLI:EU:T:2016:59.
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competitors that suffer losses in a given year. For those competitors, the tax benefit 
of a carryforward is not allowed when a significant change occurs in their sharehold-
er structure.  The clause therefore distorts competition in the single market.  The 
German authorities’ view was that the clause was merely a new technical feature of 
the German tax system, and for that reason, could therefore escape qualification as 
State Aid.  This argument convinced  neither the Commission nor the E.G.C.53

TRANSPARENCY MEASURES 

The rigorous approach to State Aid proceedings illustrates that not only the O.E.C.D., 
with its work on the B.E.P.S. Project, but also the E.U., is engaged in combatting 
base erosion and profit shifting.  State Aid investigations are not the only tool in this 
context.  The current discussion also focuses on transparency and the broadening 
of those transparency measures. 

Current Measures

Currently, Directive 2011/16/E.U.,54 as amended by Directive 2014/107/E.U.55 and 
by Directive 2015/2376/E.U.,56 (“Administrative Cooperation Directive”) lays down 
the provisions for the cooperation of Member States in the exchange of information 
that may be relevant to the administration of domestic tax law.  Pursuant to this 
Directive, Member States are obligated to share information that is foreseeably rele-
vant regarding the administration of all taxes (except for V.A.T. and customs duties, 
excise duties, and compulsory social contributions)57 of another Member State in 
three different situations.

Mandatory Automatic Exchange of Information

The tax authorities of a Member State must communicate any available information 
regarding taxable periods beginning on or after January 1, 2014 concerning resi-
dents in another Member State relating to income from

• employment, 

• director’s fees, 

• life insurance, 

• pensions, and 

• the ownership of and income from immovable property.58

53 Appeal proceedings before the E.C.J. (Case C-219/16 P) pending.
54 Directive 2011/16/E.U. of February 15, 2011, Official Journal L 64/1, 11 March 

2011 (hereinafter the “Administrative Cooperation Directive”).
55 Directive 2014/107/E.U. of December 9, 2014 amending the Administrative Co-

operation Directive as regards to mandatory automatic exchange of information 
in the field of taxation, Official Journal L 359/1, December 16, 2014.

56 Council Directive (E.U.) 2015/2376 of December 8, 2015 amending the Admin-
istrative Cooperation Directive as regards to mandatory automatic exchange of 
information in the field of taxation, Official Journal L 332/1, December 18, 2015.

57 Administrative Cooperation Directive, Article 2 Sec. 2.
58 Id., Article 8 sec. 1
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Directive 2014/107/E.U. significantly expanded the scope of information that must 
be transmitted on a mandatory basis.  Pursuant to the amended Administrative Co-
operation Directive, Member States must communicate personal data with respect 
to custodial and depository accounts, the account balance as of the end of a cal-
endar year, and the total gross amount of interest, dividends, and gains from the 
disposal of financial assets credited to the concerned account.59

Since its amendment on December 8, 2015, the Administrative Cooperation Direc-
tive also provides for the automatic exchange of information regarding, inter alia, 
the following types of cross-border tax rulings and advance pricing arrangements 
effective as of January 1, 2017: 

• Unilateral advance pricing arrangements and/or decisions

• Bilateral or multilateral advance pricing arrangements and decisions

• Arrangements or decisions determining the existence or absence of a perma-
nent establishment

• Arrangements or decisions determining the existence or absence of facts 
with a potential impact on the tax base of a permanent establishment

• Arrangements or decisions determining the tax status of a hybrid entity in one 
Member State which relates to a resident of another jurisdiction

• Arrangements or decisions on the assessment basis for the depreciation of 
an asset in one Member State that is acquired from a group company in 
another jurisdiction

The Commission will develop a secure central directory to store the information 
exchanged.  This directory will be accessible to all Member States and, to the extent 
that it is required for monitoring the correct implementation of the directive, to the 
Commission.

Spontaneous Exchange of Information

Member States must also spontaneously communicate information in several ex-
panded circumstances: 

• The Member State supposes that there may be losses of tax in another 
Member State.

• A tax exemption or reduction in one Member State might give rise to an in-
creasing tax liability in another Member State.

• Business dealings between two persons are conducted in a way that might 
result in tax savings.

• The tax authority of a Member State supposes that tax savings may result 
from an artificial transfer of profits between groups of enterprises.

• Information forwarded to a Member State has enabled information to be 

59 Id., Article 8 Sec. 3a, as amended by Directive 2014/107/E.U. of December 9, 
2014, Official Journal L 359/1, December 16, 2014.
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obtained which might be relevant for taxation in the other Member State.60

Exchange of Information on Request

Member States must exchange information on taxes which may be relevant to an-
other Member State upon request of the other Member State.61

Country-by-Country Reporting

The latest amendment of the Administrative Cooperation Directive, on May 25, 
2016,62 introduced rules requiring multinational companies to report certain tax-re-
lated information and the exchange of that information between Member States. 63  
Under the new rules, multinational groups of companies located in the E.U. or with 
operations in the E.U. having a total consolidated revenue equal to or greater than 
€750 million will be obligated to file a country-by-country (“CbC”) report.  The com-
petent national authority that receives the CbC report must communicate the report 
by automatic exchange to any other Member State in which one or more constituent 
entities of the multinational group are either resident for tax purposes or are subject 
to tax with respect to business carried out through a permanent establishment.  The 
CbC report is filed in the Member State in which the ultimate parent entity of the 
group or any other reporting entity is a resident for tax purposes.  The report must in-
clude the following information for every tax jurisdiction in which the group is active:

• Amount of revenue

• Profit (loss) before income tax

• Income tax paid (on cash basis)

• Income tax accrued (current year)

• Stated capital

• Accumulated earnings

• Number of employees

• Tangible assets other than cash and cash equivalents

In general, CbC reports must be provided within 15 months of the last day of the fis-
cal year of the reporting multinational group.  The rule is somewhat different for the 
first CbC reports.  They must relate to the reporting group’s fiscal year commencing 
on or after January 1, 2016, and must be submitted within 18 months of the last day 

60 Id., Article 9 Sec. 1.
61 Id., Article 5.
62 The directive is the first element of a January 2016 package of Commission 

proposals to strengthen rules against corporate tax avoidance. The directive 
builds on 2015 O.E.C.D. recommendations to address tax base erosion and 
profit shifting (B.E.P.S.) and will implement O.E.C.D. anti-B.E.P.S. action 13, on 
country-by-country reporting by multinationals.

63 Council Directive (E.U.) 2016/881 of May 25, 2016 amending the Administrative 
Cooperation Directive as regards mandatory automatic exchange of informa-
tion in the field of taxation, L 146/8, June 3, 2016.
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of that fiscal year.64

On May 31, 2016, the German Federal Ministry of Finance presented a draft bill 
regarding the implementation into German law of CbC reporting and the automatic 
exchange of cross-border tax rulings and advance pricing arrangements informa-
tion.  The legislative procedure will conclude in the course of 2016.65

Tax Transparency Package

As part of its efforts to tackle corporation income tax avoidance and harmful tax 
competition in the E.U.,66 and certainly as a reaction to the State Aid investigations 
resulting from the tax rulings to multinationals,67 the Commission presented a pack-
age of tax transparency measures in March 2015.  Two of the proposals included in 
this package, i.e., the automatic exchange of information regarding cross-border tax 
rulings and advance pricing arrangements and the CbC reporting obligation, have 
already been implemented.68

Action Plan

On June 17, 2015, the Commission presented an Action Plan for Fair and Efficient 
Corporate Taxation in the E.U. that is partially tied into the Transparency Package.69  
Key actions include a plan to relaunch the Common Consolidated Corporate Tax 
Base (“C.C.C.T.B.”) and the establishment of a framework to ensure effective tax-
ation in the country where profits are generated (e.g., modifications of the Code of 
Conduct for Business Taxation, and measures to close legislative loopholes,  im-
prove the transfer pricing system, and implement stricter rules for preferential tax 
regimes).70  Moreover, the action plan has set out the next steps towards greater 
tax transparency within the E.U. and in other non-E.U. (“third country”) jurisdictions 
(i.e., a common approach to third-country non-cooperative tax jurisdictions and an 
assessment of further options).71  The Commission also promoted greater coopera-
tion between Member States in the area of tax audits.72

Public Tax Transparency Rules for Multinationals

On April 12, 2016, the Commission proposed the introduction of a requirement for 
multinational companies operating in the E.U. (both E.U. residents and non-E.U. 
residents) with global revenues exceeding €750 million a year to publish key in-
formation on where profits are generated and where taxes are paid in the E.U. on 

64 Id., Article 1 para. 2.
65 Cf. Referentenentwurf eines Gesetzes zur Umsetzung der Änderungen der 

E.U. Amtshilferichtlinie und von weiteren Maßnahmen gegen Gewinnkürzungen 
und -verlagerungen, May 31, 2016.

66 European Commission, Press Release, March 18, 2015, IP/15/4610.
67 See Public Tax Transparency Rules for Multinationals above.
68 See Common Reporting Standards above.
69 Communication from the Commission to the European Parliament and the 

Council - A Fair and Efficient Corporate Tax System in the European Union: 5 
Key Areas for Action, June 17, 2015, COM(2015) 302 final.

70 Id., p. 7.
71 Id., p. 12.
72 Id., p. 14.
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a country-by-country basis.  Aggregate figures would also have to be provided for 
operations in non-E.U. tax jurisdictions.  In addition, contextual information (such as 
turnover, number of employees, and nature of activities) would have to be disclosed 
for every E.U. country in which a company is active, as well as for those tax juris-
dictions that do not abide by tax good governance standards (i.e., tax havens).  The 
information will remain available or five years.73

Common Reporting Standards

Regarding reporting standards, the E.U. legal framework distinguishes between list-
ed companies and companies in the legal form of limited liability companies or limited 
partnerships.

With respect to listed companies, Regulation E.C. 1606/200274 as amended by Reg-
ulation E.C. 297/200875 allows the Commission the authority to adopt the Internation-
al Financial Reporting Standards (“I.F.R.S.”), the International Accounting Standards 
(“I.A.S.”), and the related Interpretations (“S.I.C./I.F.R.I.C.-Interpretations”) issued by 
the International Accounting Standards Board (“I.A.S.B.”).76  On this legal basis, the 
Commission adopted the a set of international financial reporting standards by issu-
ing a Commission regulation (the “I.A.S. Regulation”).77  As a result, the international 
financial reporting standards are directly applicable in the domestic legislation of all 
Member States. If the I.A.S.B. issues new or amended standards or interpretations, 
the adoption of these new provisions follows a complex endorsement process.78  
Therefore, the I.A.S. Regulation is amended on a continuing basis. 

Besides the international financial reporting standards, further reporting requirements for 
listed companies arise from the Transparency Directive79 and the Prospectus Directive.80

73 Proposal for a Directive of the European Parliament and of the Council amend-
ing Directive 2013/34/E.U. as regards disclosure of income tax information by 
certain undertakings and branches, April 12, 2016, COM(2016) 198 final.

74 Regulation 1606/2002/E.C. of the European Parliament and of the Council of 
July 19, 2002 on the application of international accounting standards, Official 
Journal L 243/11, September 11, 2002.

75 Official Journal L 97/62, April 9, 2008.
76 Article 2, 3 Sec. 1 Regulation 1606/2002/E.C., Official Journal L 243/11, 

September 11, 2002.
77 Commission Regulation 1126/2008/E.C. of November 3, 2008 adopting 

certain international accounting standards in accordance with Regulation 
1606/2002/E.C., Official Journal L 320/1, November 19, 2008.

78 For further details regarding the endorsement process, see Article 6 of Regulation 
1606/2002/E.C. and Article 5a and Article 8 of the Council Decision 1999/468/E.C. 
of June 28, 1999 laying down the procedures for the exercise of implementing 
powers conferred on the Commission, Official Journal L 184, July 17, 1999.

79 Directive 2008/22/E.C. of the European Parliament and of the Council of March 
11, 2008 amending Directive 2004/109/E.C. on the harmonization of transpar-
ency requirements in relation to information about issuers whose securities are 
admitted to trading on a regulated market, as regards the implementing powers 
conferred on the Commission, Official Journal L 76/50, March 19, 2008, herein-
after the “Transparency Directive.”

80 Directive 2003/71/E.C. of the European Parliament and of the Council of No-
vember 4, 2003 on the prospectus to be published when securities are offered 
to the public or admitted to trading and amending Directive 2001/34/E.C., Offi-
cial Journal L 345, December 31, 2003, hereinafter the “Prospectus Directive.”
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• Pursuant to the Transparency Directive, issuers are required to inform the 
public market periodically about their financial statements and their manage-
ment report.81

• Pursuant to the Transparency Directive, shareholders of listed companies 
are subject to reporting obligations if their voting rights exceed or fall below 
defined thresholds as a result of an acquisition or a disposal of shares.82

• Pursuant to the Prospectus Directive, issuers of securities offered to the pub-
lic are obliged to publish a comprehensive prospectus reporting information 
concerning the issuer and the securities to be offered.83

Companies in the legal form of limited liability companies or in the legal form of part-
nerships, whose partners have limited liability, fall under the scope of the Accounting 
Directive.84  The Accounting Directive requires these entities to present their annual 
financial reports in compliance with general principles set forth in the directive.  For 
this purpose, the directive broadly defines general provisions regarding balance 
sheets, profit and loss accounts, notes to the financial statements, and management 
reports.  In addition, the Accounting Directive requires the publication and disclosure 
of the required information and the audit of financial statements.  With respect to 
small- and medium-sized companies, the Member States may apply optional ex-
emptions to the regulatory requirements of the Accounting Directive to avoid exces-
sive demands of those undertakings.  The laws and provisions necessary to comply 
with the Accounting Directive are required to be effective as of July 20, 2015.85

In addition, a recently-issued directive requires large groups to report non-finan-
cial and diversity information.  For this purpose, the respective companies will be 
obliged to publish information to the extent necessary for an understanding of the 
undertaking’s development, performance, position, and impact of its activity, relat-
ing to environmental, social, and employee matters, respect for human rights, and 
anti-corruption and bribery matters.  The Member States must transfer these provi-
sions into domestic law by December 6, 2016.86

Anti-Tax Avoidance Package

In January 2016, the Commission adopted an Anti-Tax Avoidance Package as part 
of its agenda for fair corporate taxation in Europe.  The package contains concrete 
measures to “prevent aggressive tax planning, boost tax transparency and create a 

81 Transparency Directive, Chapter II.
82 Id., Chapter III.
83 Prospectus Directive, Article 5.
84 Id., Article 53 Sec. 1. Directive 2013/34/E.U. of the European Parliament and of 

the Council of June 26 on the annual financial statements, consolidated finan-
cial statements and related reports of certain types of undertakings, amending 
Directive 2006/43/E.C. of the European Parliament and of the Council and re-
pealing Council Directives 78/660/E.E.C. and 83/349/E.E.C., Official Journal L 
182/19, June 19, 2013, hereinafter the “Accounting Directive.”

85 Id., Article 53 Sec. 1.
86 Article 4 Sec. 1 Directive 2014/95/E.U. of the European Parliament and of the 

Council of October 22, 2014 amending the Accounting Directive as regards to 
the disclosure of non-financial and diversity information by certain large under-
takings and groups, Official Journal L 330/1, November 15, 2014.
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level playing field for all businesses in the E.U.”  One key element87 of this package 
is the proposal for an Anti-Tax Avoidance Directive (“A.T.A.D.”).88  The proposal in-
troduces six legally-binding anti-abuse measures, which all Member States should 
apply against common forms of aggressive tax planning.  On May 27, 2016, the 
European Parliament approved the Commission proposal for an A.T.A.D. with some 
amendments.89  The Council reached political agreement on June 21, 2016, with 
regard to the anti-abuse measures described below.90

General Interest Limitation Rule

Under the general interest limitation rule, borrowing costs will be deducted to the 
extent that the taxpayer receives interest or other taxable revenues from finan-
cial assets.  The deduction of any exceeding borrowing costs will be limited to an 
amount of 30% of the taxpayer’s earnings before interest, taxes, depreciation and 
amortization (“E.B.I.T.D.A.”) or €3.0 million, whichever is higher.91  The limitation 
applies without distinction as to the origin of the debt (e.g., it is irrelevant whether the 
interest is related to intra-group, third-party, E.U. or third-country debt, or whether 
the lender is effectively taxed on such interest).

Member States have the option to introduce an override if a taxpayer can demon-
strate that its ratio of equity to total assets is no more than two percentage points 
lower than the equivalent group ratio.  An additional exception is allowed in cases 
where excessive borrowing costs are incurred on third-party loans used to fund cer-
tain public infrastructure projects.  Borrowing costs that cannot be deducted in the 
current tax year can be carried forward into subsequent tax years without limitation, 
or can be carried back for three years.  Excess interest capacity in any year can be 
carried forward for five years.  Member States can postpone the implementation of 
the interest expense limitation rule, provided a national rule is in place preventing 
base erosion and profit shifting and that rule provides a comparable result with 
regard to excess interest expense deductions.  The deferred implementation date 
cannot be later that January 1, 2024, and can be advanced in the event of an ear-
lier implementation date in the comparable O.E.C.D.  provision under the B.E.P.S. 
Action Plan.

87 The other key elements of the Anti-Tax Avoidance Package are (i) the Chapeau 
Communication, (ii) the Administrative Cooperation Directive, (iii) the Recom-
mendation on Tax Treaties, (iv) the Communication on an External Strategy for 
Effective Taxation, and (v) the Study on Aggressive Tax Planning (c.f. Com-
munication from the Commission to the European Parliament and the Council, 
Anti-Tax Avoidance Package: Next steps towards delivering effective taxation 
and greater tax transparency in the EU, January 28, 2016, COM(2016) 23 final).

88 Proposal for a Council Directive laying down rules against tax avoidance prac-
tices that directly affect the functioning of the internal market, January 28, 2016, 
COM(2016) 26 final, hereinafter the “A.T.A.D. Proposal.”

89 European Parliament Report on the proposal for a Council Directive laying 
down rules against tax avoidance practices that directly affect the functioning 
of the internal market, May 27, 2016, A8-0189/2016, hereinafter the “European 
Parliament Report on the A.T.A.D. Proposal.”

90 Council Press Release, 370/16, June 21, 2016 and Proposal for a Council Di-
rective laying down rules against tax avoidance practices that directly affect the 
functioning of the internal marked – Outcome of E.C.O.F.I.N. meeting, June 17, 
2016.

91 The Commission’s proposal on the interest limitation rule is similar to the cur-
rent German interest limitation rule.
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Exit Taxation

The provision on exit taxation obliges Member States to apply an exit tax when a 
taxpayer relocates assets or its tax residence.  Examples of this include a taxpayer 
who

• transfers assets from its head office to its permanent establishment in anoth-
er Member State or in a third country; 

• transfers assets from its permanent establishment in a Member State to its 
head office or another permanent establishment in another Member State or 
in a third country; 

• transfers its tax residence to another Member State or to a third country, 
except for those assets which remain effectively connected with a permanent 
establishment in the first Member State; or

• transfers its permanent establishment out of a Member State.

A taxpayer may pay these exit taxes in installments over at least five years for trans-
fers within the E.U. or the E.E.A.92  Regarding a transfer involving an E.E.A. state, 
that state must have concluded an agreement on mutual assistance for the recovery 
of claims and the agreement must be equivalent to E.U. Directive 2010/24/E.U.

Switch-Over Clause

As originally proposed, the switch-over clause provided for an obligation for Member 
States not to exempt a taxpayer from tax on foreign income that does not arise from 
active business in certain circumstances, including (i) as a profit distribution from an 
entity in a third country, (ii) as proceeds from the disposal of shares held in an entity 
in a third country, or (iii) as income from a permanent establishment situated in a 
third country with a substantially lower tax rate. 

The Council agreed to eliminate the switch-over provision.

General Anti-Abuse Rule

Under the general anti-abuse rule (“G.A.A.R.”), arrangements which are not put 
into place for valid commercial reasons that reflect economic reality, but are put 
into place for the main purpose (or one of the main purposes) of obtaining a tax ad-
vantage that defeats the object or purpose of an otherwise applicable tax provision 
will be ignored for the purposes of calculating the corporate tax liability.  The tax 
liability will be calculated with reference to the definition of economic substance in 
accordance with relevant national law.  G.A.A.R. is applicable to domestic as well 
as cross-border transactions.

Controlled Foreign Corporation Rules

The proposed controlled foreign company (“C.F.C.”) rules re-attribute the income 
of a low-taxed  C.F.C.  to its parent company.  This will be achieved by adding the 
undistributed income of an entity to the tax base of a taxpayer in the following cases:

• The taxpayer (together with its associated enterprises) holds (directly or 

92 Id., Article 5.
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indirectly) more than 50% of the voting rights or capital, or is entitled to re-
ceive more than 50% of the profits.

• Under the general regime in the country of the entity, profits are subject to an
effective corporate tax rate lower than 50% of the effective tax rate that would
have been charged under the applicable corporate tax system in the Member
State of the taxpayer.

• More than one-third of the income of the entity comes from (i) interest or
any other income generated by financial assets, (ii) royalties or any other in-
come generated from intellectual property or tradable permits, (iii) dividends
and income from the disposal of shares, (iv) financial leasing, (v) immovable
property, unless the Member State of the taxpayer would not have been enti-
tled to tax the income under an agreement concluded with a third country, (vi)
insurance, banking, and other financial activities, or (vii) services rendered to
the taxpayer or its associated enterprises.

• The entity is not a company whose principal class of shares is regularly trad-
ed on one or more recognized stock exchanges.

Undistributed income of a C.F.C. will be included in a taxpayer’s home country in-
come.  Member States may adopt one of two approaches for computing the inclu-
sion:

• The tainted undistributed income listed above is fully included in a sharehold-
er’s income, subject to an exception for the undistributed income of a C.F.C.
that actually carries on a substantive economic activity supported by staff,
equipment, assets, and premises.  Members exclude this active business
exception if the C.F.C. is not a resident of an E.U. Member State or an E.E.A.
State.

• All undistributed income from non-genuine arrangements are included in a
shareholder’s income if obtaining a tax advantage is an essential purpose of
the arrangement.  Whether an arrangement is non-genuine is determined by
reference to the staffing and performance of persons assigned to the C.F.C.
or by the persons of the controlling company.  The income to be included is
based on the value of the functions performed by staff of the controlling com-
pany.  A de minimis rules applies so that companies with accounting profits
that do not exceed €750,000 and non-trading income that does not exceed €
75,000 are not covered by the C.F.C. rule.

Hybrid Mismatches

A hybrid mismatch results from two Member States giving a different legal charac-
terization to the same taxpayer, including its permanent establishments in one or 
more Member State.  This may lead to a situation where either

• a deduction of the same payment, expenses, or losses occurs both in the
Member State in which the payment has its source, the expenses are in-
curred, or the losses are suffered, and in another Member State (double de-
duction); or

• a deduction of a payment in the Member State in which the payment has its
source without a corresponding inclusion of the same payment in the other

“A hybrid mismatch 
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Member States giving 
a different legal 
characterization to 
the same taxpayer.”

http://www.ruchelaw.com


Insights Special Edition  | Table of Contents  |  Visit www.ruchelaw.com for further information. 41

Member State (deduction without inclusion).

Where a double deduction exists, a deduction will be allowed only in the Member 
State where the payment has its source.  Where there is a deduction without inclu-
sion, no deduction will be allowed.

In addition, the provision addresses situations in which two Member States give 
different legal characterizations for the same payment (known as a “hybrid instru-
ment”) and this leads to a deduction in the Member State in which the payment has 
its source without a corresponding inclusion of the same payment in the other Mem-
ber State.  In these cases, the legal characterization given to the hybrid instrument 
by the Member State in which the payment has its source will be followed by the 
other Member State.  This rule will apply initially to instruments involving two Mem-
ber States.  Further analysis will be given when a jurisdiction that is not a Member 
State is involved.  That analysis should yield a proposal in October 2016.

CONCLUSION

It is clear that over recent years, the major economic democracies in Europe have 
attempted to retake control of their “tax” borders by forcing companies resident in 
E.U. Member States, and the E.U. Member States themselves, to operate in a to-
tally transparent environment.  By shining a light on tax planning and rulings, the 
Commission hopes to obtain a level playing field for all Member States regarding tax 
policy.  While these steps do not amount to a common set of tax rules that will apply 
across Europe, they will likely reduce the opportunities for taxpayers to gain benefits 
through divergent tax treatment in two or more jurisdictions.
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LUXEMBOURG
Over the last few decades, Luxembourg has been extremely popular as a holding 
and financing jurisdiction for both E.U. and non-E.U. investors.  Its position as an im-
portant financial center and the professional environment it is able to offer combined 
with advantageous tax treatment and corporate flexibilities give Luxembourg a lead-
ing role worldwide in investment funds and as a preferred European jurisdiction for 
holding, financing, and private wealth management activities.  

A variety of Luxembourg entities are suitable for holding and investment activities. 

A taxable Luxembourg holding company, which in French is often referred to as a 
“Société de Participations Financières” or a “S.O.P.A.R.F.I.,” is an attractive vehicle 
to serve as a group holding company or investment platform.  A S.O.P.A.R.F.I. is 
a normal commercial company that may carry out any activities falling within the 
scope of its corporate purpose clause.  A S.O.P.A.R.F.I. may take the form of, inter 
alia, a Société Anonyme (“S.A.,” a public limited company), a Société à Respons-
abilité Limitée (“S.à r.l.,” a limited liability company), or a Société en Commandite 
par Actions (“S.C.A.,” a partnership limited by shares).  As such, a S.O.P.A.R.F.I. is 
fully subject to Luxembourg income tax and net worth taxes.  Profit distributions by 
a S.O.P.A.R.F.I. are in principle subject to Luxembourg dividend tax.  Considering 
that a S.O.P.A.R.F.I. is fully subject to Luxembourg income tax, it is entitled to the 
benefits of the tax treaties concluded between Luxembourg and other countries and 
the E.U. tax directives.

A S.O.P.A.R.F.I. should be distinguished from a “Société de Gestion de Patrimoine 
Familial” regime (“S.P.F.”) as an S.P.F. is fully exempt from Luxembourg corporate 
income and withholding taxes and is neither eligible for protection under the Luxem-
bourg bilateral tax treaties nor covered by the E.U. tax directives.

Besides the S.O.P.A.R.F.I. and the various investment fund platforms, Luxembourg 
law provides for two collective investment vehicles.

First, a regime applies to investments in risk-bearing capital (e.g., venture capital 
and private equity), namely the “Société d’Investissements en Capital à Risque” 
(“S.I.C.A.R.”).  Under certain circumstances, the S.I.C.A.R. can also be used as a 
tax efficient investment holding company.

Second, a legal and regulatory framework applies to securitization vehicles (“So-
ciétés de Titrisation”) coupled with a favorable tax regime.  The S.I.C.A.R. and the 
securitization vehicles will be dealt with in the final paragraphs of this chapter.

GENERAL/PARTICIPATION EXEMPTION

A S.O.P.A.R.F.I. established in the city of Luxembourg is subject to Luxembourg 

The author would like to 
acknowledge the contribution of 
Mélanie Staes, of Loyens & 
Loeff, in the preparation of this 
section.
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income tax at a combined top rate of 29.22% as of January 1, 2015 and January 1, 
2016 (i.e., national corporation income tax, plus municipal business tax, plus a 7% 
surcharge for an unemployment fund).  It is expected that the combined rate will be 
decreased to 27.08% in 2017 and to 26.01% in 2018.

As of January 1, 2016, the fixed minimum corporation income tax for a S.O.P.A.R.F.I. 
has been abolished.  This minimum corporate tax has however been replaced by a 
minimum net wealth tax as of January 1, 2016, which is largely similar to the mini-
mum corporate tax.  See Annual Net Worth Tax below for further detail. 

A S.O.P.A.R.F.I. may be entitled to the benefits of the Luxembourg participation ex-
emption, which grants a 100% exemption for dividends and gains (including foreign 
exchange gains) realized from qualifying subsidiaries.

Dividends

According to Article 166 of the Luxembourg Income Tax Act (“I.T.A.”), dividends (in-
cluding liquidation dividends) received by a S.O.P.A.R.F.I. are exempt from Luxem-
bourg income tax if the following requirements are met:

a. The S.O.P.A.R.F.I. holds 10% or more of the issued share capital of
the subsidiary (which may be held via a tax-transparent entity), or the
participation has an acquisition cost of at least €1.2 million.

b. The subsidiary is a collective entity or a company with capital divided
into shares and is (i) a fully taxable Luxembourg entity, (ii) an entity
falling within the scope of Article 2 of the E.U. Parent-Subsidiary Di-
rective (2011/96/EU), as amended from time to time, (the “P.S.D.”) or
a permanent establishment thereof, or (iii) a company subject in its
country of residence to a profit tax comparable to the Luxembourg
corporation income tax in terms of rate and taxable basis (see below
for recent limitations to the P.S.D.).

c. At the time of distribution, the S.O.P.A.R.F.I. must have held, or must
commit itself to continue to hold, the participation for an uninterrupted
period of at least 12 months, and during this period, its interest in the
subsidiary may not drop below the threshold mentioned above (10%
or an acquisition cost of €1.2 million).

The participation exemption applies on a per-shareholding basis.  Consequently, 
dividends from newly-acquired shares will immediately qualify for the participation 
exemption provided that the rules above are met (10% or an acquisition value of 
€1.2 million).

Regarding the condition described in (b)(ii) above, i.e., the implementation of the 
P.S.D. in Luxembourg, it is noted that in July1 and December2 2014, the P.S.D. 
was amended to include a provision countering hybrid loan arrangements and 

1 Council Directive 2014/86/E.U. of July 8, 2014, amending Directive 2011/96/E.U. 
on the common system of taxation applicable in the case of parent companies 
and subsidiaries of different Member States.

2 Proposal for a Council Directive amending Directive 2011/96/E.U. on the com-
mon system of taxation applicable in the case of parent companies and subsid-
iaries of different Member States - Political agreement, COM(2013) 814 final.
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implementing a general anti-abuse rule (“G.A.A.R.”).  The hybrid loan provision aims 
at preventing double nontaxation via the use of hybrid financing arrangements by 
limiting the exemption of payments received through such arrangements if such 
payment is deducted in another E.U. Member State.  The anti-abuse provision re-
quires E.U. Member States to refrain from granting the benefits of the P.S.D. to 
certain arrangements that are not “genuine.”  In addition, one of the main purposes 
of the arrangement must be to obtain a tax advantage that would defeat the object 
or purpose of the P.S.D.  E.U. Member States, including Luxembourg, had to ensure 
that their domestic tax rules were aligned with the revised P.S.D. by January 1, 
2016.  By law of December 18, 2015, the Luxembourg participation exemption (and 
withholding tax exemption) rules have been amended effective as of January 1, 
2016, in order to be in line with the revised P.S.D.  Therefore, dividends received by 
a Luxembourg taxpayer from a subsidiary in the E.U. are no longer exempt if they 
are deductible by the E.U. subsidiary distributing the dividend.  In addition, when the 
P.S.D.-based participation exemption is applied, G.A.A.R. needs to be tested before 
an exemption is available.

However, as set out above, the Luxembourg domestic participation exemption may 
still be available, and testing under G.A.A.R. may not be required, if the subsidiary 
meets the comparable tax test as referred to under (b)(iii) and further detailed in 
Subject to Tax below in the context of an income tax treaty, which should be the 
case for many E.U. Member State subsidiaries. 

Capital Gains

According to the Grand-Ducal Decree of December 21, 2001, as amended, regard-
ing the application of Article 166 I.T.A., capital gains (including foreign exchange 
gains) realized by a S.O.P.A.R.F.I. upon the disposition of shares of a subsidiary are 
exempt from Luxembourg income tax if the following requirements are met:

• The S.O.P.A.R.F.I. holds 10% or more of the issued share capital of the sub-
sidiary (which may be held via a tax-transparent entity), or the participation
has an acquisition cost of at least €6 million.

• The subsidiary is (i) a fully taxable Luxembourg entity, (ii) an entity falling
within the scope of Article 2 of the P.S.D. or to a permanent establishment
thereof, or (iii) a company subject in its country of residence to a profit tax
comparable to the Luxembourg corporation income tax in terms of rate and
taxable basis (see below).

• The S.O.P.A.R.F.I. must have held, or must commit itself to continue to hold,
a minimum participation, as mentioned above, for an uninterrupted period of
at least 12 months.

The capital gains exemption is not subject to G.A.A.R. as implemented in Luxem-
bourg law following the amendments to the P.S.D., as it only relates to dividends 
and not capital gains.

SUBJECT TO TAX

As outlined above, in order to qualify for the Luxembourg participation exemption on 
dividends and capital gains, nonresident subsidiaries should either qualify under Arti-
cle 2 of the P.S.D. or must be subject to a comparable tax in their country of residence.

“A foreign 
corporation income 
tax is comparable if 
it is levied at a rate 
of at least 10.5% 
and the tax basis is 
computed on a basis 
that is similar to 
Luxembourg.”
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Based on parliamentary documents, this requirement is to be understood as follows: 
A foreign corporation income tax is comparable if it is levied at a rate of at least 
10.5% and the tax basis is computed on a basis that is similar to Luxembourg.  No 
list of qualifying countries for this purpose exists.  Where comparability is subject to 
doubt, an advance tax agreement (“A.T.A.”) can be requested from the Luxembourg 
tax authorities.

Certain treaties concluded by Luxembourg contain a participation exemption for 
dividends in the treaty itself, even if no tax or limited tax is actually imposed.  There-
fore, by virtue of such treaties, dividends received from favorably-taxed foreign 
companies, such as a Swiss finance company, should be exempt from tax at the 
S.O.P.A.R.F.I. level.  In addition, the minimum ownership period requirement of a 
treaty is generally shorter than the period required under Luxembourg law (e.g., 
beginning of the accounting year versus 12 months).

DIVIDENDS OR CAPITAL GAINS AFTER SHARE 
EXCHANGE

The Luxembourg I.T.A. provides for certain tax-free reorganizations.  Such favor-
able tax treatment applies to

• conversions of a loan whereby securities representing share capital of the
debtor are issued to the creditor;

• transformations of a capital company into another capital company whereby
securities of the transformed company are issued to the shareholder;

• mergers or divisions of capital companies or companies resident in an E.U.
Member State whereby securities of the merged company are issued to the
shareholder of the disappearing company; and

• certain other mergers.

For the transaction to qualify as a tax-free reorganization, the acquisition date and 
cost basis of the transferred shares (or the book value of the converted loan in the 
first case above) must be carried over and continued in the financial statements to 
the shares received in exchange.

In the cases described above (other than the second), the transaction remains tax-
free even if cash is paid to the shareholder, provided that the cash does not exceed 
10% of the nominal value of the shares.

During the five years following any of the foregoing transactions, income derived 
from a participation (i.e., dividends and capital gains) received pursuant to the cov-
ered transaction does not fall within the scope of the participation exemption, if the 
transferred participation did not qualify for the participation exemption prior to the 
exchange transaction. 

LUXEMBOURG PERMANENT ESTABLISHMENT

The participation exemption also applies to dividends received and gains realized 
on participations that are attributed to a Luxembourg permanent establishment of 
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a resident of an E.U. Member State or of a treaty country.  If the entity is a resident 
in a treaty country, it must be subject to tax (refer to Subject to Tax in this chapter 
above).  

Partial Participation Exemption

An interest of less than 10% in a subsidiary with an acquisition cost of less than 
€1.2 million and/or an interest in a subsidiary for which the 12-month holding-period 
requirement is not and will not be met will not qualify for the participation exemption 
described above.  However, dividend income derived from such interests may nev-
ertheless be eligible for a 50% exemption, provided that the other conditions for the 
participation exemption above under Dividends are met.

WITHHOLDING TAX IN A FOREIGN SUBSIDIARY’S 
COUNTRY

Dividends paid by a foreign subsidiary to a Luxembourg holding company and gains 
on alienation of the shares may be subject to withholding tax or capital gains tax.  
Such taxes may be eliminated or reduced pursuant to the P.S.D. or a tax treaty con-
cluded by Luxembourg and the foreign subsidiary’s country of residence.

As of the date of this article, Luxembourg has 76 income tax treaties in force with 
the following countries: 

Andorra
Armenia
Austria
Azerbaijan
Bahrain
Barbados
Belgium
Brazil
Bulgaria
Canada
China
Chinese Taiwan
Croatia
Czech Republic
Denmark
Estonia
Finland
France
Georgia

Germany
Greece
Guernsey
Hong Kong
Hungary
Iceland
India
Indonesia
Ireland
Isle of Man
Israel
Italy
Japan
Jersey
Kazakhstan
Laos
Latvia
Liechtenstein
Lithuania

Macedonia
Malaysia
Malta
Mauritius
Mexico
Moldova
Monaco
Morocco
Netherlands
Norway
Panama
Poland
Portugal
Qatar
Romania
Russia
San Marino
Saudi Arabia
Seychelles

Singapore
Slovakia
Slovenia
South Africa 
South Korea
Spain
Sri Lanka
Sweden
Switzerland
Tajikistan
Thailand
Trinidad & Tobago
Tunisia
Turkey
U.A.E.
U.K.
U.S.A.
Uzbekistan
Vietnam

Additionally, Luxembourg is in the process of ratifying 22 income tax treaties, six of 
which are still being negotiated.  Of those 22, two are protocols being negotiated 
and 20 are either new treaties or existing treaties being renegotiated.
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DEDUCTION OF COSTS

Value Adjustments

A S.O.P.A.R.F.I. may make deductible value adjustments on a participation.  The 
deductions can be used to offset other income (such as income from financing ac-
tivities or commercial activities) and may result in tax losses.  Losses may be carried 
forward indefinitely.  It is expected that the loss carryforward rules will be amended, 
i.e., losses realized as of the tax year 2017 would be (i) deductible up to 75% of the
profits realized in later years, and (ii) carried forward for 17 years only.  At the time
of this writing, no legislative language is available regarding the proposal.

It should be noted that the losses carried forward are recaptured in the event of a 
future disposition of the company.  The capital gains exemption (as described in 
Capital Gains above) does not apply to the extent of such previously-deducted ex-
penses and value adjustments.  As a result, capital gains arising from a disposition 
of shares may (in part) be taxable and offset by available losses carried forward.  

The same applies to value adjustments of a receivable on the participation.

Financial Costs

Financing expenses connected with a participation are tax deductible to the extent 
that they exceed exempt income from such a participation in a given year.  The 
deducted amount can be used to offset other types of income and capital gains 
resulting from a subsequent disposition of shares (subject to the recapture rule de-
scribed above).

In principle, expenses are allocated on a historic direct-tracing basis.  Where direct 
tracing is not possible, expenses are allocated on a pro rata basis (e.g., based on 
the number of participations or the relative value of each).

Realized currency gains and currency losses on loans obtained to finance the acqui-
sition or further capitalization of subsidiaries are taxable or deductible.  Therefore, 
currency exposure should be avoided, preferably by denominating such loans in the 
currency that the Luxembourg taxpayer applies as its functional currency.  Currency 
gains on the investment in the participation itself and, in principle, on repayments 
of capital, are exempt by virtue of the participation exemption.  Currency losses on 
the investment and on repayments of capital are tax deductible but may fall under 
the recapture rules.  

Liquidation Losses

A loss realized upon liquidation of a participation is deductible. 

WITHHOLDING TAX ON OUTBOUND DIVIDENDS 
AND CAPITAL GAINS

Dividend Distributions

Dividends distributed by a S.O.P.A.R.F.I. are subject to Luxembourg dividend with-
holding tax at the rate of 15%, unless an exemption or a reduced treaty rate applies.  
(See also below with respect to liquidation dividends.)  Under Article 147 of the 

“It is expected that 
the loss carryforward 
rules will be 
amended, . . .  
[but] at the time 
of this writing, no 
legislative language 
is available regarding 
the proposal.”
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I.T.A., exemptions may apply for dividend distributions from a Luxembourg company
to one of the following entities, if certain conditions are met:

• A fully-taxable Luxembourg entity

• An entity falling within the scope of Article 2 of the P.S.D., or a permanent
establishment thereof

• A Swiss-resident capital company that is subject to corporation tax in Switzer-
land without benefiting from an exemption

• A company resident in a treaty country and subject in that country to a profit
tax comparable to the Corporation income tax. (“C.I.T.”) in terms of rate and
taxable basis

Such distributions are exempt from Luxembourg dividend withholding tax if the fol-
lowing conditions apply:

• The dividend is paid to a qualifying entity that holds 10% or more of the
issued share capital of the Luxembourg company (which may be held via a
tax-transparent entity), or the participation has an acquisition cost of at least
€1.2 million.

• The qualifying entity has held, or commits itself to continue to hold, a mini-
mum participation as mentioned above for an uninterrupted period of at least
12 months.3

Tax-transparent shareholders should be disregarded for the purpose of determining 
whether the above conditions are met.

As mentioned above (refer to General/Participation Exemption in this chapter), for 
dividends paid to shareholders referred to in the second bullet above, the anti-abuse 
rules of the P.S.D. as implemented in Luxembourg law should be tested and may 
prevent the application of the exemption.  For the other type of shareholders, no 
such test is applicable.

Interest Payment on (Hybrid) Debt

Arm’s length fixed or floating rate interest payments to Luxembourg and non-Lux-
embourg residents are not subject to Luxembourg withholding tax.  However, inter-
est paid on certain profit-sharing bonds, and arguably, profit-sharing interest paid 
on loans, is subject to 15% withholding tax, unless a lower tax treaty rate applies.

In connection with the abolition of Directive 2003/48/E.C. on taxation of savings 
income in the form of interest payments, Luxembourg no longer withholds tax on 
certain savings income as of January 1, 2015, but now automatically exchanges 
information with E.U. Member States under the application of Directive 2011/16/E.U. 
in regards to the mandatory automatic exchange of information in the field of taxa-
tion.

Under certain conditions, hybrid debt instruments may be issued by a S.O.P.A.R.F.I.  

3 In recent practice, prior to the completion of the 12-month holding period, the 
fulfillment of this requirement must be guaranteed by way of a commitment 
letter from the shareholder.
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These hybrid debt instruments (e.g., convertible preferred equity certificates com-
monly referred to as “C.P.E.C.’s”) are normally treated as debt for Luxembourg legal, 
accounting, and tax purposes, but may be treated as equity for tax purposes in the 
country of residence of the holder of the instrument (e.g., the U.S.).  The expression 
“C.P.E.C.’s” is often used as a general abbreviation.  However, the precise terms 
and conditions may differ on a case-by-case basis. 

In a European context, following the amendments made to the P.S.D. (referred to in 
General/Participation Exemption), the use of hybrid instruments may be limited 
where two E.U. Member States are concerned.  In Luxembourg, however, no legis-
lation has been implemented that would bar the deduction of interest paid on hybrid 
instruments issued by a Luxembourg company. 

In addition, hybrid instruments are targeted by the O.E.C.D.’s work on base erosion 
and profit shifting (“B.E.P.S.”).  Action Item 2 of the B.E.P.S. Action Plan calls for 
treaty provisions and domestic rules to neutralize the effects of hybrid mismatch 
arrangements through deduction limitations and a general anti-abuse rule.

In this context, a Council Directive laying down rules against tax avoidance practices 
that directly affect the functioning of the internal market (the Anti-Tax Avoidance Di-
rective, or “A.T.A.D.”) is currently in the process of being adopted.  The latest draft of 
the A.T.A.D. available at the date of this writing is dated May 24, 2016.  The A.T.A.D. 
draft is based on the B.E.P.S. Action Plan, but contains E.U.-specific deviations.  
The measures to be implemented are as follows: (i) an interest deduction limitation 
rule, (ii) exit taxation, (iii) a switch-over clause, (iv) a general anti-abuse rule, (v) 
controlled foreign corporation (“C.F.C.”) legislation, and (vi) hybrid mismatch rules.  
The proposed implementation date is January 1, 2019.

CAPITAL GAINS IN HANDS OF SHAREHOLDERS

Resident individual shareholders are taxable on the alienation of shares (including 
by way of liquidation) in a S.O.P.A.R.F.I. where

• the alienation, or (partial) liquidation of the shareholding, takes place within 
six months of acquisition (speculation gain); or

• the alienator owns, either directly or indirectly, a substantial interest in the 
S.O.P.A.R.F.I. 

In very broad terms, a substantial interest exists if a shareholder either alone or 
together with certain close relatives has held a shareholding of more than 10% 
in a Luxembourg company at any time during the five-year period preceding the 
alienation.  

Nonresident shareholders who do not have a Luxembourg permanent establish-
ment to which shares and/or income or gains from shares in a S.O.P.A.R.F.I. should 
be attributed are only subject to Luxembourg capital gains tax on the alienation of 
shares where such shareholders own a substantial interest, either directly or indi-
rectly, and (i) the alienation or liquidation takes place within six months of acquisition 
(speculation gain), or (ii) in case of an alienation after six months, the shareholders 
have been Luxembourg-resident taxpayers for more than 15 years and have be-
come non-Luxembourg resident taxpayers less than five years before the alienation.  
Note, however, that Luxembourg, in general, will not be entitled to tax this gain 
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under applicable tax treaties.

REPURCHASE OF SHARES IN A S.O.P.A.R.F.I .

In principle, by virtue of articles 146(1) and 97(1) of the I.T.A., a repurchase of 
shares in a S.O.P.A.R.F.I. is subject to Luxembourg dividend tax insofar as there 
are retained earnings available in the S.O.P.A.R.F.I.  However, a repurchase by the 
company and subsequent cancellation of all shares from one or more shareholders, 
that cease to be shareholders, is considered to be capital gains that are not subject 
to Luxembourg dividend tax (the “partial liquidation”).  

OTHER TAX ISSUES

Debt-to-Equity Ratio

Luxembourg law does not contain any provisions regarding debt-to-equity ratios.  
Based on transfer pricing principles generally applied by the Luxembourg tax au-
thorities, one should generally avoid a debt-to-equity ratio in excess of 85:15 for the 
financing of subsidiaries.  If a higher ratio is maintained, a portion of the interest 
payments may be considered constructive dividends, which will not be deductible 
for Luxembourg corporation income tax purposes, and, depending on the case, a 
Luxembourg dividend withholding tax obligation may arise.  Interest-free debt, in 
general, qualifies as equity for purposes of the 85:15 test.

Capital Duty

Luxembourg has no capital duty.  Instead, a fixed registration duty of €75 applies 
to (i) the incorporation of a Luxembourg entity, (ii) an amendment to the bylaws of 
a Luxembourg entity, and (iii) the transfer of the statutory or actual seat of an entity 
to Luxembourg.

Annual Net Worth Tax

A S.O.P.A.R.F.I. is subject to an annual net worth tax, which is levied at the rate of 
0.5% of the company’s worldwide net worth on January 1 of each year.  On January 
1, 2016, a reduced rate of 0.05% for taxable net wealth in excess of €500 million 
was introduced.  The first €500 million of taxable net wealth will remain taxable at 
0.5%.

Certain assets are excluded, such as shares in a participation, provided that the 
participation exemption for dividend income, as described above in General/Par-
ticipation Exemption, is applicable.  However, with regard to the net worth tax 
exemption, there is no minimum holding period requirement.

Reference is also made to General/Participation Exemption in this chapter with 
respect to the minimum net wealth tax applicable as of January 1, 2016.  To address 
criticism from the European Commission that the minimum corporation income tax 
might infringe on the P.S.D., the minimum corporation income tax has been replaced 
with a minimum net wealth tax, effective as of January 1, 2016.  Until the year 2015, 
Luxembourg-resident corporate taxpayers were subject to either a contingent or 
fixed minimum corporation income tax.  The fixed minimum tax of €3,210 (including 
the 7% surcharge) was applied if, in a given year, the resident corporate taxpayer’s 
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financial assets exceeded 90% of its total balance sheet and those assets exceeded 
€350,000, which is the case for most holding and financing companies.  In all other 
cases, the minimum tax was contingent on the balance sheet total of the resident 
corporate taxpayer, varying from €535 to €21,400 for a balance sheet total exceed-
ing €20 million.  Under the amendment, both the fixed and contingent minimum 
corporation income tax have become a minimum net wealth tax, and the minimum 
net wealth taxes of €25 and €62.50, respectively, were abolished.  The tax bill also 
increased the range for the contingent minimum tax to €32,100 for a balance sheet 
total exceeding €30 million.

If a S.O.P.A.R.F.I. is part of a Luxembourg fiscal unity, both the parent company and 
the subsidiaries’ part of the fiscal unity are subject to the minimum tax.  However, 
the aggregate minimum tax payable by a fiscal unity is capped at €32,100.  Each 
member of the fiscal unity is fully liable for its own minimum tax as well as for the 
minimum tax of the subsidiaries’ part of the fiscal unity, including interest for late tax 
payments and penalties.

The fixed minimum tax is reduced by the corporation income tax (including the 7% 
surcharge) due for the preceding tax year.  For the year 2016, however, the 2016 
minimum net wealth tax can only be decreased with the 2015 corporation income 
tax insofar as the latter exceeds the amount of the minimum corporation income tax 
still due in 2015.

Advance Tax Agreements and Advance Pricing Agreements

As of January 1, 2015, the procedure to obtain an advance tax agreement (“A.T.A.”) 
has been codified into Luxembourg law.  In an A.T.A., the Luxembourg tax author-
ities confirm the interpretation of the tax law as applied to the specific facts of the 
case presented by the taxpayer.  Following submission, an A.T.A. request will be 
reviewed by a committee that will advise the relevant tax inspector.  Submission 
of a request is subject to a fee of up to €10,000, payable to the Luxembourg tax 
authorities.

In an advance pricing agreement (“A.P.A.”), the arm’s length character of the remu-
neration to be earned by a Luxembourg company on its intra-group financing activ-
ities is confirmed.  The financing company must meet certain conditions in order to 
be able to obtain an A.P.A.  These conditions are set out in a regulation issued by the 
Luxembourg tax authorities on January 28, 2011.  Such conditions include, amongst 
others, that financing companies must have sufficient substance in Luxembourg and 
must effectively bear the risks related to the financing transactions for which the 
A.P.A. is being sought by having equity at risk for its financing activity corresponding 
to at least 1% of the nominal value of the loans granted without exceeding €2 million. 

The European Commission is currently conducting an examination of the A.T.A. 
practices of various E.U. Member States, including Luxembourg, in light of potential 
unlawful State Aid.  The European Commission has repeatedly stated that an A.T.A. 
that merely confirms in advance the application of tax law in a particular case is 
legitimate.  On the other hand, an A.T.A. that grants State Aid is not allowed under 
the E.U. treaties.  Under State aid rules, it is in general unlawful for E.U. Member 
States to grant, on a selective basis, aid (including tax benefits) to undertakings.  If 
unlawful aid was granted, the European Commission can order the Member State 
involved to recover that aid from the beneficiary undertaking, with interest. 

“A substantial 
number of rulings 
approved by the 
Luxembourg tax 
authorities in the 
years 2002 to 2010 
were leaked to 
the International 
Consortium of 
Investigative 
Journalists.”
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Regarding Luxembourg, the European Commission is investigating or has investi-
gated A.T.A.’s issued to Amazon, McDonald’s, and Fiat Finance and Trade (“F.F.T.”) 
in light of possible State Aid aspects.  Preliminary findings were published on Octo-
ber 17, 2014 regarding F.F.T., and on February 6, 2015 regarding Amazon.  Regard-
ing McDonald’s, a press release was published on December 3, 2015. 

On October 21, 2015, a press release4 was published on the F.F.T. case, stating that 
the European Commission has decided that Luxembourg has granted selective tax 
advantages to F.F.T.  The European Commission ordered Luxembourg to recover 
the unpaid tax from F.F.T. in order to remove the unfair competitive advantage they 
enjoyed and to restore equal treatment with other companies in similar situations.  
In addition, F.F.T. can no longer continue to benefit from the advantageous tax treat-
ment granted by these tax rulings.  Luxembourg and F.F.T. have lodged an appeal 
against the E.U. Commission’s decision with the European General Court.

Following the “Lux Leaks” events in November and December of 2014, a substantial 
number of rulings approved by the Luxembourg tax authorities in the years 2002 to 
2010 were leaked to the International Consortium of Investigative Journalists.  The 
Director General of Competition has stated that the European Commission con-
siders the leaked documents to be market information and that it will examine the 
documents and evaluate whether or not they will lead to the opening of new cases.5  
In the abovementioned press release on the F.F.T. case, the E.U. Commission also 
stated that it continues to pursue its inquiry into tax rulings practices in all E.U. 
Member States and cannot prejudge the opening of additional formal investigations.

S.I.C.A.R.

Luxembourg has adopted the S.I.C.A.R. law, which provides for a flexible and tax-fa-
vorable regime for any investments in risk-bearing capital owned by a S.I.C.AR.-
type vehicle.  The purpose of this law is to facilitate private equity and venture 
capital investments within the E.U.

The S.I.C.A.R. can be incorporated in the form of a capital company, such as an 
S.à r.l. or an S.A., or a transparent entity, such as an S.C.S. (“Société en Comman-
dite Simple”).  A S.I.C.A.R. is a regulated entity, though in a relatively light manner
compared to investment funds, such as Undertakings for Collective Investments in
Transferable Securities (“U.C.I.T.S.”).  The S.I.C.A.R. is subject to prior approval and
supervision by the Commission de Surveillance de Secteur Financier (“C.S.S.F.”).
At the same time, it benefits from flexible legal rules regarding investment in private
equity and venture capital.

In principle, a S.I.C.A.R. is fully taxable for corporation income tax purposes.  How-
ever, income realized in connection with its investments in risk-bearing capital is 
fully exempt from corporation income tax.  Other income, such as interest accrued 
on bank deposits, management fees, and the like, is normally taxed.  A S.I.C.A.R. 
is, in principle, entitled to the benefits of the Luxembourg tax treaties and the P.S.D.  

4 “Commission Decides Selective Tax Advantages for Fiat in Luxembourg and 
Starbucks in the Netherlands Are Illegal under EU State Aid Rules.” European 
Commission Press Release Database. October 21, 2015.

5 Jacobsen, Henriette. “Vestager Says Will Use ‘Luxleaks’ Documents in EU Tax 
Probe.” EurActiv. November 20, 2014.
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In addition, a S.I.C.A.R. is exempt from net worth tax and from withholding tax on 
dividend distributions.  Nonresident investors in a S.I.C.A.R. are not subject to Lux-
embourg taxes on dividends distributed or capital gains realized on the disposal 
of the shares in a S.I.C.A.R.  A S.I.C.A.R. is subject to the minimum tax rules, as 
described in General/Participation Exemption.

SECURITIZATION VEHICLE

Luxembourg has also adopted an attractive legal, regulatory, and tax framework for 
securitization vehicles (the “S.V. Law”).

The S.V. Law defines “securitization” very broadly as: 

The transaction by which a securitization vehicle acquires or as-
sumes, directly or through another vehicle, the risks relating to 
claims, obligations, and other assets or to the activity of a third party 
by issuing securities the value or the yield of which depends on such 
risks.  

A securitization vehicle can either be set up in the form of a capital company, such 
as an S.à r.l., S.A., S.C.A., or Société Commerciale, or in the form of a fund man-
aged by a management company.  Securitizations with Luxembourg special pur-
pose vehicles outside the scope of the S.V. Law are also possible.

Securitization vehicles that issue securities to the public on a regular basis are sub-
ject to prior approval and supervision by the C.S.S.F.  An issuance of securities to 
the public or continuous private placements do not require prior approval.  Securiti-
zation vehicles that set up as funds are, as a general rule, subject to prior approval 
and supervision by the C.S.S.F.

The law offers flexibility and protection of investors’ and creditors’ rights, and en-
sures bankruptcy remoteness of the securitization vehicle, by expressly confirming 
the effectiveness of “non-petition” and “non-attachment” clauses.  In addition, the 
S.V. Law expressly allows for subordination provisions and validates the “true sales” 
character of the transfer of the securitized assets to the securitization vehicle.  It also 
recognizes that investors’ and creditors’ rights and claims are limited in recourse to 
the securitized assets and enables the creation of separate compartments within a 
single securitization vehicle, each comprising a distinct pool of assets and liabilities.

Securitization vehicles are, in principle, fully subject to Luxembourg corporation in-
come tax at the standard combined rate of 29.22%.  However, the securitization 
vehicle is able to deduct from its taxable base all “commitments” owed to investors 
and creditors.  A commitment should be interpreted as including all payments, ei-
ther in the form of interest or dividend, made by the securitization vehicle to its 
investors and creditors.  The taxable result of the company could, therefore, be 
virtually reduced to nil, albeit that a securitization vehicle is subject to the minimum 
tax described in General/Participation Exemption.  Securitization vehicles set up 
in the form of a fund are considered to be transparent for corporation income tax 
purposes.

Dividend distributions from a securitization vehicle are not subject to withholding tax, 
as such distributions are deemed to be interest payments.  As a result, a Luxem-
bourg normally-taxable parent company is not entitled to the participation exemption 

“A Luxembourg 
normally-taxable 
parent company 
is not entitled to 
the participation 
exemption with 
respect to dividends 
and capital gains 
realized in connection 
with a participation 
in a securitization 
company.”
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with respect to dividends and capital gains realized in connection with a participation 
in a securitization company.

In a cross-border situation, the Luxembourg tax authorities take the position that the 
securitization company should be entitled to the benefit of withholding tax relief with 
respect to dividends sourced in a treaty country or in an E.U. Member State under 
the P.S.D.  They also hold that dividends distributed by a securitization company to 
an E.U. qualifying parent company should be entitled to the participation exemption 
in the parent’s E.U. Member State.  This position is, however, not binding on the tax 
authorities of any other E.U. Member State or treaty country.  Cross-border tax relief 
with respect to dividends received or distributed by a securitization company de-
pends on the analysis made by the other E.U. Member States and treaty countries.

Securitization vehicles are exempt from net worth tax.

RECENT AND CURRENT DEVELOPMENTS

Transfer Pricing Regulation

To strengthen the transparency of Luxembourg transfer pricing legislation, the arm’s 
length principle has been codified in Article 56 of the I.T.A. as of January 1, 2015.  
The wording of the new provision is inspired by Article 9 of the O.E.C.D. Model Tax 
Convention.  The new legislation stipulates that upon the request of the tax author-
ities, the taxpayer is obliged to present relevant information underlying the transfer 
prices agreed upon between associated enterprises.  Based on the literal wording of 
Article 56, Luxembourg companies should be allowed to deduct a deemed interest 
expense on interest-free debt for corporation income tax and municipal business tax 
purposes.  As there may be some doubt in this respect, an A.T.A may be sought from 
the Luxembourg tax authorities to obtain certainty.

Developments in Exchange of Information

Luxembourg and the United States concluded a Model 1 intergovernmental agree-
ment (“I.G.A.”) regarding the application of the Foreign Account Tax Compliance Act 
(“F.A.T.C.A.”) in Luxembourg on March 28, 2014.  The I.G.A. was implemented in 
Luxembourg domestic law by a law dated July 24, 2015.  Reporting Luxembourg 
financial institutions must give specified information on their U.S. account holders 
to the Luxembourg tax authorities, which in turn will pass that information to the 
U.S. Internal Revenue Service.  The first year for which information needed to be 
exchanged was 2014.  On July 31, 2015, the Luxembourg tax authorities published 
guidance notes on the I.G.A. regarding the intergovernmental implementation of 
F.A.T.C.A.  The notes clarify some definitions and procedures to be followed by 
companies considered as Luxembourg financial institutions under the I.G.A.

Luxembourg has also implemented the O.E.C.D.’s common reporting stan-
dard (“C.R.S.”) and the revised E.U. directive on administrative cooperation 
(2014/107/E.C.), which effectively implements the C.R.S. into E.U. law.  Luxem-
bourg financial institutions therefore need to comply with additional due diligence 
rules for their account holders and the shareholders of investment entities.  Further, 
additional reporting rules apply for Luxembourg financial institutions with finan-
cial accounts held by persons who are tax resident in an E.U. Member State or a 
country participating in the C.R.S.  The first year for which information needs to be 
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exchanged is 2016.

Finally, on December 8, 2015, the E.U. Council adopted Directive (E.U.) 2015/2376 
(the “E.O.I. Directive”) amending Directive 2011/16/E.U. regarding the mandatory 
automatic exchange of information in the field of taxation.  The E.O.I. Directive has 
introduced mandatory automatic exchange of information on advance cross-border 
rulings and advance pricing arrangements and is aimed at enhancing fiscal trans-
parency between E.U. Member States and deterring aggressive tax planning and 
abusive tax practices.  

The automatic exchange covers rulings and pricing arrangements (i) issued, amend-
ed, or renewed after December 31, 2016, and (ii) issued less than five years prior.  
Only rulings involving cross-border transactions are covered by the E.O.I. Directive, 
and rulings concerning only natural persons are excluded.  

The automatic exchange should include a defined set of basic information that will 
be sent to all Member States and the E.U. Commission.  After the exchange of 
information takes place, an E.U. Member State may request additional information 
if it believes such information is relevant to the application of its own tax rules.  The 
proposed amendment is effective as of January 1, 2017.  Rulings and pricing ar-
rangements issued after December 31, 2016, will need to be communicated within 
three months following the end of the calendar-year semester in which they are is-
sued.  Rulings and advance pricing arrangements issued between January, 1 2012 
and December 31, 2013 which are still valid on January 1, 2014, and rulings and 
advance pricing arrangements issued between January 1, 2014 and December 31, 
2016 (whether still valid or not) will be reported before January 1, 2018.  Rulings and 
advance pricing arrangements issued before April 1, 2016, concerning persons with 
a group-wide annual net turnover exceeding €40 million do not need to be reported.

A bill of law is currently pending before Luxembourg Parliament providing for the 
implementation of the Directive in Luxembourg law. 
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UNITED KINGDOM

INTRODUCTION

This summary of United Kingdom (“U.K.”) law is correct as of June 15, 2016.

The tax authority in the U.K. is called H.M. Revenue & Customs (“H.M.R.C.”).

The U.K. has long formed the de facto European or international headquarters for 
many U.S.-based multinational companies.

Individuals

The U.K. has a unique taxation system for individuals who are resident but not do-
miciled in the U.K. – known as the “remittance basis.”  Individuals who are eligible 
to use the remittance basis are only liable to U.K. tax on foreign-source income and 
capital gains to the extent that those amounts are remitted to the U.K.  This system 
has made the U.K. an attractive and cost-effective center for locating foreign exec-
utives.

Non-domiciled individuals (“Non-Doms”) seeking to benefit from the remittance 
basis must pay a tax charge if they have been resident in the U.K. for seven or 
more of the last nine tax years.  The charge, known as the remittance basis charge 
(“R.B.C.”), increases as the period of U.K. residence increases:

• £90,000 – applicable to Non-Doms that have been resident in the U.K. for 17
of the last 20 tax years (the “17-year test”)

• £60,000 – applicable to Non-Doms that do not meet the 17-year test but have
been resident in the U.K. for 12 of the last 14 tax years (the “12-year test”)

• £30,000 – applicable to Non-Doms that do not meet the 12-year test but have
been resident in the U.K. for seven of the last nine years

When the R.B.C. was first introduced, it applied as a single £30,000 charge for indi-
viduals resident in the U.K. for seven of the last nine years.  Since then, the R.B.C. 
has been amended and increased several times, in various attempts to restrict tax 
benefits for individuals that have been resident in the U.K. for an extended period.  
Consequently, different levels of R.B.C. may apply for individual tax years between 
April 2008 and April 2016.  

As part of the U.K. Summer Budget released in July 2015, the government an-
nounced wide-ranging changes to the rules on domicile.  From April 2017 onwards, 
individuals who have been resident in the U.K. for at least 15 of the previous 20 tax 
years are deemed to be domiciled in the U.K. from the beginning of the sixteenth 
tax year.  
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Consequently, these individuals will no longer be eligible to claim the remittance ba-
sis and will be taxed in the U.K. on their worldwide income and gains.  Consequent-
ly, the £90,000 R.B.C., which applies under the 17-year test, will become redundant 
as of April 2017.  Legislation to introduce these changes is expected to be included 
in Finance Bill 2016, which is likely to take effect from summer 2016.

An important R.B.C. relief was introduced in 2012.  From April 2012, foreign income 
and gains may be brought into the U.K. for the purpose of investing in certain U.K. 
companies without constituting a taxable remittance that is subject to U.K. tax.  The 
relief applies to investments in private U.K. companies only.  Broadly, the investment 
can be made by way of shares or debt and must be made within 45 days of the funds 
being brought into the U.K.  The relief will not be available where the funds are being 
remitted as part of a scheme or arrangement to avoid U.K. tax.

It should be noted that at the Autumn Statement in November 2015, the government 
announced that it intends to consult on possible changes to this relief, in order to 
further encourage investment in U.K. companies by Non-Doms.  

Foreign executives coming to work in the U.K. should also be aware of certain 
measures, introduced in Finance Act 2014, to combat the misuse of artificial dual 
contracts by non-domiciled employees.  Broadly, the new rules prevent U.K.-resi-
dent Non-Doms from electing to use the remittance basis for overseas employment 
income, where these individuals are artificially separating U.K. and overseas em-
ployment duties by creating separate employment contracts with a U.K. employer 
and an associated overseas employer.  

A statutory residence test (“S.R.T.”) was introduced in April 2013 to determine 
whether an individual is tax resident in the U.K.  The S.R.T. is designed to give 
individuals greater certainty and clarity as to whether they are tax resident in the 
U.K. and therefore subject to U.K. income tax and capital gains tax (“C.G.T.”) on 
their worldwide source income and gains.  Individuals should note that their tax 
residence status under the S.R.T. may differ from their tax residence in years prior 
to the introduction of the S.R.T.  

Corporations

The U.K. corporate tax regime continues to offer a number of attractive features:

• The U.K. has competitive corporation tax rates.  The main rate of U.K. corpo-
ration tax is currently 20% (reduced from 21% in April 2015).  From April 1, 
2015, the main rate of corporation tax, the basic rate of income tax, and the 
standard Value Added Tax (“V.A.T.”) rate are all 20%.  The main rate of U.K. 
corporation tax is due to be further reduced to 19%, from April 2017, and then 
to 17%, from April 2020.

• An exemption from corporation tax is available for most dividends received 
from U.K.- and foreign-resident companies, backed up by a foreign tax credit 
system where the exemption does not apply.

• No withholding tax is levied on dividends paid by U.K. companies to nonres-
ident shareholders, except for distributions made by certain types of invest-
ment funds, such as Real Estate Investment Trusts, (“R.E.I.T.’s”).

• The U.K. offers an exemption from tax on capital gains on the sale of 
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substantial shareholdings involving trading groups.  However, it should be 
noted that in April 2016, the U.K. government announced that it will review 
the current substantial shareholding exemption to determine whether chang-
es need to be made to increase its simplicity, coherence and international 
competitiveness.

• There is no C.G.T., in general, on the sale of shares in U.K. companies by 
nonresidents.

• There are no capital taxes on formation or paid-in capital of companies.

• The U.K. has an optional “Patent Box” regime, introduced in April 2013 as 
part of the U.K. strategy to incentivize innovation, and the development and 
retention of certain intellectual property (“I.P.”) rights in the U.K.  Broadly, the 
regime allows qualifying companies to elect to apply a lower rate of U.K. cor-
poration tax on all profits attributable to qualifying patents, whether paid as 
royalties or embedded in the price of the products.  The relief was phased in 
over five years, and by April 1, 2017 will provide an effective corporation tax 
rate of 10% on worldwide profits attributable to qualifying patents and similar 
I.P. rights.  However, the patent box will be closed to new entrants from June 
30, 2016 and will be abolished for existing claimants by June 30, 2021.  In 
December 2015, the U.K. government published draft legislation to change 
the design of the patent box to comply with recommendations from the Or-
ganization for Economic Co-operation and Development (“O.E.C.D.”).  From 
July 1, 2016, a new U.K. “Patent Box” will be available that will be based on 
the “modified nexus” approach.  This approach looks more closely at the ju-
risdiction where the research and development (“R&D”) expenditure incurred 
in developing the patent or product actually takes place.  It seeks to ensure 
that substantial economic activities are undertaken in the jurisdiction in which 
a preferential I.P. regime exists, by requiring tax benefits to be connected 
directly to the R&D expenditure.  

• There is an above-the-line R&D Expenditure Credit (“R.D.E.C.”) for qualifying 
companies that incur qualifying R&D expenditure on or after April 1, 2013.  
The R.D.E.C. is calculated directly as a percentage of the company’s R&D 
expenditure and subsidizes the R&D.  The credit is recorded in a company’s 
accounts as a reduction in the cost of R&D – that is, it is recorded above the 
tax line.  For large companies, the R.D.E.C. is payable at 11%.  A separate 
regime allowing for a tax deduction of 230% of qualifying R&D expenditure 
for small or medium sized companies is also available provided certain con-
ditions are met.

• The U.K. has the most extensive tax treaty network in the world, covering 
around 120 countries.

• There has been official confirmation that the U.K. will not introduce a financial 
transactions tax (“F.T.T.”) unless introduced on a global basis.  In April 2014, 
the U.K.’s preliminary legal challenge against a decision authorizing the use 
of enhanced cooperation to implement an F.T.T. was rejected by the Euro-
pean Court of Justice (“E.C.J.”) as being premature because no proposals 
with respect to the F.T.T. itself had yet been adopted.  A further challenge 
is expected if and when E.U. F.T.T. legislation is adopted.  The status of the 
F.T.T. is currently in flux.  In April 2016, the European Commission officially 
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confirmed withdrawal of the proposals for the F.T.T.  Ten E.U. Member States 
have committed to introducing an F.T.T. under the enhanced cooperation 
procedure and an amended version of the F.T.T. is currently being negotiat-
ed.  On June 15, 2016, a modified proposal was introduced to address the 
outstanding issues regarding the F.T.T.  These include the treatment of deriv-
atives and the cost of collection.  A final decision is expected in September.

Some of the key components of the U.K. tax system (such as the controlled foreign 
company (“C.F.C.”) regime and taxation of foreign branches of U.K. companies, 
interest, and dividend income) have undergone material changes in recent years 
as part of the drive to make the U.K. tax system more competitive and “business 
friendly.”  There have also been a number of noteworthy decisions handed down by 
the E.C.J. and the U.K. courts.  Key E.C.J. decisions include

• the Franked Investment Income/Foreign Dividend Group Litigation (Case 
C-446/04) (see below),

• the Cadbury Schweppes plc v H.M.R.C. (Case C-196/04) (see below), and

• the Thin Cap Group Litigation (Case C-524/04).

As a direct result of these cases, an exemption system for foreign dividends was 
introduced in Finance Act 2009 and a new C.F.C. regime was legislated under Fi-
nance Act 2012.  Finance Act 2009 also imposed limitations on the deductibility of 
intra-group interest expense of corporate groups (the “worldwide debt cap”).  

Another notable E.C.J. decision that affects the U.K.’s status as a holding company 
jurisdiction is the Marks & Spencer plc v. Halsley decision (Case C-446/03).  As 
a result of this case, U.K. holding companies are able to claim losses incurred by 
subsidiaries in other E.U. Member States, under certain circumstances.

CORPORATE TAX RATE

As previously noted, the main rate of U.K. corporation tax is 20%.  This rate is cur-
rently due to be reduced to 19% from April 2017, and then to 17% from April 2020.

U.K. Companies

A company tax resident in the U.K. is liable to U.K. corporation tax on worldwide 
income and gains.  Generally, capital gains realized by a U.K. company are included 
in profits for the purposes of calculating corporation tax, and taxed at the same rate 
as income (currently 20%).  However, there are exceptions to this rule, such as for 
gains realized on disposals of U.K. residential real estate assets (see below).  

For U.K. corporation tax purposes, trading profits are calculated by deducting cer-
tain reliefs/allowances together with expenses incurred wholly and exclusively for 
the purpose of the trade.  Trading profits are taxed on an accruals basis and, gen-
erally, in accordance with the financial accounting treatment for determining profits 
and losses.  The U.K. permits use of U.K. generally accepted accounting principles 
(“G.A.A.P.”) or International Accounting Standards, in the case of companies whose 
shares are listed on an exchange in the E.U.  Generally, capital gains are taxed on 
realization.

http://www.ruchelaw.com


Insights Special Edition  | Table of Contents  |  Visit www.ruchelaw.com for further information. 60

Non-U.K. Companies

Generally, a company that is not tax resident in the U.K. is liable to U.K. tax only on 
certain items of U.K.-source income and gains, such as rental income.  Most other 
U.K. income is taxable only to the extent that U.K. tax is withheld at the source, such 
as on certain interest payments.

However, a non-U.K. company may still be liable for U.K. corporation tax if it trades 
in the U.K. through a U.K. permanent establishment (“P.E.”), such as a branch or 
agent.  In this case, the nonresident company would be liable for U.K. tax on world-
wide income and gains related to the P.E.

Certain non-U.K. companies (and other U.K. and non-U.K. “non-natural persons”) 
that hold certain high-value (i.e., over £500,000) U.K. residential real estate as-
sets are subject to an annual charge (the “annual tax on enveloped dwellings” or 
“A.T.E.D.”).  The A.T.E.D. amount increases as the value of the real estate asset 
increases.  The lowest rate is currently £3,500 (for real estate valued at more than 
£500,000 but less than £1,000,000), whilst the top rate is currently £218,200 (for 
real estate valued at more than £20 million).  

Originally, the A.T.E.D. only applied to residential real estate assets valued at more 
than £2 million.  However, Finance Act 2014 extended the scope of the tax.  The 
A.T.E.D. applies to residential real estate assets valued at more than £1 million from 
April 1, 2015 and to residential real estate assets valued over £500,000 from April 
1, 2016.  There are certain reliefs from the A.T.E.D. for genuine real estate develop-
ment companies and rental companies.

When an asset falls within the scope of the A.T.E.D. charge, the disposal of that 
asset is subject to a 28% C.G.T. (“A.T.E.D.-related C.G.T.”).  With respect to these 
disposals, U.K. companies will be liable to A.T.E.D.-related C.G.T., rather than U.K. 
corporation tax.

From April 6, 2015, corporate entities not resident in the U.K. will also be subject to 
C.G.T. on gains accruing on the sale of all U.K. residential real estate assets (the 
“nonresident C.G.T. charge”).  Any gain arising on or after April 6, 2015 will be tax-
able at 20% (to mirror the current U.K. corporation tax rate) unless the A.T.E.D.-re-
lated C.G.T. charge applies. 

It is possible that a disposal may fall within the scope of both the A.T.E.D.-relat-
ed C.G.T. charge and the nonresident C.G.T. charge.  In such circumstances, 
A.T.E.D.-related C.G.T. is applied first, and then, the nonresident C.G.T. charge is 
applied only to gains that are not subject to A.T.E.D.-related C.G.T.

It should be noted that the nonresident C.G.T. charge for gains realized on dispos-
als of U.K. residential real estate assets also applies to individuals, trustees, and 
personal representatives.  The rate of the charge is 18% or 28% for individuals 
(depending on the person’s overall taxable income and applicable income tax rate) 
and 28% for trustees and personal representatives.

DIVIDENDS RECEIVED BY U.K. COMPANIES

In principle, all dividends or other distributions received by U.K.-resident companies 
– no matter where the income arises ¬– are subject to U.K. corporation tax, unless 

“A non-U.K. company 
may still be liable 
for U.K. corporation 
tax if it trades in 
the U.K. through 
a U.K. permanent 
establishment, such 
as a branch  
or agent.”
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specifically exempt.  

Distributions received by companies, other than small companies, are exempt if that 
distribution (i) falls into an exemption, (ii) does not represent a payment of interest 
deemed to be a distribution, and (iii) does not qualify for a tax deduction with respect 
to a resident of any territory outside the U.K. under the laws of that territory. 

The exemptions are widely drafted, and in practice, most distributions received by a 
company will fall under one of the following exemptions:

• Distributions from controlled companies – Broadly, this exemption applies 
when the recipient, alone or in conjunction with others, is in control of the 
company, in accordance with the relevant definition of control.

• Distributions with respect to non-redeemable ordinary shares – This exemp-
tion will cover most distributions with respect to ordinary shares by U.K. com-
panies.

• Distributions with respect to portfolio holdings – Broadly, these are holdings 
of less than 10%.

• Dividends derived from transactions not designed to reduce tax

• Dividends with respect to shares accounted for as liabilities of the issuer un-
der G.A.A.P.  – These payments are usually taxed under different provisions.

• Capital distributions made out of reserves arising from a reduction in capital – 
Distributions that are capital in nature and which fall outside of the “dividend 
exemption” may be subject to U.K. corporation tax on chargeable gains, un-
less the substantial shareholding exemption or another exemption or relief is 
available.

Several anti-avoidance provisions exist to prevent artificial avoidance or manipula-
tion of these exemptions.  Targeted schemes include, inter alia, deductions given for 
distributions, payments effected on non-arm’s length terms, and diversion of trade 
income.  In addition, other anti-avoidance rules, including the General Anti-Abuse 
Rule (“G.A.A.R.”) (discussed in F.A.T.C.A. – U.K. Implications below), may prevent 
a taxpayer from claiming exemptions in certain cases. 

The recipient of an exempt distribution can elect not to apply an exemption with 
respect to a particular distribution.  The election must be made within two years of 
the end of the accounting period in which the distribution is received.

FOREIGN TAX CREDIT FOR U.K. COMPANIES

Where the exemptions described above do not apply, double taxation issues may 
arise if a U.K. corporate recipient of a non-U.K. dividend would be subject to both 
U.K. tax and foreign tax in the jurisdiction from which the dividend is paid.  To combat 
this, tax relief may be available under the provisions of a double tax treaty between 
the U.K. and the relevant foreign jurisdiction.

Where an income tax treaty is not in place to provide relief, a credit is generally 
granted against U.K. tax for foreign withholding tax levied on non-U.K. dividends.  A 
U.K. tax credit will not be available if the relevant income tax treaty expressly denies 
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relief in the form of a tax credit under these circumstances.

Generally, companies pay dividends out of taxed profits.  If a nonresident pays for-
eign tax on profits out of which a dividend is paid, the foreign tax payment is referred 
to as an “underlying tax.”  In the U.K., an indirect foreign tax credit may be allowed 
for underlying tax where the recipient is a U.K. tax resident company (an “underlying 
tax credit”).  Typically, this underlying tax credit will only be available where the U.K. 
recipient company has a substantial interest in the foreign payer.  

Broadly, to meet the substantial interest standard, the recipient must directly or in-
directly control, or be a subsidiary of a company that indirectly or directly controls, 
10% or more of the voting power of the payer company.  However, in limited circum-
stances, the underlying tax credit may be available where the 10% control condition 
is not strictly met.

For purposes of the underlying tax credit, underlying tax will generally include un-
derlying tax from related companies through an indefinite number of successive 
levels in the corporate chain.  For this purpose, two companies are associated if 
the shareholder receiving the dividend, directly or indirectly, controls 10% or more 
of the voting power in the paying company.  Alternatively, the shareholder may be 
a subsidiary of a company that controls the dividend-paying company under the 
foregoing standard.

A U.K. tax credit given for foreign tax will be reduced or denied if a foreign tax au-
thority has repaid any amount of the foreign tax paid to (i) the recipient of the U.K. 
tax credit, (ii) any person connected with the recipient, or (iii) a third party as a result 
of a scheme (which is broadly defined).

Source of Income

Although the U.K. does not have a “basket” system for allocating foreign tax credits, 
the “source” doctrine has imposed significant restrictions on the pooling of foreign 
tax credits.  The shares in a foreign company constitute a distinct source, and the 
foreign tax may only be credited against income from that particular source.  In 
certain cases, a particular class of shares in a company may be a distinct source.

Credit Pooling

Previously, the U.K. had a relatively complex regime of “onshore pooling” of foreign 
tax credits, allowing excess foreign tax credits from one source to be applied against 
the U.K. tax due on other foreign-source dividends.  However, this regime has been 
discontinued.  In the majority of cases, there will now be no U.K. tax liability levied 
on the corporate recipient of an overseas dividend and, therefore, there is no need 
for a credit pooling system to relieve any associated U.K. tax liability.

Anti-Avoidance

A broad anti-avoidance rule, specifically aimed at foreign tax credits, exists to com-
bat arrangements designed to secure excessive foreign tax credits, such as “divi-
dend buying” schemes, where extra income is deliberately purchased to enhance 
the foreign tax credit of the purchaser.  The rule applies where four conditions are 
satisfied:

• Foreign tax is allowable as a credit against U.K. tax under any arrangements.
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• There is a scheme or arrangement, the main purpose, or one of the main pur-
poses, of which is to cause an amount of foreign tax to be taken into account.

• The scheme or arrangement satisfies certain statutory conditions (outlined 
below).

• The aggregate of claims for credit that have been made or that may be made 
by the taxpayer and any connected persons is more than minimal.

Broadly, schemes or arrangements are those which 

• enable attribution of foreign tax, when the foreign tax is properly attributable 
to another source of income or gains;

• concern the effect of paying foreign tax, so that on entering the scheme it 
would be reasonable to expect that the total amount of foreign tax would be 
increased by less than the amount allowable as a tax credit;

• involve deemed foreign tax, where an amount is treated as if it were foreign 
tax paid and either no real foreign tax would reasonably be expected to be 
paid or it would be reasonable to expect that the increase in foreign tax credit 
allowed exceeds the increase in actual tax paid;

• concern claims or elections for tax credits, where the effect is to increase or 
give rise to a claim for a relief by way of a tax credit;

• would reduce a person’s tax liability; or

• involve tax-deductible payments.

H.M.R.C. will issue a counteraction notice where it has reasonable grounds to de-
termine that the above criteria have been met.  Taxpayers will then have 90 days to 
determine whether to (i) accept H.M.R.C.’s application of the legislation and amend 
their self-assessment tax return as required, or (ii) disregard the counteraction no-
tice.  Disputes regarding the application of the rules will be resolved through the nor-
mal self-assessment examination and appeals procedure.  Where the counteraction 
notice is successfully invoked, the tax credit claim will be limited so as to cancel the 
effect of the scheme or arrangement. 

Different rules apply where the underlying tax of a nonresident company is involved.  
In such circumstances, the counteraction will apply where, had the nonresident 
company that paid the foreign tax been U.K. resident and made a claim for credit for 
that foreign tax, the regime would have applied to the nonresident company.

Hybrid Instruments

In certain limited circumstances, it may be possible for a foreign dividend, which is 
not exempt from U.K. corporation tax, to give rise to a tax credit for the U.K. corpo-
rate recipient and also be deductible for the foreign payer for foreign tax purposes.  
Where this occurs, the U.K. corporate recipient will not obtain a U.K. tax credit for 
underlying foreign tax.  The denial of credit for underlying foreign tax is automatic 
and not limited to instruments created or assigned for the purpose of obtaining the 
benefit of the credit.
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DIVIDENDS PAID BY U.K. COMPANIES TO U.S. 
SHAREHOLDERS

There is no U.K. withholding tax on dividends paid by U.K. companies to U.S. share-
holders as the U.K. does not impose withholding tax on dividends to nonresident 
shareholders as a matter of domestic law.    

However, U.K. withholding tax at 20% applies to property income distributions 
(“P.I.D.’s”) paid in relation to certain qualifying activities by R.E.I.T.’s that are res-
ident in the U.K.  This may be reduced by an applicable U.K. income tax treaty.  A 
company will not be able to qualify as a R.E.I.T. if it has corporate shareholders with 
a 10% or greater participation.  In those circumstances, tax will be withheld at the 
rate applicable to portfolio dividends.  This rate currently is 15% for qualified U.S. 
residents under the U.K.-U.S. Income Tax Treaty.  The position is essentially the 
same with respect to the 20% withholding that applies to P.I.D.’s made by proper-
ty-authorized investment funds. 

DIVERTED PROFITS TAX

The Diverted Profits Tax (“D.P.T.”) is a new U.K. tax aimed at multinationals operat-
ing in the U.K. that artificially syphon profits out of the U.K. or try to avoid a taxable 
establishment by playing the complexities of the tax system.  It is primarily an an-
ti-avoidance measure and was introduced in the Finance Act 2015.  

The current rate of D.P.T. is 25% of the diverted profit.  D.P.T. is charged at a rate of 
55% on ring-fenced diverted profits and ring-fenced notional profits in the oil sector.  
Given that the rate of U.K. corporation tax is currently 20% (and set to be reduced 
further), it is expected that companies affected by D.P.T. will seek to restructure 
operations, so as to derive profits in the U.K. 

D.P.T. applies to diverted profits arising on or after April 1, 2015, although there are 
apportionment rules for accounting periods that straddle that date.

Broadly, D.P.T. applies in two circumstances:

• A group has a U.K. subsidiary or P.E. and there are arrangements between 
connected parties which “lack economic substance” in order to exploit tax 
mismatches.  One example of this would be if profits are taken out of a U.K. 
subsidiary by way of a large tax-deductible payment to an associated entity 
in a tax haven.

• A non-U.K. trading company carries on activity in the U.K. in connection with 
supplies of goods, services, or other property.  The activity is designed to 
ensure that the non-U.K. company does not create a P.E. in the U.K. and 
either (i) the main purpose of the arrangement is to avoid U.K. tax, or (ii) a tax 
mismatch is secured such that the total profit derived from U.K. activities is 
significantly reduced.  (This is referred to as the “avoidance of a U.K. taxable 
presence.”)

D.P.T. does not apply to small and medium-sized companies (“S.M.E.’s”).

Where companies or P.E.’s lack economic substance, there are two tests that must 
be considered: (i) the insufficient economic substance condition, and (ii) the effective 
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tax mismatch condition.  If either test is met, a D.P.T. charge will be payable.

The insufficient economic substance condition will apply where (i) the tax benefit of 
the transaction is greater than any other financial benefit, and (ii) it is reasonable to 
assume that the transactions were designed to secure the tax reduction.  Alterna-
tively, it will apply where (i) a person is a party to one or more of the transactions, (ii) 
the contribution of economic value by that person is less than the tax benefit, and 
(iii) it is reasonable to assume that the person’s involvement was designed to secure 
the tax reduction.  Broadly, this condition will not be met if there are real people 
engaged in activities that have a real financial benefit. 

There will be an effective tax mismatch if the transaction gives rise to a tax reduc-
tion for one party and the tax payable by the other party is less than 80% of the tax 
reduction obtained by the first party.

There is an exemption for tax reductions arising solely from payments to registered 
pension schemes, charities, and persons with sovereign immunity, or to certain off-
shore funds or authorized investment funds.

Broadly, where a transaction has been designed to ensure the avoidance of a U.K. 
taxable presence, a D.P.T. charge may arise where either (i) both the insufficient 
economic substance condition and the effective tax mismatch condition are satis-
fied, or (ii) the tax avoidance condition is satisfied.

The tax avoidance condition will apply if arrangements are in place in connection 
with supplies of goods or services in the U.K. and the main purpose, or one of the 
main purposes, of the structure is the avoidance or reduction of a U.K. corporation 
tax charge.

There will not be an avoidance of a U.K. taxable presence if the U.K. activity is un-
dertaken by someone acting as an agent of independent status or for the purposes 
of alternative finance arrangements.

There are also specific exceptions from a D.P.T. charge if, in a 12-month account-
ing period, U.K.-related sales are below £10,000,000, or U.K.-related expenses are 
below £1,000,000.

Calculating the D.P.T. charge is complex and various rules must be considered.  
Broadly, it will be necessary to consider profits that would have arisen if the compa-
ny made a full transfer pricing adjustment.  It will also be necessary to determine the 
amount of profit that would have arisen from an alternative transaction that would 
have reasonably taken place if a tax reduction had not been relevant to the parties.

No taxable diverted profits should arise if, in the relevant transactions, the company 
made transfer pricing adjustments that put it in the same tax position as if arm’s 
length pricing had been used.

D.P.T. has its own specific rules for assessment and payment.  D.P.T. is not self-as-
sessed; rather, companies have to notify H.M.R.C. if they are potentially within the 
scope of D.P.T. and do not satisfy any of the exemptions.

Following notification, if H.M.R.C. considers a company potentially liable for D.P.T., 
it will issue a preliminary notice to the company, calculating the D.P.T. and outlining 
the grounds on which they consider D.P.T. to be payable.  H.M.R.C. must issue a 
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preliminary notice within two years of the end of the accounting period in which the 
D.P.T. charge arose.  A company then has 30 days to contact H.M.R.C. to correct 
obvious errors in the notice, following which, H.M.R.C. must either issue a charging 
notice stating the amount of D.P.T. payable, or notify the company that no D.P.T. is 
payable.  The company then has 30 days from receipt of the charging notice to pay 
any D.P.T. due.  There is no right to appeal the preliminary notice or charging notice 
prior to payment and there are no grounds for delaying payment.

Following payment, H.M.R.C. has 12 months to review the charge to D.P.T.  During 
this time, the charge may be reduced or increased.  The company can only appeal 
a D.P.T. charge after the 12-month review period has ended. 

There is no formal clearance procedure for D.P.T., although it may be possible to ob-
tain a written opinion from H.M.R.C. on the likelihood a D.P.T. notice will be issued. 

C.G.T. EXEMPTION ON THE DISPOSAL OF 
SUBSTANTIAL SHAREHOLDINGS

Any gains realized on a U.K. company’s disposal of shares in an operating company 
may be exempt from U.K. tax if the gains qualify under the Substantial Sharehold-
ing Exemption (the “S.S.E.”).  The S.S.E. is available only if several conditions are 
satisfied by the company making the disposal (the “investing company”) and the 
company that issued the shares being sold (the “target company”).  The conditions 
are detailed and complex, but broadly, the S.S.E. will be available if

1. the investing company holds a substantial shareholding in the target com-
pany, which is at least 10% of the target company’s ordinary share capital, 
and the investing company is beneficially entitled to not less than 10% of the 
profits available for distribution and 10% of the assets on a winding-up of the 
target company;

2. the investing company is a sole trading company or a member of a trading 
group;

3. the target company is a trading company, or a holding company of a trading 
group, or of a trading sub-group; and

4. conditions 1 through 3 above are met for a period of at least 12 months, be-
ginning not more than two years before the day on which the disposal occurs.

The target company does not need be a U.K.-resident company for the S.S.E. to 
apply.

With regard to conditions 2 and 3, a trading company, generally, is a company that 
(i) carries out a trading activity, and (ii) activities other than trading activities are not 
carried on “to a substantial extent.”  A trading group has a similar definition, where 
one or more members carry on a trading activity and, when taken together, the ac-
tivities of the group members do not include “to a substantial extent” activities other 
than trading activities.  For these purposes, H.M.R.C. considers the term “substan-
tial” to mean more than 20%.  

For the purpose of the S.S.E., a company will form part of a group if it is a 51% sub-
sidiary of another company (i.e., the parent).  A company will be a 51% subsidiary 
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of another company if the parent owns, directly or indirectly, more than 50% of the 
ordinary share capital of the subsidiary.  When determining whether a group is un-
dertaking trading activities, the group is treated as a single business. 

The trading requirement for the investing and target companies must be satisfied 
immediately after the disposal.  The precise definition of what constitutes a trading 
activity is detailed and is based on both legislation and case law.

Satisfying the conditions of the S.S.E. may prove problematic in joint venture sce-
narios.  The investing company may have difficulty satisfying the trading requirement 
if it holds a substantial interest in the joint venture and the holding is considered an 
investment rather than a trading activity.

Consequently, special rules apply to investments in certain joint ventures.  Broadly, 
a holding of at least 10% in the ordinary share capital of a joint venture company 
will not dilute the trading activity of the investing company.  If the investing company 
is a member of a group, holdings of different group members can be aggregated 
for this purpose.  However, the aggregate holding must be less than 51%, since the 
investing company cannot be in the same group as the joint venture company.

In this context, the joint venture company must be a trading company, or the holding 
company of a trading group or trading sub-group, and at least 75% its ordinary 
shares must be held by five or fewer persons.  

In certain circumstances, the S.S.E. may also be available to exempt taxable gains 
realized on the disposal of shares in a company engaged in oil and gas exploration.

The S.S.E. legislation includes an anti-avoidance provision that applies in certain 
circumstances and is aimed at denying relief under the exemption where arrange-
ments have been made with the sole or main purpose of securing the exemption. 

With the benefit of the S.S.E. and other aspects of the U.K. tax system, the sale of 
a trading business in the U.K. can now be structured to ensure that no taxable gains 
arise from the principal sale, although a restructure of the target through the hive-
down of certain intangibles, debt assets, and trading stock may trigger tax charges.  
Nonetheless, some businesses can be hived-down to a newly-established subsid-
iary in a tax-free transfer that is followed by a sale of the newly-formed subsidiary 
which benefits from the S.S.E. exemption.

Gains derived from disposals of shareholdings that do not meet the requirements of 
the S.S.E. will be liable to U.K. corporation tax.  Consequently, capital losses should 
be allowable but may only be offset against capital gains of the company. 

As part of the 2016 Budget, the U.K. government announced its intention to review 
the S.S.E. legislation to determine whether it meets the policy objectives behind its 
enactment and whether amendments are appropriate to modernize the rules in light 
of international tax developments.

CAPITAL GAINS ON THE DISPOSAL OF SHARES 
BY A NONRESIDENT

Generally, no U.K. tax is payable on the disposal of shares in a U.K. company by 
a nonresident shareholder.  A limited exception exists in the case of shares in oil 
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companies whose value is based on exploration or exploitation rights in the U.K. 
sector of the North Sea.  C.G.T. may also be payable on gains realized from the 
disposal of shares forming part of the assets of a U.K. branch of a nonresident 
company. 

In certain circumstances, anti-avoidance provisions relating to U.K. real property 
may trigger a liability to income tax on the sale of shares of companies whose value 
is based on U.K. real estate.  

CAPITAL TAX AND STAMP DUTY

In the U.K., there is no capital tax on the formation of a company or on any capital 
paid in.  No stamp duty is paid on share subscriptions.  

Transfers of shares of U.K. companies are generally liable to stamp duty or stamp 
duty reserve tax (“S.D.R.T.”) at 0.5% of the consideration for the sale, albeit various 
exemptions can apply.  For example, exemptions exist for certain intra-group trans-
fers and transfers of shares on “recognized growth markets,” such as the Alternative 
Investment Market (“A.I.M.”) and the I.C.A.P. Securities & Derivatives Exchange 
(“I.S.D.X.”).  

Technically, stamp duty is a tax on documents.  Therefore, U.K. stamp duty is pay-
able on the sale of non-U.K. shares if the transfer document is signed in the U.K.  
Stamp duty must be paid by the purchaser within 30 days of signing.  Failure to meet 
this deadline can result in penalties and interest. 

A higher rate of stamp duty or S.D.R.T. of 1.5% may be charged where shares and 
securities are issued or transferred into a clearing system or a depository receipt 
facility.  However, this increased charge has been successfully challenged under 
E.U. law.  Consequently, in practice, the higher charge will only apply to transfers 
of U.K. shares or securities into a clearing system, or depository receipt facility, if 
the transfer is not an integral part of an issue of share capital or raising of capital.  
However, the legitimacy of this higher charge and its compatibility with E.U. law, 
particularly the free movement of capital, remains questionable.

Finance Bill 2016 will contain a new provision to ensure that the transfer of U.K. se-
curities into a depository receipt facility, or clearance system following the exercise 
of an option, will give rise to a 1.5% stamp duty or S.D.R.T. charge on the greater of 
the fair market value or option strike price, as of the date of the transfer.  The new 
provision will apply to options exercised on or after March 23, 2016.  

This change has been introduced to combat the avoidance of U.K. stamp duty 
and S.D.R.T. arising on the transfer of shares using Deep-in-the-Money Options 
(“D.I.T.M.O.’s”).  An option is a D.I.T.M.O. when the strike price is significantly below 
fair market value. 

TAX TREATY NETWORK

As noted above, the U.K. has one of the most extensive tax treaty networks in the 
world – treaties are in effect with approximately 120 jurisdictions.

Broadly, the U.K. treaty negotiating position aims to
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• reduce the risk of double taxation where the same income is taxable in two 
states;

• provide certainty of treatment for cross-border trade and investment;

• prevent excessive foreign taxation and other forms of discrimination against 
U.K. business interests abroad; and

• protect the U.K.’s taxing rights against attempts to evade or avoid U.K. tax.  
This has become a driver for U.K. tax treaty policy, consistent with E.U. and 
O.E.C.D. policies.

The extensive U.K. treaty network is also significant in reducing or eliminating non-
U.K. taxes on payments made to recipients that are U.K. tax resident.  One specific 
aim of U.K. treaty policy is the elimination of withholding tax on interest and royal-
ties.  About one-quarter of the U.K. treaties achieve this goal.  The remaining trea-
ties typically reduce withholding tax rates.  U.K. tax treaties also commonly exempt 
disposals of shares from C.G.T. in the source state.

Additionally, almost all U.K. treaties reduce foreign withholding tax on dividends.  In 
any event, where a U.K. or other E.U. company owns at least 10% of the shares in 
another E.U. company, the E.U. Parent-Subsidiary Directive (“P.S.D.”) operates to 
eliminate any withholding tax on dividends paid by the subsidiary company to the 
parent company. 

Pursuant to the European Interest and Royalties Directive, intra-group interest and 
royalty payments may also be free of withholding tax when paid to an associated 
company in another E.U. Member State.

However, Finance Bill 2016 will include provisions to ensure that royalty payments 
made between connected parties on or after March 17, 2016 will be denied any 
benefit conferred by a U.K. double tax treaty if a main purpose of the arrangement 
is to secure a benefit that is contrary to the purpose of the relevant treaty.  This can 
be viewed as an attack on holding companies that do not serve a business function 
separate from a reduction of withholding taxes.

DEBT FINANCING OF U.K. COMPANIES

The Deductibility of Interest Expense – Current Position

Currently, the U.K. allows a company to deduct most forms of interest expense, 
and other debt finance costs, from its corporation tax profits, therefore reducing a 
company’s liability to U.K. corporation tax.

The tax deductibility of interest and other corporate finance costs is determined 
according to the U.K.’s “Loan Relationships” rules, which govern the taxation of cor-
porate debt.  Broadly, a loan relationship exists if there is a “money debt” that arose 
from a transaction for the lending of money.  This is the case where a company, 
within the scope of U.K. corporation tax, is either a debtor or a creditor.  A money 
debt, for this purpose, is one that is satisfied by the payment of money or the trans-
fer of rights under a debt that is itself a money debt.  Where a company issues an 
instrument as security for a money debt, a loan relationship similarly exists.
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The Loan Relationships regime contains several anti-avoidance provisions to re-
strict excessive interest deductions in certain circumstances.  One such provision 
is the “unallowable purpose rule,” which operates to restrict a tax deduction where 
the relevant loan relationship has been entered into for an unallowable purpose.  
Broadly, a loan relationship will have an unallowable purpose if the transaction is 
entered into for non-commercial reasons, or reasons that do not have a business 
justification for the company.  The exact scope and application of the unallowable 
purpose rule is complicated and there has been a significant amount of case law on 
its application.

A new “targeted anti-avoidance rule” has also been introduced with effect for ar-
rangements entered into from November 18, 2015.  The rule is very widely drafted 
and could potentially apply to any financing transaction, where the main or one of 
the main purposes is to obtain a tax advantage.  The rule operates to counteract any 
tax advantage that may result from the transaction, including an interest expense 
deduction.  The U.K. G.A.A.R. provisions may also operate to restrict an interest 
deduction in certain circumstances. 

A restriction on the deductibility of interest expense may also be imposed by the 
U.K.’s thin capitalization rules, which are contained in the transfer pricing legislation.  
Under these rules, an interest deduction may be disallowed in certain circumstanc-
es.  Currently, the thin capitalization rules do not have fixed ratios or safe harbors 
regarding the extent to which interest is deductible.  

The Worldwide Debt Cap

In addition to the foregoing anti-abuse provisions, the operation of the U.K.’s world-
wide debt cap rules may result in the imposition of a restriction on deductions of 
interest expense. 

The worldwide debt cap operates to restrict the amount of interest that can be 
claimed by the U.K. members of a multinational group by reference to the group’s 
total consolidated external finance costs.  Broadly, the restriction applies to any 
worldwide group where the net U.K. debt of the group, exceeds 75% of the gross 
worldwide debt.  For this purpose, net U.K. debt of any company less than £3 million 
is disregarded.

Broadly, the total disallowed amount of the worldwide group is the excess of the 
aggregate relevant financing expense of U.K.-resident group companies and P.E.’s 
of nonresident members, over equivalent amounts of the worldwide group.  In cal-
culating the aggregate financing expense, net financing expenses of a company 
below £500,000 are disregarded.  The disallowed amount may be allocated among 
relevant companies as determined by the group, but failing proper allocation, it is 
apportioned by formula.  Where a disallowance arises, a corresponding exemp-
tion applies to the financing income of relevant companies.  Financing income re-
ceived may also be exempt if the payer is a tax resident of an E.E.A. territory and 
is denied relief for payment.  Exclusions apply to financial services groups, group 
treasury companies, charities and exempt bodies, stranded management expenses 
in non-trading loan relationships, R.E.I.T.’s, foreign branches, oil extraction compa-
nies, shipping operations within the tonnage tax, property rental businesses, and 
intra-group short-term financing.  Qualifying securitization companies are also ex-
cluded. 

“The tax deductibility 
of interest and other 
corporate finance 
costs is determined 
according to 
the U.K.’s ‘Loan 
Relationships’ rules, 
which govern the 
taxation of corporate 
debt.”
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The future of the worldwide debt cap remains uncertain in light of anticipated chang-
es to the rules on interest deductibility (see below).

The Future of Interest Deductibility in the U.K.

A company’s ability to deduct interest payments is expected to be further limited as 
a result of the O.E.C.D. initiative for the prevention of base erosion and profit shifting 
(the “B.E.P.S. Project”).  

The B.E.P.S. Project aims to combat the artificial shifting of profits within a multina-
tional group to low-tax jurisdictions and the exploitation of mismatches between dif-
ferent tax systems that result in little or no tax being paid on a global basis.  Follow-
ing international recognition that the global tax system must be reformed to prevent 
B.E.P.S., the G-20 asked the O.E.C.D. to recommend possible solutions.

In July 2013, the O.E.C.D. published an action plan proposing 15 actions designed 
to combat B.E.P.S. at an international level.  One of those actions (Action Item 4) 
focused on reducing the risk of B.E.P.S. via interest deductions and, specifically, 
whether a general rule should be introduced to restrict the availability of tax relief on 
interest payments.

The O.E.C.D. is concerned that the deductibility of interest payments can give rise 
to “double non-taxation.”  Excessive intra-group interest deductions can be used 
by multinational groups to reduce taxable profits in operating companies, even in 
circumstances where the group as a whole has little, or no, external debt.  The 
O.E.C.D. is further concerned that groups can use debt financing to produce tax-ex-
empt or tax-deferred income, thereby claiming a deduction for interest expense 
without an accompanying tax event for the related lender.

In October 2015, the O.E.C.D. published its final recommendations in relation to 
Action Item 4, proposing the introduction of a general interest limitation rule.  The 
rule operates by restricting deductions for interest by reference to a fixed ratio that 
would constitute a percentage of a company’s earnings before interest, taxes, de-
preciation, and amortization (“E.B.I.T.D.A.”).  The O.E.C.D. did not specify the level 
of this ratio.  Rather, it advocated that countries should choose to implement an 
E.B.I.T.D.A. ratio between 10% and 30%.  The O.E.C.D. also recommended intro-
ducing a number of safeguards to address potential volatility that the rule may cre-
ate.  Suggested safeguards include a de minimis threshold for low-risk entities and 
provisions for a carryforward mechanism, whereby disallowed interest deductions 
can be carried forward and deducted in a future accounting period.  The O.E.C.D. 
also suggested the introduction of an optional, narrowly-drawn exclusion for interest 
paid to third-party lenders on loans used to fund public benefit projects.  Finally, the 
O.E.C.D. suggested that jurisdictions should consider introducing suitable transi-
tional rules, particularly to enable existing third-party debt to be excluded or “grand-
fathered” from the ambit of the new rule.

In the 2016 Budget, the U.K. government confirmed that it intends to introduce a 
fixed ratio rule restricting the tax deductibility of corporate interest expense in a 
manner consistent with the O.E.C.D.’s recommendations. 

In May 2016, the government published further details on the operation of the new 
U.K. interest limitation rule.  The government has confirmed that the rule will have a 
fixed ratio of 30% of tax- E.B.I.T.D.A. and will include a £2 million de minimis thresh-
old and a narrowly-drawn exemption for third-party interest expense on certain 
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public benefit infrastructure projects.  The rule is expected to be introduced in April 
2017.  The details were published in a public consultation document and the govern-
ment will be accepting comments on the proposals until August 2016. 

In the consultation document, the government confirmed that the worldwide debt 
cap will be repealed following the introduction of the new corporate interest limita-
tion rule.  It is currently intended that rules with a similar effect will be integrated into 
the new interest restriction rules, such that a group’s net U.K. interest deductions 
cannot exceed the global net third-party expense of the group.

Withholding Tax on Interest

Generally, a U.K. company has a duty to withhold tax on U.K.-source payments of 
yearly interest.  Currently, the rate of withholding is 20%.  Broadly, “interest” will con-
stitute “yearly interest” if it relates to debt that is intended to extend beyond one year.  

There are a number of exemptions to this general rule.  For example, there is cur-
rently no withholding tax on payments of interest to U.K. banks and U.K. corporation 
taxpayers.

Quoted Eurobonds also benefit from an exemption from U.K. withholding tax.  A 
quoted Eurobond is a debt security issued by a company that carries a right to inter-
est and is listed on a recognized exchange.  

As explained above, bilateral tax treaties may also reduce the amount of withholding 
tax payable on interest payments to non-U.K. lenders.  Administrative burdens arise 
when a reduction is claimed under a treaty.

As of January 1, 2016, a new exemption was introduced for certain qualifying pri-
vate placements.  A private placement is a type of unlisted debt instrument that is 
sold by way of a private offering to a small number of investors.  The new exemption 
is intended to encourage the use of private placements as an alternative form of 
financing.

The new exemption will apply only to a security under the loan relationship rules.  
Therefore, it must be a money debt, as previously discussed.  The term of the se-
curity must not be more than 50 years, and the aggregate value of the securities 
contained in the private placement must be at least £10 million.  

The exemption will be available only if the debtor holds a certificate from the creditor, 
confirming that (i) the creditor is resident in an approved territory and is beneficially 
entitled to the interest in the private placement for genuine commercial reasons, 
and (ii) the private placement is not being held as part of a tax avoidance scheme.  
Broadly, a country will be an approved territory if it has been designated as such by 
other U.K. tax regulations or it has a double tax agreement with the U.K. and the tax 
agreement has a non-discrimination article. 

Debtors are also required to have entered into the private placement for genuine 
commercial reasons and not as part of a tax advantage scheme.

ANTI-ARBITRAGE LEGISLATION

In the U.K., legislation exists to counter tax avoidance using arbitrage schemes that 
involve, inter alia, hybrid entities.  Where the rules apply, a deduction for corporation 

http://www.ruchelaw.com


Insights Special Edition  | Table of Contents  |  Visit www.ruchelaw.com for further information. 73

tax purposes will be denied to U.K. companies if, and to the extent that, more than 
one deduction is available for the same expense, whether in the U.K. or elsewhere, 
and the income accruing or arising under the scheme is taxed only once.

In this context, four conditions must be met before the legislation applies:

• The U.K. company must be a party to a scheme that involves, inter alia, a 
hybrid entity (a “qualifying scheme”).  For these purposes, a hybrid entity is 
an entity that is recognized as a taxable person under one tax code (e.g., 
the U.K.) but whose profits or losses are taxable under the same or another 
tax code (e.g., the U.S.) in the hands of one or more persons other than the 
entity.  This may occur because the two countries treat the same entity differ-
ently.  For example, the U.K. may treat the entity as a company taxable on its 
own income, and the U.S. may treat it as a partnership, in which partners are 
taxable on their shares of the entity’s income.  The definition of “scheme” is 
widely drafted to cover any arrangements or understandings, whether or not 
legally enforceable.

• The qualifying scheme results in a U.K. tax advantage.

• The main purpose, or one of the main purposes, in adopting the qualifying 
scheme is to obtain a U.K. “tax advantage.”1  A U.K. tax advantage includes a 
relief or increased relief from tax or a deduction in computing profits or gains.  
This includes the deduction of the interest expense on the loans.

• The amount of the U.K. tax advantage is not minimal (i.e., it is not less than 
£50,000).

Where these conditions are met, H.M.R.C. can issue a notice denying a corporation 
tax deduction to the extent that, in relation to the same expense, an amount may 
also be deducted or otherwise allowed in computing income, profits, or losses for 
the purposes of non-U.K. tax.  Following the receipt of a notice, a U.K. company 
may be required to amend its self-assessment tax return.  There is also a right to 
appeal the notice.  No special rules exist in relation to interest or penalties.  Taxpay-
ers can apply for preclearance from H.M.R.C. as to whether the rules will apply to a 
planned series of transactions.

With effect from January 1, 2017, the anti-arbitrage rules described above will be 
replaced with new anti-avoidance rules, known as the “anti-hybrid rules.”  These 
new rules are based on the O.E.C.D.’s final recommendations in relation to Action 
Item 2 of the B.E.P.S. Project.  Action Item 2 focuses on the avoidance of tax using 
hybrid-mismatches.  These arrangements exploit tax rules in different countries to 
enable a multinational to avoid paying tax in either country or to access excessive 
tax relief by deducting the same expense in more than one country.  The U.K.’s new 
anti-hybrid rules will be included in Finance Bill 2016.  Broadly, the new rules will op-
erate to deny a U.K. tax deduction, or bring an amount within the charge to U.K. tax 
in intra-group transactions and third-party arrangements where certain “structured 
arrangements” exist, as defined by the rules.

1 A U.K. tax advantage includes a relief or increased relief from tax or a deduc-
tion in computing profits or gains.  This includes the deduction of the interest 
expense on the loans.
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C.F.C.’S

Background

The U.K. has anti-avoidance rules to combat tax avoidance using C.F.C.’s.  A C.F.C. 
is a company that is resident outside the U.K. for tax purposes and controlled by 
one or more persons resident in the U.K.  The objective of the U.K.’s C.F.C. regime 
is to prevent the artificial diversion of U.K.-taxable profits to subsidiaries or other 
corporate entities in low-tax jurisdictions.

In certain circumstances, the regime operates to attribute profits of the C.F.C. to 
a U.K.-resident company in the form of a C.F.C. charge.  In 2010, the regime was 
substantially amended, largely as a result of successful challenges regarding the 
compatibility of the regime with E.U. law.  

Overview of the Current Regime

Broadly, the C.F.C. regime imposes a tax charge on U.K. corporate shareholders 
of foreign-resident, U.K.-controlled companies that are perceived to have or derive 
“U.K.-source income.”

The rules widely define the meaning of U.K.-source income for the purposes of 
the C.F.C. regime.  There are five categories of income that are regarded as U.K.-
source and they are mutually exclusive:

• Profits of the C.F.C. that are derived from the exercise of significant functions 
by personnel based in the U.K. or attributable to U.K.-managed risks and 
assets

• Profits from the provision of finance where the capital is provided from the 
U.K. and the C.F.C. has profits derived, directly or indirectly, from U.K.-con-
nected contributions

• Profits from the provision of finance in the course of a financial trade

• Profits from captive insurance relating to U.K. risks

• Profits of a subsidiary that has opted into the solo consolidation regime under 
the financial services regulatory rules

A company can be controlled from the U.K. by reason of

• shareholder control (“legal control”),

• ownership or entitlement to assets (“economic control”), and

• the treatment of the company as an undertaking by the U.K. parent for ac-
counting purposes, even if consolidated accounts are not formally required 
(“accounting control”).

There are five exemptions that operate to either reduce or exempt the profits falling 
within the C.F.C. charge.  These are assessed at the entity level and are

• the “exempt period” exemption (effectively a grace period),

• the “excluded territories” exemption,
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• the “low profits” exemption,

• the “low margin” exemption, and

• the “tax exemption” (i.e., the exemption that looks at the rate of tax paid or 
payable by the C.F.C.).

Virtually every provision in the C.F.C. regime contains an anti-avoidance rule based 
on the presence of an intent to obtain the tax benefit as a principal reason for casting 
a transaction through a C.F.C.  As indicated above, these will apply in addition to 
G.A.A.R.

Under the rules, a U.K. company will not be liable to a C.F.C. charge unless it holds 
a qualifying interest in the C.F.C., which, broadly, is ownership of at least 25% of 
share capital.

There is an important exemption for finance companies that satisfy certain condi-
tions.  This exemption can be full or 75% (the “finance company partial exemption”).  
Where the finance company partial exemption applies, the finance C.F.C. will suffer 
an effective U.K. tax rate of 5% when the U.K. corporation tax rate is 20% (the rate 
for the 2016-2017 tax year).

As a broad principle, the profits of the C.F.C. are calculated on the assumption that 
the U.K. accounting and tax rules apply.

The use of C.F.C. rules as a tax avoidance tool has been reviewed by the O.E.C.D. 
as part of the B.E.P.S. Project discussed above.  In the 2016 Budget, the U.K. gov-
ernment confirmed that it did not intend to make further changes to the rules as a 
result of the O.E.C.D.’s recommendations.  It considers the current regime to be in 
line with the O.E.C.D.’s recommendations.  Nonetheless, in January 2016, the E.U. 
Commission published an anti-avoidance tax package that included a draft directive 
on corporate tax avoidance.  It requires all E.U. Member States to introduce appro-
priate C.F.C. rules.  If the directive is implemented without amendment, the U.K. 
would need to review the compatibility of the finance company partial exemption 
explained above.

C.F.C. Rules Apply to Profits, Not Gains

The C.F.C. regime seeks only to apportion profits liable to be taxed as income to 
the U.K. corporate shareholders.  Capital gains are not within the C.F.C. rules.  For 
this purpose, certain items that might be thought of as giving rise to capital gains 
may not so qualify.  In particular, the introduction of a separate tax regime relating to 
the taxation of intangible property (“I.P.”) eliminates the distinction between capital 
gains and ordinary income, taxing all amounts as income.  As a result, disposals by 
C.F.C.’s of a bundle of assets that include I.P. assets will result in a potential appor-
tionment of profit to U.K. corporate shareholders under the C.F.C. regime.  The most 
common example is likely to be goodwill.

A separate regime applies to the attribution of capital gains of foreign companies to 
U.K. residents if the foreign companies would be considered to be “close compa-
nies” had they been U.K. resident, provided a targeted anti-avoidance test is met.  
Broadly, a company is a close company if it is under the control of five or fewer 
participants or participants who are also directors.
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Taxation of Foreign Branches of U.K. Companies

Reflecting the rationale behind the creation of a wide tax exemption for U.K.-resi-
dent companies on receipt of dividends (explained in Dividends Received by U.K. 
Companies above), the U.K.’s tax legislation contains a broad exemption from U.K. 
corporation tax for the overseas trading profits, gains, and investment income of a 
branch of most U.K.-resident companies. 

The term “branch” is a domestic equivalent of a P.E. and the calculation of profits 
falling within the exemption is determined in accordance with the income tax treaty 
between the U.K. and the jurisdiction where the P.E. is established.  If no such treaty 
exists, the model O.E.C.D. treaty is used.  Special and complex rules apply to de-
termine which losses and other reliefs, such as capital allowances, can be claimed.

The regime applies to all countries and territories – even those that do not have 
a treaty with the U.K. – but an irrevocable opting-in election must be made on an 
individual company basis.

Nonresident companies may also opt into the regime for an accounting period in 
which they will become U.K.-resident, and the option will take effect from the date 
that the company becomes U.K.-resident.

Like the C.F.C. rules, the regime contains a number of anti-avoidance rules, and 
G.A.A.R. provisions will also apply.

V.A.T.

The U.K. charges V.A.T. on the supplies of most goods and services with notable 
exclusions, such as an exclusion for financial services.  Currently, V.A.T. is charged 
at 20% (“standard rated”), although some supplies are charged at 0% (“zero rated”) 
and others at 5% (“reduced rated”).  Ultimately, the burden of V.A.T. is intended to be 
borne by the final consumer.  As a general principle of V.A.T. law, a “taxable person” 
should be able to recover all the input V.A.T. incurred in the course of its economic 
activities.  The term “taxable person” is a concept used by the V.A.T. legislation to 
describe a person who is engaged in economic activities.  Conversely, V.A.T. is not 
recoverable by the “end user which is the person who acquires supplies on which 
V.A.T. has been charged but who is unable to show that the supplies were used by 
it in connection with its economic activities.

It is established law that simply holding shares in a subsidiary in order to receive a 
dividend does not amount to an economic activity for V.A.T. purposes.  Therefore, 
generally, any V.A.T. incurred on the costs of acquiring and holding shares by a 
parent company for the sole purpose of holding the shares is not recoverable.  For 
the V.A.T. to be potentially recoverable, the shares must be held for some other 
“economic” purpose.  Consequently, U.K. holding companies seeking to recover 
V.A.T. should take steps to ensure that they carry on an “economic activity” for 
V.A.T. purposes.  Very broadly, this will involve carrying on a business.  If this can 
be achieved, the V.A.T. costs on share acquisitions or disposals and takeovers may 
be recoverable.

The V.A.T. treatment of supplies made by holding companies came under scrutiny 
by the E.C.J. in A.B. v. SKF and by the U.K.’s Court of Appeal in B.A.A. Limited v. 

“The U.K.’s tax 
legislation contains 
a broad exemption 
from U.K. corporation 
tax for the overseas 
trading profits, gains, 
and investment 
income of a branch 
of most U.K.-resident 
companies.”
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The Commissioners for Her Majesty’s Revenue & Customs (the “B.A.A. case”).

In A.B. v. SKF, the sale of shares by SKF was found to be more than a mere passive 
disposal of securities.  Instead, SKF demonstrated that it was actively involved in 
the management of its subsidiaries.  This constituted an economic activity.  In the 
B.A.A. case, the Court of Appeal held that the V.A.T. incurred on advisors’ fees 
by the relevant group company, in connection with the takeover of the B.A.A. plc 
group in 2006, was not recoverable under the particular facts involved.  Although 
the acquiring entity carried on an “economic activity” for V.A.T. purposes, the court 
found that the fees incurred by it related principally to the acquisition rather than the 
post-acquisition business of the acquired group. 

Both these cases confirm that companies contemplating a share acquisition or dis-
posal should be able to recover V.A.T. incurred on fees if they can show an intention 
to make taxable supplies.  The discussion contained in the B.A.A. decision suggests 
that, possibly, this may be achieved by the acquiring entity showing an intention to 
supply taxable services to the target upon completion of the takeover.  For example, 
it could supply management services in return for a fee.  The intention to make 
taxable supplies may also be established where the acquirer is grouped for V.A.T. 
purposes with the target after completion of the takeover and clear evidence exists 
in the lead-up to the transaction that an intention to group exists.  

In July 2015, the E.C.J. held that a holding company that actively manages its 
subsidiaries should be carrying out an economic activity for V.A.T. purposes.2  In 
principle, this decision recognizes that holding companies may recover V.A.T. on 
advisor’s fees and other costs relating to a corporate takeover, where those costs 
have a “direct and immediate link” with the holding company’s economic activities.

In January 2016, H.M.R.C. announced that it intends to consult during spring 2016 
on reforming the U.K.’s V.A.T.-grouping rules.  The exact scope of any future change 
is currently unclear, and it is not known whether the consultation will involve a review 
of the V.A.T. rules relating to U.K. holding companies.  To date, a consultation doc-
ument has not been published.

G.A.A.R. AND FURTHER H.M.R.C. POWERS

G.A.A.R.

G.A.A.R. was introduced in the U.K. in July 2013, with the broad intention of coun-
teracting “tax advantages” arising from abusive tax arrangements.  This includes 
obtaining or increasing relief from tax. For the purposes of the G.A.A.R. provisions, 
a tax arrangement includes agreements, understandings, and transactions to obtain 
tax relief, whether or not legally enforceable.  G.A.A.R. applies to most U.K. taxes, 
other than V.A.T.

The following conditions must be satisfied for G.A.A.R. to apply:

• An arrangement giving rise to a tax advantage is present.

• The tax advantage relates to a tax covered by G.A.A.R.

2 Beteiligungsgesellschat Larentia & Minerva mbH & Co K.G. v. Finanzamt Nor-
denahm (C-108/14).
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• One of the main purposes of the arrangement is to obtain the tax advantage 
(having regard to all facts and circumstances).

• The arrangement is “abusive.”

Arrangements will be considered to be “abusive” if they cannot reasonably be re-
garded as a reasonable course of action, having regard to all the circumstances.  
This is referred to as the “double reasonableness test.”  

The circumstances that can be considered when ascertaining whether a transaction 
is abusive include (i) whether the substantive results of the arrangements are con-
sistent with the underlying policy of the relevant provisions and any principles on 
which they are based, (ii) whether the means of achieving the tax advantage was 
contrived or abnormal, and (iii) whether the arrangement exploits any shortcom-
ings in the legislation.  The legislation sets out indications of when a transaction is 
likely to be abusive and includes cases where the tax position does not reflect the 
economic reality, such as when an interest expense deduction is greater, for tax pur-
poses, than the amount actually paid.  Arrangements that accord with established 
and acknowledged H.M.R.C. practice will generally not violate G.A.A.R. principles.

Before G.A.A.R. is applied by H.M.R.C., an opinion of the “independent” Advisory 
Panel must be obtained.  The Advisory Panel is technically part of H.M.R.C.  It 
consists of senior industry and business experts and opines only on the issue of 
whether a course of action undertaken by the taxpayer is reasonable under the 
circumstances.  Any tribunal or court hearing an appeal on G.A.A.R. must take into 
consideration the opinion given by the Advisory Panel.

Where G.A.A.R. applies, H.M.R.C. will be entitled to counteract the tax advantage.  
To illustrate, it may deny a deduction for interest expense.

There is no clearance procedure enabling taxpayers to obtain confirmation from 
H.M.R.C. that G.A.A.R. will not apply to a particular transaction.  However, depend-
ing on the transaction type and circumstances, other clearances in comparable cir-
cumstances will be available over time.

H.M.R.C. has published Advisory Panel guidance on its interpretation of G.A.A.R., 
including examples of where G.A.A.R will apply.  The guidance confirms arrange-
ments reflecting straightforward choices, such as funding an acquisition through 
debt or equity, will not fall foul of G.A.A.R. unless contrived.  Similarly, arrangements 
that are in accordance with long-established practice will not be subject to G.A.A.R. 
unless contrived.

Disclosure of Tax Avoidance Schemes

The Disclosure of Tax Avoidance Schemes (“D.O.T.A.S.”) rules were introduced 
in Finance Act 2004 and broadly require the promoters of certain tax avoidance 
schemes to disclose details to H.M.R.C.  Essentially, the D.O.T.A.S. regime is in-
tended to facilitate H.M.R.C.’s identification of potential tax avoidance schemes at 
an early stage, with a view to taking action to close down abusive schemes where 
appropriate.  

Following a disclosure under D.O.T.A.S., H.M.R.C. may issue a scheme reference 
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number (“S.R.N.”).  Subsequently, taxpayers who choose to use the scheme are 
required to put the S.R.N. on self-assessment tax returns. 

Broadly, the rules apply where (i) there are “arrangements” that are expected to pro-
vide a tax advantage, (ii) getting a tax advantage is expected to be one of the main 
benefits, and (iii) the scheme falls within one of a number of descriptions (known as 
“hallmarks”).  Currently, the hallmarks are aimed at new and innovative schemes, 
marketed schemes, and targeting specific schemes. 

Accelerated Payment Notices

Finance Act 2014 introduced new powers for H.M.R.C. to combat tax avoidance, by 
way of Accelerated Payment Notices (“A.P.N.’s”).  Since July 2014, H.M.R.C. has 
been able to demand the payment of disputed tax associated with a tax avoidance 
scheme upfront – before a tribunal or court has decided whether or not a scheme is 
effective.  The demand is made in the form of an A.P.N., which can be issued where 
schemes demonstrate certain “avoidance hallmarks,” such as the scheme being 
subject to disclosure under the D.O.T.A.S rules, or  the issuance of a counteraction 
notice under G.A.A.R.  A.P.N.’s can be issued in relation to schemes that were en-
tered into before the A.P.N. legislation came into force.

In brief, once an A.P.N. is issued, a taxpayer has 90 days to pay the tax, unless 
they successfully make representations to H.M.R.C. that the notice should not have 
been issued.  However, representations can only be made on the grounds that the 
statutory conditions for the notice to be issued were not fulfilled, for example, that 
the scheme was not a D.O.T.A.S. scheme (i.e., should not have been notified under 
the D.O.T.A.S. regime), or that the amount claimed in the A.P.N. is incorrect.  There 
is no right of appeal against an A.P.N.  Advance payments will be repaid to the tax-
payer with interest in the event that the scheme is ultimately proven to be legitimate.

The introduction of the A.P.N. regime has proved controversial, and the validity 
of a number of A.P.N.’s has been challenged by judicial review.  To date, no judi-
cial review challenge has been successful, and A.P.N.’s remain a powerful tool in 
H.M.R.C.’s crusade against tax avoidance.

Follower Notices

Alongside A.P.N.’s, the Finance Act 2014 introduced the power for H.M.R.C. to issue 
Follower Notices (“F.N.’s”), which are aimed at marketed tax avoidance schemes, 
where H.M.R.C. has succeeded in the courts against one scheme user.

H.M.R.C. can issue an F.N. to a taxpayer, where a final judicial ruling has been 
reached in relation to a tax avoidance scheme and H.M.R.C. considers that the 
principles in the ruling can be applied to deny the tax advantage being claimed by 
another taxpayer.  A final judicial ruling is one that cannot be further appealed.

An F.N. may require the taxpayer to amend its return, if the return is still under 
examination, or enter into an agreement with H.M.R.C. to settle the dispute, where 
the taxpayer is appealing a tax assessment.  The taxpayer is also required to give 
H.M.R.C. a notice stating that it has taken the necessary corrective action and noti-
fying H.M.R.C. of the amount of additional tax that has become payable as a result.  
The taxpayer has 90 days in which to comply.

“Alongside A.P.N.’s, 
the Finance Act 2014 
introduced the power 
for H.M.R.C. to issue 
Follower Notices 
(‘F.N.’s’), which are 
aimed at marketed 
tax avoidance 
schemes.”
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F.A.T.C.A. – U.K. IMPLICATIONS

Background to Domestic Implementation

The U.S. government introduced the Foreign Account Tax Compliance Act 
(“F.A.T.C.A.”) as part of the Hiring Incentives to Restore Employment Act of 2010.  
F.A.T.C.A.’s primary function is to require financial institutions (“F.I.’s”) outside the 
U.S. to report information on U.S. account holders to the Internal Revenue Service 
(“I.R.S.”).  The associated penalty for noncompliance is the “big stick” of a 30% U.S. 
withholding tax on certain income and principal payments to recalcitrant F.I.’s.  The 
withholding tax applies to payments made by all persons, even those unrelated to 
the U.S. account in issue.

In the U.K., concerns were raised by the financial sector about the legal difficulties it 
would face in complying with F.A.T.C.A. reporting.  Particularly, F.I.’s foresaw issues 
with respect to U.K. data protection laws and a subsequent negative impact on the 
competitiveness of U.K. financial institutions (“U.K.F.I.’s”) as a result of withholding 
on U.S.-source payments.

In response, the U.K. government – along with the governments of France, Ger-
many, Italy, and Spain – entered into discussions with the U.S. to address the im-
plementation of F.A.T.C.A.  These discussions resulted in the publication of a joint 
statement on February 8, 2012, which set out an agreement to explore an intergov-
ernmental approach, and the Model Intergovernmental Agreement to Improve Tax 
Compliance to Implement F.A.T.C.A. on July 26, 2012.

The U.K. then moved to enter into a bilateral intergovernmental agreement (“I.G.A.”) 
based on this Model Agreement, which was signed on September 12, 2012.

Implementation of the I.G.A.

Section 222 of Finance Act 2013 empowers the Treasury to make regulations giving 
effect to the U.K.-U.S. I.G.A.  Accordingly, the International Tax Compliance (United 
States of America) Regulations 2013,3 which give effect to the U.K.-U.S. I.G.A., 
came into force on September 1, 2013.  Any expression that is defined in the U.K.-
U.S. I.G.A. but not in the F.A.T.C.A. regulations published by the I.R.S. is treated as 
having the same definition as in the I.G.A.

Implications of the I.G.A.

As a result of the U.K.-U.S. I.G.A.

• F.A.T.C.A. withholding will be avoided on payments made to and by U.K.F.I.’s, 
although the position on pass-thru payments remains outstanding;

• U.K.F.I.’s will report the relevant F.A.T.C.A. information to H.M.R.C., instead 
of the I.R.S., which is designed as a mechanism to avoid U.K. and E.U. data 
protection issues;

• U.K.F.I.’s F.A.T.C.A. reporting requirements will be aligned with existing do-
mestic anti-money laundering processes as a way to reduce compliance 
costs and burdens;

3 SI 2013/1962.
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• there will be a wider category of effectively-exempt institutions and products; 
and

• there will be an element of reciprocity so that the U.K. receives information 
from the U.S.

Therefore, for F.I.’s in the U.K., compliance with the U.S. Internal Revenue Code is 
intended to be superseded by equivalent obligations under the U.K. I.G.A. and its 
implementing legislation.  The U.K. is responsible for enforcement of these obliga-
tions, in the first instance, in place of U.S. withholding.  Failure to comply with the 
U.K. rules will result in the F.I. having to comply with the primary F.A.T.C.A. legisla-
tion in order to avoid withholding.

F.A.T.C.A. is particularly complex and its exact application can be uncertain.  Most 
F.I.’s demand information regarding the U.S. or non-U.S. status of all customers or 
customers having accounts in excess of a certain amount.  Where a U.K. holding 
company may be obliged to comply with F.A.T.C.A. as implemented in the U.K., 
information on the U.S. status of substantial holders must be provided to the U.K.F.I.

THE COMMON REPORTING STANDARD

Background

The Common Reporting Standard (“C.R.S.”) was developed by the O.E.C.D. and 
provides a mechanism for countries to automatically exchange tax information.  
Specifically, the C.R.S. allows countries to obtain information from resident F.I.’s 
and automatically exchange that information with other countries.  So far, 101 juris-
dictions have signed up to the C.R.S.

The C.R.S. has been incorporated into U.K. law by the International Tax Compliance 
Regulations 2015.  Reporting under the C.R.S. is being introduced from 2016, with 
different countries adopting the regime at different times. 

The U.K. is one of 56 jurisdictions that are “early adopters” of the C.R.S., under-
taking to adopt reporting requirements from January 1, 2016.  U.K.F.I.’s will need 
to report specified information to H.M.R.C. by May 31, 2017.  H.M.R.C. will then 
exchange the relevant information with participating jurisdictions by September 30, 
2017.  The remaining countries will implement the C.R.S. in the coming years.

The aim of the C.R.S. is to crack down on the use of offshore jurisdictions to facilitate 
tax evasion.  At this stage, notable exclusions to the list of participating countries 
include Panama, Pakistan, and the U.S.  However, the reason for the U.S. exclusion 
is that F.A.T.C.A. already exists as a mechanism for identifying assets held offshore 
by U.S. citizens and U.S.-resident individuals. 

Under the C.R.S., an entity that is an F.I. must carry out due diligence on its “ac-
count holders” – generally, persons who have debt or equity interests in that F.I.  A 
wide variety of entities can constitute F.I.’s that are subject to reporting obligations, 
including banks, companies, and trusts.  Entities that are not F.I.’s may be required 
to undertake certain due diligence procedures in support of self-certification obliga-
tions to F.I.’s.
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F.I.’s report the collected information to the tax authority in their home jurisdiction.  If 
any of those reported account holders are tax resident in another jurisdiction which 
has signed up to the C.R.S., the information covering the account holder will be 
forwarded to the relevant jurisdiction not later than nine months after the end of the 
calendar year on which the report is made.

The C.R.S. was modeled on and closely follows F.A.T.C.A., although the two re-
gimes differ in certain respects.  Following the introduction of F.A.T.C.A., the U.K. 
entered into a similar tax information reporting regime with its Crown Dependencies 
and Overseas Territories (“C.D.O.T.’s”), known as “U.K. F.A.T.C.A.”  U.K. F.A.T.C.A. 
is being phased out and, ultimately, will be replaced by the C.R.S.

Given that the U.S. has not committed to exchange information under the C.R.S., 
F.A.T.C.A. arrangements under the U.K.-U.S.  I.G.A will remain in place.  Ultimately, 
F.A.T.C.A. and the C.R.S. will run parallel to each other – with F.A.T.C.A. remaining 
in place for U.S. citizens (including green card holders) and U.S. tax residents, and 
the C.R.S. applying for many other jurisdictions.

Enforcement of the C.R.S.

Enforcement of the C.R.S. will be implemented by way of a penalty system.  Differ-
ent jurisdictions may operate different penalty systems for noncompliance.

In the U.K., there are a series of penalties that may apply to noncompliant F.I.’s.  
There is an automatic penalty of £300 for failing to comply with the C.R.S. and an 
additional £60 per day penalty if the failure to comply continues after a warning is 
received from H.M.R.C.  There is also an additional flat-rate penalty of £3,000 if 
H.M.R.C. determines that there are errors on the C.R.S. return itself.

In addition to these specific C.R.S.-related penalties, H.M.R.C. may also levy tax-re-
lated penalties under the existing tax penalty regimes.  There is a specific penalty 
regime for offshore tax evasion, which was recently strengthened.

U.K. taxpayers who may be liable to tax-related penalties under the C.R.S. should 
be aware that the percentage penalty can be increased, depending on the territory 
and the severity of the offence, to up to twice the original tax cost if there is an off-
shore element involved.

“The C.R.S. allows 
countries to obtain 
information from 
resident F.I.’s and 
automatically 
exchange that 
information with 
other countries. So 
far, 101 jurisdictions 
have signed up to  
the C.R.S.”
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SWITZERLAND

IN GENERAL

In Switzerland, companies are generally taxed on Federal, cantonal, and communal 
levels.  Certain aspects of the Swiss system are often viewed as unique by Ameri-
cans.  For example, the taxes are deductible in computing the taxable income.  This 
affects the tax rate.  Also, the cantonal/communal taxes, which are the functional 
equivalent of state taxes in the U.S., can be imposed at a rate that exceeds the 
Federal rate.

The Federal corporation income tax rate for ordinarily taxed companies is 8.5%, 
but because taxes are deductible, the effective Federal income tax rate is 7.8%.  
The cantonal/communal corporation income tax rates depend on the company’s 
location.  The combined effective ordinary income tax rates (which include Federal, 
cantonal, and communal taxes) vary among the cantons.  The combined rates of 
tax are: 12.2% in Lucerne; 12.66% in Appenzell, Ausserrhoden, Obwalden, and Nid-
walden; 14.60% in Zug; 21.15% in Zurich; and 24.17% in Geneva. 

In addition to corporation income tax, capital taxes must be considered.  It should 
be noted that there is no capital tax at the Federal level.  On the cantonal and com-
munal levels, holding companies have to pay a reduced capital tax in the range of 
0.001%-0.075%.  The respective tax rates have been reduced dramatically in recent 
years, and in some cantons, the possibility exists to credit corporation income taxes 
against the capital tax.

TAXATION OF HOLDING COMPANIES

Corporation Income Tax

Subject to certain changes announced in an agreement with the E.U.,1 a company 
that qualifies as a holding company for Swiss tax purposes is exempt from cantonal 
and communal corporation income taxes on most income – only income from Swiss 
real estate is ordinarily taxed.  The main purpose of the holding company under its 
bylaws must be the holding and management of long-term financial investments in 
affiliated companies.  Furthermore, to qualify as a holding company, one of two tests 
must be met.  Either (i) two-thirds of the company’s total income must be derived 

1 On June 20, 2014, the Economic and Financial Affairs Council Ministers 
(“E.C.O.F.I.N.”), which is responsible for E.U. economic policy and taxation, 
and the Swiss Federal Council approved a memorandum of understanding to 
abolish tax regimes that provide separate treatment for domestic and foreign 
income.  In return, the E.U. has agreed to lift countermeasures immediately 
following Switzerland’s abolition of such regimes.  For possible consequences 
see Future Taxation of Swiss Holding Companies.
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from qualifying participations2 or (ii) two-thirds of the assets reported on the compa-
ny’s balance sheet must be qualifying participations (at book values or, if possible, 
at higher fair market values).

A holding company is subject to ordinary taxation at the Federal level (with an effec-
tive income tax rate of 7.8%).  However, participation relief is available for (i) divi-
dends from qualifying participations and (ii) capital gains from disposals of qualifying 
participations held for at least one year.  The participation relief is not an outright 
tax exemption, but rather a tax abatement mechanism.  The corporation income 
tax liability will be reduced by the ratio of net dividend income (taking into account 
administrative and financing costs) to total net profit.  As financing costs (i.e., inter-
est expenses) are considered for the calculation, high interest costs will lead to a 
dilution of the participation relief (i.e., not a full exemption of dividends and capital 
gains). 

Capital Tax3

As previously noted, there is no capital tax at the Federal level.  In most cantons, 
holding companies pay a substantially reduced capital tax, e.g., in the canton of 
Obwalden, the capital tax for holding companies amounts to only 0.001% of the 
company’s total net equity (at book value).  Most of the other cantons have already 
reduced their capital tax.

The cantons may allow corporation income taxes to be credited against capital tax.  
Some cantons have already introduced this new system.  However, as the credit is 
not refundable, no benefit is obtained if no corporation income tax is due.

Stamp Duty4

The issuance of new shares by and capital contributions to a Swiss-resident com-
pany, e.g., a company limited by shares (“Aktiengesellschaft”) or a limited liability 
company (“GmbH”), are subject to a one-time capital duty of 1%.  Issuances up to 
CHF 1 million are exempt.

However, relief is available for stocks issued pursuant to a corporate restructuring, 
share-for-share acquisition, or inbound migration.  For example, in a share-for-share 
acquisition, the issuer of new shares may benefit from the stamp duty exemption 
when (i) the acquiring company issues shares in consideration for the acquisition 
of shares of the target company and holds at least 50% of the shares in the target 
company after completion of the transaction and (ii) the tendering shareholders of 
the target company receive less than 50% of their total compensation for accepting 
the share-for-share exchange in the form of a consideration other than shares of the 
acquiring company (i.e., cash or a credit/note).  In further illustration, the transfer 
of a participation of at least 10% to another company would also qualify as a tax 
neutral restructuring and, thus, benefit from the stamp duty exemption.

2 A qualifying participation is one in which at least 10% of the nominal share 
capital or reserves are held, or the fair market value of such participation is at 
least CHF 1 million.

3 Reductions in capital tax are within the scope of Swiss Corporate Tax Reform 
III.  For possible consequences see Future Taxation of Swiss Holding 
Companies.

4 Stamp duty is also within the scope of Swiss Corporate Tax Reform III.  For 
possible consequences see Future Taxation of Swiss Holding Companies.

http://www.ruchelaw.com


Insights Special Edition  | Table of Contents  |  Visit www.ruchelaw.com for further information. 85

Value Added Tax

A Swiss holding company may be subject to value added tax (“V.A.T.”) at the present 
rate of 8% if it provides services and receives management fees from affiliates or 
other service income in excess of CHF 100,000 per year.  V.A.T. may be recovered 
by the payer if it is a supplier of taxable goods and services.  In addition, the holding 
company may be entitled to recover V.A.T. on payments made to others, such as 
consultants and auditors.

Securities Transfer Tax

The transfer of taxable securities is subject to securities transfer tax if those secu-
rities are transferred in exchange for consideration and at least one of the parties 
involved, or an intermediary, qualifies as a Swiss securities dealer.  Certain transac-
tions and parties are exempt.  A “Swiss securities dealer” includes banks and bank-
like financial institutions as defined by the Swiss banking law, investment fund man-
agers, and Swiss companies holding securities with a book value exceeding CHF 
10 million.  The securities transfer tax is 0.15% for Swiss securities and 0.3% for 
foreign securities (i.e., 0.075% for Swiss securities and 0.15% for foreign securities 
applicable to each party that is not itself exempt or eligible for a specific exemption).

Swiss Withholding Tax5

Effective and constructive dividend distributions, including the distribution of liquida-
tion proceeds in excess of the stated nominal share capital and capital contribution 
reserves (i.e., capital surplus from contributions made by the direct shareholders), 
from Swiss companies are generally subject to a 35% Swiss withholding tax.  The 
repayment of nominal share capital and capital contribution reserves are not subject 
to Swiss withholding tax.  In principle, Swiss withholding tax due must be paid to the 
Swiss Federal Tax Administration, and the recipient of the distribution may claim a 
refund.

Under certain circumstances, a notification procedure allows for full relief from with-
holding tax, provided that the Swiss tax authorities are notified in advance of the 
payment and grant permission for such relief.  The notification procedure applies to 
dividend distributions from a Swiss subsidiary to a Swiss parent company, provided 
that the beneficiary owns at least a 10% interest in its Swiss subsidiary.

A non-Swiss resident company may also be entitled to a full or partial refund of Swiss 
withholding tax on the basis of an applicable double tax treaty or, in the case of an 
E.U. parent company, the Swiss-E.U. Savings Tax Agreement.  For example, divi-
dends paid to any E.U. parent company may benefit from the notification procedure 
if the parent controls at least 20% of the Swiss subsidiary (or a lesser percentage, 
as provided by an applicable tax treaty).  However, the E.U. parent company must 
obtain permission from the Swiss tax authorities prior to any dividend distribution in 
order to utilize this procedure.

If the parent company is based in the U.S. or in certain other countries, dividend dis-
tributions are subject to a reduced Swiss withholding tax (e.g., 5% for the U.S.).  The 
notification procedure should be available if the requirements of the relevant double 
tax treaty are met (e.g., for the U.S., the parent company must hold at least 10% of 

5 Swiss withholding tax is within the scope of Swiss Corporate Tax Reform III.  For 
possible consequences see Future Taxation of Swiss Holding Companies.

“Under certain 
circumstances, 
a notification 
procedure allows 
for full relief from 
withholding tax.”
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all voting rights) and permission for partial relief at the source has been obtained 
prior to any dividend distribution. 

Tax Credit for Foreign Withholding Taxes

For non-refundable foreign withholding taxes, Switzerland provides a limited tax 
credit (“Pauschale Steueranrechnung”).  However, since Swiss holding companies 
are only subject to Federal income tax, only one-third, at most, of the foreign tax 
can be credited.  Moreover, the tax credit is limited to the Federal tax payable in a 
certain tax period, unless steps are taken in advance to counteract this limitation.  
No tax credit is possible for income derived from qualifying participations benefitting 
from participation relief.

Swiss Tax Treaty Network

Switzerland has income tax treaties with more than 80 countries, including all old 
and new E.U. countries and the majority of Switzerland’s important trading partners.  
It has also entered into several limited treaties regarding sea and air enterprises.

1962 Anti-Abuse Decree

Since 1962, Switzerland has had internal law measures in effect that are designed 
to prevent the misuse of double tax treaties.  The original legislation, herein referred 
to as the “1962 Decree,” was revised at the end of 1998 and again in the course of 
2010.

In general terms, the 1962 Decree characterized certain transactions as a misuse of 
the treaties because withholding tax in foreign countries was reduced, while Swiss 
tax was also reduced by certain transactions that minimized the tax base.  Thus, 
the 1962 Decree provided that tax-deductible payments by a Swiss entity had to be 
capped at 50% of the gross income that received withholding tax benefits under a 
double tax treaty.  The 1962 Decree also mandated an annual minimum dividend 
distribution of at least 25% of the gross amount of its treaty protected income.

To illustrate the application of the 1962 Decree, assume that a Swiss holding com-
pany owned by foreign shareholders receives dividends, interest, and royalties from 
a subsidiary based in a third treaty country with which Switzerland has an income 
tax treaty in effect.  Assume further that the total of those items of gross income is 
CHF 100.  Under these circumstances, a maximum of CHF 50 may be booked as a 
deductible expense paid to a third party outside Switzerland.  In addition, a minimum 
dividend of CHF 25 must be distributed to the Swiss company’s shareholders.

1999 Circular Letter

The 1999 Circular Letter limits the application of the rules established under the 
1962 Decree.  Active Swiss companies, listed companies, and pure holding compa-
nies may transfer more than 50% of the gross treaty-protected income in the form of 
deductible payments if such payments are commercially justified.  In addition, these 
companies are no longer forced to pay out a dividend of at least 25% of their gross 
treaty benefit income, if, at the level of the Swiss company, payment of Swiss with-
holding tax on the undistributed or hidden reserves is not endangered in the future.

The payment of Swiss withholding tax may be required if (i) the Swiss company 
has at least 80% foreign ownership, (ii) more than 50% of the assets of the Swiss 
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company are situated outside of Switzerland (or are composed of claims against 
companies or individuals abroad), and (iii) the company does not pay an annual 
dividend of at least 6% of its net equity.  All three conditions must be met before 
withholding tax is imposed at the full rates, notwithstanding the terms of an income 
tax treaty.  In applying the asset test, shares in foreign companies may be viewed 
to be domestic assets.  If this test is met, Swiss holding companies can avoid the 
minimum dividend distribution rule.

2010 Circular Letter

The 2010 Circular Letter limits the application of the 1962 rules (including circular 
letters) to double tax treaties that do not provide for a specific anti-abuse provision. 

Special Rules for Companies with Contacts in the U.S.

Neither the 1962 Decree nor the Circular Letters of 1962, 1999, and 2010 are ap-
plicable in the context of a company having contacts with the U.S.  The Swiss-U.S. 
double tax treaty of 1996 has overruled the application of the Swiss legislation with 
its extensive limitation on benefits provisions.  Consequently, Swiss companies in-
vesting in the U.S. must look exclusively to the Swiss-U.S. double tax treaty in order 
to determine whether the treaty is being misused.

Holding Company Activities

In general, a Swiss holding company may be attractive because its functions are not 
strictly limited to holding activities.   Thus, as long as (i) the main purposes of the 
holding company are holding activities (reflected in the articles and in practice) and 
(ii) either the income or the asset test, as described above in Corporation Income 
Tax, is met, the holding company can perform additional functions as follows:

• Financing of subsidiaries and other group companies

• Holding and management of intellectual property

• Performance of management services within the group

As a consequence, a Swiss holding company can employ personnel and it may rent 
office space.  In light of recent initiatives focused on combatting base erosion and 
profit shifting (“B.E.P.S.”) and other ongoing changes in worldwide taxation princi-
ples, it might even be advisable for a holding company to have substance in Swit-
zerland in the form of office space and personnel.  Due to cantonal and communal 
level tax exemptions, income derived from the foregoing activities (i.e., interest, 
royalty, and management income) is only taxable on the Federal level (whereby 
the effective tax rate is 7.8%).  Nonetheless, because Swiss law does not contain 
a bright-line test, it is viewed as prudent to obtain a ruling from the tax authorities 
with regard to the substantial performance of functions other than holding company 
functions.

It should be noted that the tax exemption for certain holding company activities will 
most likely cease on December 31, 2018 (see Future Taxation of Swiss Holding 
Companies).
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ADDITIONAL TAX-RELATED ISSUES

U.S. Check-the-Box Rules

In Switzerland, companies are, in most cases, incorporated either as an Aktienge-
sellschaft or as a GmbH.  Since the Swiss Aktiengesellschaft qualifies as a per se 
corporation for the U.S. check-the-box rules, a check-the-box election may be made 
only for a Swiss GmbH.  Swiss holding companies can be set up in the form of a 
Swiss GmbH (i.e., there are no limitations on the amount of share capital).

Swiss Ruling Policy

Switzerland is well-known for the generally cooperative and taxpayer-friendly ruling 
policy of its tax authorities.  Advanced rulings can be obtained from (i) the cantonal 
tax authorities with respect to cantonal, communal, and Federal income taxes and 
(ii) the Federal tax authorities with respect to withholding taxes, treaty benefits and 
limitations, stamp duties, and securities transfer taxes.

All cases that do not clearly align with the tax codes or that are not based on a 
well-known government practice will generally be the subject of an advance ruling 
request by a taxpayer.

Swiss Debt-Equity Rules

In 1997, the Swiss Federal tax administration issued a detailed circular letter regard-
ing the debt-to-equity ratios of Swiss companies.  According to this circular letter, the 
minimum equity of a company is inversely related to the maximum indebtedness al-
lowed to fund the assets of the company.  Generally, the minimum capital will range 
between 15% and 30% of the book value of the assets.  If a company has debt from 
related parties in excess of the required percentages (e.g., 70% for participations), 
the company is deemed to be thinly capitalized for Swiss tax purposes.  As a conse-
quence, the excess debt will be considered hidden equity for capital tax purposes.  
Interest payments on this debt are not tax deductible and will be re-qualified as 
deemed dividend distributions with respective Swiss withholding tax consequences. 

Note, however, that a 2015 court decision approved the interest deductibility of high-
er amounts, if the taxpayer can prove that such payments meet the arm’s length 
standard. To illustrate, book value of real estate typically is reduced over time to 
reflect depreciation.  Nonetheless, its fair market value may increase substantially 
and unrelated lenders will typically compute leverage capacity based on fair market 
value rather than book value of the real estate.

Use of Swiss Holding Companies

Compared to various E.U. Member States, a Swiss holding company has certain 
advantages:

• An activity clause is not required for investments (i.e., participations owned 
by a Swiss holding company can also be qualified as portfolio investments).

• A “subject to tax clause” does not exist for underlying participations.

• In connection with dividend distributions, there is no holding period require-
ment for investments.
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• There is no capital gains tax on the sale of participations of 10% or more.

• Income that is not dividend income is subject only to Federal income tax (at 
the effective tax rate of 7.8%), whereas such income is fully taxable at rates 
between 30% and 40% in E.U. Member States.6

• Switzerland does not levy withholding tax on outbound royalties and out-
bound interest payments, with the exception of interest paid on bonds.

• Switzerland does not have any C.F.C. legislation.

Future Taxation of Swiss Holding Companies

Within the framework of the third round of Swiss corporate tax reform, discussions 
are underway regarding the future taxation of Swiss holding companies.  These 
discussions reflect the E.U.’s criticism of certain Swiss tax practices, which began in 
2007, and increasing international pressure on certain low- or no-tax rules.

On June 14, 2016, the Swiss Parliament approved a new law known as Corporate 
Tax Reform III.  Slated to take effect in 2019, the new law will introduce the following 
measures, which should be compatible with the latest international standards: 

• Beginning after 2018, the tax-free treatment of interest and other income will 
cease with the abolition of domiciliary and mixed companies and changes to 
the holding company regime.   However, for private holding companies with 
only dividend income, the new law will not lead to higher taxes.  Eventually, 
taxes may even be lower due to the new notional interest deduction (“N.I.D.”), 
as described below.

• When a foreign company is domesticated into Switzerland or a change oc-
curs in a Swiss company’s tax status (e.g., termination of a special tax status, 
like holding company status), a tax-free step up to fair market value will be 
allowed with regard to the basis of assets that are reported on the company’s 
tax balance sheet. This will result in an increase in the allowance for depreci-
ation for Federal and cantonal tax purposes in Switzerland.  

• A patent box company regime will be introduced at the cantonal tax level (and 
not on the Federal level), providing for privileged taxation of income from pat-
ents and similar intellectual property (“I.P.”) rights.  The tax exemption could 
reach up to 90% of qualifying I.P. income.  The O.E.C.D.’s nexus approach 
for I.P. regimes will be applied, i.e., the research and development (“R&D”) 
expenses must be incurred through operations carried on by the patent box 
company, itself.

• A super-deduction of up to 150% for Swiss R&D expenses will be introduced 
at the cantonal tax level. Each canton will be free to choose whether to enact 
these new R&D tax incentive.

• The N.I.D. will be introduced on the Federal level.  Cantons will then be al-
lowed to decide whether or not to introduce it on the cantonal level.  This pro-
vision will favor companies that are highly financed with equity, as a notional 
interest expense deduction will be generated by equity.  If a canton chooses 

6 This policy is likely to cease on December 31, 2018.
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to introduce the N.I.D., it must implement a minimum income tax inclusion 
of 60% on dividends received by Swiss residents from shareholdings of at 
least 10%. In this way, the deduction at the level of the operating company 
is clawed back in part at the level of its shareholders owning 10% or more of 
the equity.

• In addition to the above, the cantons will be free to reduce both the corporate 
income and capital tax rates.

Three previous proposals have been withdrawn from the reform:

• The abolition of the federal stamp tax on equity

• The introduction of a so-called “tonnage tax” for ships registered in Switzer-
land

• The introduction of a general capital gains tax for individuals

It is possible that the new law will be subject to a popular vote, since Switzerland’s 
socialist and the green parties do not support the new law.  The vote will likely take 
place in the first half of 2017 and will be cast as an up or down vote on the entire 
package, not at the level of each particular change.  It is therefore not yet clear 
whether the law will come into effect as planned in 2019.

“Within the 
framework of the 
third round of Swiss 
corporate tax reform, 
discussions are 
underway regarding 
the future taxation 
of Swiss holding 
companies. These 
discussions reflect 
the E.U.’s criticism 
of certain Swiss tax 
practices.”
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THE NETHERLANDS
Over the past few decades, the Netherlands has been a prime location for holding 
companies.  The Netherlands was deemed to be so attractive that a number of 
countries have copied the Dutch participation exemption system with more or less 
success.  The main benefits of the Dutch holding company remain (i) access to 
an extensive tax treaty network, as well as access to a large network of bilateral 
investment treaties (each consisting of almost 100 treaties); (ii) the Dutch tax ruling 
practice; and (iii) the transparency of its holding regime.  The importance of bilat-
eral investment treaties that provide protection for investments by Dutch-resident 
entities becomes apparent when jurisdictions enact defensive measures targeting 
foreign investors.  The benefits of an extensive treaty network have been enhanced 
in the last few years with the popularity of the legal form of the so-called Coopera-
tive (“Coöperatie”) as a holding vehicle, allowing international holding structures to 
distribute profits free from Dutch dividend withholding tax.

CORPORATION INCOME TAX – GENERAL

In principle, all income of a holding company will be subject to Dutch corporation 
income tax at the rate of 25% for profits exceeding €200,000.  Profits up to €200,000 
are taxed at a rate of 20%.  However, because of the Dutch participation exemption, 
a Dutch-resident holding company will often have little or no taxable income.

PARTICIPATION EXEMPTION

In General

Under the participation exemption, as laid down in Article 13 of the Corporation 
income tax Act (“C.I.T.A.”), dividends (including dividends in kind and “hidden” profit 
distributions) and capital gains derived from qualifying shareholdings are exempt 
from Dutch corporation income tax, while capital losses are deductible only un-
der special circumstances (see Capital Losses).  No minimum holding period is 
required, although in a short term buy-and-sell transaction part of the tax exempt 
capital gains realized may be re-qualified as a taxable service fee.  The participation 
exemption only applies if the interest held by the Dutch-resident taxpayer qualifies 
as a participation (“deelneming”).  A participation exists if one of the following criteria 
is met:

• The Dutch taxpayer holds at least 5% of the nominal paid-up capital of a 
company with capital divided into shares.

• The Dutch taxpayer holds an interest in an “open” limited partnership that 
gives entitlement to at least 5% of the profits realized by the open limited 
partnership.
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• The Dutch taxpayer holds at least 5% of the participating certificates of a fund 
for joint account.

• The Dutch taxpayer is a member of a Cooperative.

• The Dutch taxpayer holds at least 5% of the voting rights in a company that is 
resident in an E.U. Member State with which the Netherlands has concluded 
a tax treaty that provides for a reduction of Netherlands dividend withholding 
tax on the basis of voting rights.

In addition, if a Dutch holding company holds a qualifying participation in a subsidi-
ary, under the so-called drag along rule a hybrid loan (see Hybrid Loans and Profit 
Rights below) granted to that subsidiary or a profit sharing right in that subsidiary 
will also qualify as a participation.  If a Dutch taxpayer holds a shareholding of less 
than 5% in a company, or has granted a hybrid loan to a company or holds a profit 
sharing right in a company and a company related to the Dutch taxpayer holds a 
qualifying participation in that company, such smaller shareholding, hybrid loan, or 
profit sharing right will qualify for the participation exemption based on the so-called 
pull along rule.  Please note that the term “related” is statutorily defined and refers 
to share ownership of at least one-third (see also Base Erosion).

The participation exemption does not apply to participations that are held merely 
as passive investments (the “Motive Test”).  However, if a participation does not 
pass the Motive Test, the participation exemption will nevertheless be applicable if 
(i) the participation is subject to a “realistic levy” according to Dutch tax standards 
(the “Subject-to-Tax Test”) and/or (ii) the assets of the participation do not consist, 
directly or indirectly, of more than 50% of so-called low-taxed free passive assets 
(the “Asset Test”).

Motive Test

In principle, a participation is considered to be held as a mere passive investment if 
the shareholder’s objective is to obtain a return that may be expected from normal 
active asset management.  If the shareholder has a mixed motive, the predominant 
motive is decisive.  A participation is not considered to be held as a mere passive 
investment, if the business conducted by the participation is in line with the business 
of the shareholder.  Furthermore, a participation held by a Dutch parent holding 
company that conducts an active management function for the benefit of the busi-
ness activities of the group will pass the Motive Test.  This is generally the case if 
the parent company fulfills – on the basis of its activities – a substantial role in the 
fields of administration, policy making, and financing for the benefit of the business 
activities of the group.

The foregoing also applies to Dutch intermediate holding companies.  If a Dutch 
intermediate company carries out a linking function between the business activities 
of the (active) participation and the business activities of the (active) parent holding 
company, the participation of the Dutch intermediate company will pass the Motive 
Test.

The Motive Test is, in any event, deemed not to be met if the predominant function 
of the participation is to act as a group finance company or if more than half of the 
participation’s consolidated assets consist of shareholdings of less than 5%.
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Subject-to-Tax Test

The Subject-to-Tax Test will be met if the domestic tax system of the company in 
which a participation is held results in a realistic levy according to Dutch tax stan-
dards.  This is generally the case if the subsidiary is subject to a profits-based tax at 
a regular statutory rate of at least 10%.

A tax system with tax base deviations, such as special investment deductions, dif-
ferent depreciation rules, or tax consolidation rules, does not necessarily fail the 
Subject-to-Tax Test.  However, tax systems with base deviations caused by tax holi-
days, deductible dividends, and participation exemption regimes that are significant-
ly broader than the Dutch system may fail the Subject-to-Tax Test.

Asset Test

The Asset Test stipulates that the taxpayer must demonstrate that the assets of 
the participation usually do not consist, directly or indirectly, of more than 50% low-
taxed, free passive assets.  For this purpose, the assets must be taken into account 
at fair market value.  The term “usually” implies that the participation exemption 
remains applicable if the assets of the participation consist of more than 50% of 
low-taxed, free passive assets for a short period of time only.

Assets qualify as free passive assets in the following scenarios:

• The assets are passive assets that are not necessary for the business activ-
ities of the entity holding them.  Interest-bearing bank accounts, loan receiv-
ables, and passive investments such as bonds and shares could, amongst 
others, qualify as free passive assets.  In this respect, it should be noted that 
real estate – including rights over real estate – is not considered to be a free 
passive asset, unless the real estate is held by a Dutch exempt investment 
institution or a Dutch 0%-taxed investment institution.

• The assets are inter-company receivables, unless they are used by an active 
group finance company or are financed entirely or almost entirely (90% or 
more) by third-party debt.

• The assets are leased to a group company, unless they are used by an active 
group leasing company or are financed entirely or almost entirely (90% or 
more) by third-party debt.

As mentioned above, both directly and indirectly held assets of the participation 
must be taken into account.  Consequently, assets of companies in which the partici-
pation holds an interest of at least 5% must be pro rata allocated to the participation.  
Interests below 5% are in any event deemed to be passive assets.  Furthermore, if 
less than 30% of the assets held by a company consist out of low-taxed, free pas-
sive assets, all assets – excluding participations – of the company can be allocated 
to the participation as “good assets.”

Free passive assets of the participation only qualify as “bad assets” if the assets are 
considered to be low-taxed.  This is generally the case if the income derived from 
these assets is not subject to a realistic levy according to Dutch tax standards.  In 
relation hereto, a similar approach to the Subject-to-Tax Test applies.
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Earn-Out and Balance Guarantee Arrangements

Earn-out and balance guarantee arrangements agreed upon the sale of a qualifying 
participation are also covered by the participation exemption.  Consequently, future 
payments or earnings under such arrangement are exempt from Dutch corporation 
income tax in the case of a Dutch purchaser of the participation and are nondeduct-
ible in the case of a Dutch seller.

Expiring Participation

If a qualifying participation falls below the 5% threshold as a consequence of a sale 
of shares or an issue of new shares to a third party, the participation exemption re-
mains applicable for an additional period of three years, provided that the qualifying 
participation was held for an uninterrupted period of at least one year.

Non-Qualifying Participations

In the event that the shareholding is deemed to be a low-taxed portfolio participation 
to which the participation exemption does not apply, a credit system is available with 
respect to the income derived from that shareholding.

Stock Options and Convertible Bonds

Pursuant to case law, the participation exemption also applies to options that relate 
to shareholdings qualifying for the exemption.  In addition, the Dutch supreme court 
ruled that a conversion gain realized on convertible bonds is covered by the partici-
pation exemption, if the conversion leads, or could lead, to a shareholding qualifying 
for the participation exemption.

Hybrid Loans and Profit Rights

As mentioned above, the participation exemption is also applicable to profit rights 
and hybrid loans held in combination with a qualifying participation.  Loans will be 
treated as hybrid loans if

• the interest on the loan is contingent on the profits of the borrower;

• the loan is subordinated to receivables of all other creditors; and

• the loan has a maturity of more than 50 years or has no maturity and is re-
deemable only upon bankruptcy, moratorium, or liquidation of the borrower.

If a loan qualifies as a hybrid loan, the loan will be regarded as capital for corpora-
tion income tax and dividend withholding tax purposes.  Consequently, interest paid 
on the hybrid loan will not be deductible for corporation income tax purposes and, in 
principle, will be subject to a 15% dividend withholding tax (for a further explanation 
regarding dividend withholding tax, see Dividend Withholding Tax below).  On 
the other hand, the interest and principal paid on a hybrid loan will be exempt from 
Dutch corporation income tax and Dutch dividend withholding tax in the hands of a 
Dutch-resident lender if this lender owns a qualifying participation in the borrower or 
if the borrower qualifies as a related entity of the lender (see Base Erosion).

With effect from January 1, 2016, the participation exemption has been amended to 
implement the recent changes to the E.U.’s Parent-Subsidiary Directive (“P.S.D.”).  
The participation exemption is no longer applicable to payments, or other forms 
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of remuneration, derived from a participation to the extent these payments can be 
deducted legally or de facto, directly or indirectly, from the basis on which taxable 
profit is calculated.  This might be the case for certain hybrid financial instruments, 
typically including hybrid loan receivables on participations held by Dutch parent 
companies.  The anti-hybrid-instrument legislation has worldwide applicability (i.e., 
it is not restricted to E.U. subsidiaries).  Moreover, it is not limited to hybrid loans 
(e.g., deductible dividend instruments, such as preferred shares, may be covered) 
and also applies to income received in lieu of payments covered by the legislation.

Partitioning Reserve

If a taxpayer holds an interest in a company that undergoes a change in treatment 
(a “transition”) regarding application of the participation exemption, the taxpayer 
should form a so-called partitioning reserve with regard to the shares held.  The pur-
pose of this reserve is to determine the taxable or exempt amount of gains or losses, 
in order to avoid double taxation upon a realization of a gain or loss originating in the 
period prior to the formation of the partitioning reserve.

At the time of the transition from an exempt period to a taxable period, or vice 
versa, the participation has to be revalued at fair market value.  The result of such 
revaluation is included in the partitioning reserve.  If the transition is from a taxable 
to an exempt sphere, a taxable partitioning reserve (“T.P.R.”) is formed.  In the case 
of a transition from an exempt to a taxable sphere, an exempt partitioning reserve 
is formed (“E.P.R.”).  This E.P.R. or T.P.R. will be released upon realization (i.e., 
dividend distribution or capital gain).  The legislation applies retroactively to all tran-
sitions as of January 1, 2007.

OTHER ASPECTS

Costs and Expenses

Transaction expenses related to the acquisition and/or the sale of a participation are 
not deductible.

Base Erosion

Limitations apply to interest deductions arising from transactions that could be con-
sidered to result in base erosion for Dutch tax purposes.  Interest paid on loans from 
related entities and individuals is not deductible insofar as the loans relate to

• profit distributions or repayments of capital by the taxpayer or a related entity 
to a related entity or related individual;

• acquisitions by the taxpayer, or a Dutch-resident related entity or individual, 
of an interest in a company that is a related entity following the acquisition; or

• contributions of capital from the taxpayer, or a Dutch-resident related entity or 
individual, to a related entity.

This rule prevents a Dutch taxpayer from deducting interest on borrowing to pay 
a dividend, to make an acquisition, or to make a contribution to capital.  The base 
erosion provisions contain an exception under which the interest deduction will be 
granted if the taxpayer can demonstrate either of the following:

“If a taxpayer 
holds an interest 
in a company 
that undergoes a 
change in treatment 
regarding application 
of the participation 
exemption, the 
taxpayer should 
form a so-called 
partitioning reserve 
with regard to the 
shares held.”
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• Both the granting of the loan and the business transaction are based on 
sound business reasons.

• The interest is subject to sufficient taxation in the hands of the recipient, and 
the recipient is not able to offset the interest income with losses from prior 
years or losses anticipated in the future, unless both the granting of the loan 
and the business transaction are not based on sound business reasons.  In-
terest will be subject to sufficient taxation in the hands of the recipient if the 
recipient is taxed on profits determined under Dutch tax principles at a rate 
of at least 10%.

For the purpose of the base erosion provisions, an entity is deemed to be related if 
one of the following facts exist:

• The taxpayer holds at least one-third of the capital in the other entity.

• The other entity holds at least one-third of the capital of the taxpayer. 

• A third party holds at least one-third of the capital in both entities.

• The taxpayer and the other entity are part of the same fiscal unit for Dutch 
corporation income tax purposes.

Excessive Debt Financing for Holding Companies

In addition to the foregoing base erosion regulations, a restriction was placed on the 
deduction of “excessive” interest on loans taken up in connection with the acquisi-
tion and financing of participations qualifying for the Dutch participation exemption.  
Article 13L C.I.T.A. limits the deduction of interest on so-called participation debt.  
Participation debt is defined as the difference between the cost of the participation 
and the taxpayer’s equity for tax purposes.  The interest that is proportional to the ra-
tio of the participation debt and the company’s total amount of debt is deemed to be 
excessive and nondeductible to the extent that the interest paid exceeds €750,000.

The limitation can be explained through the following example:

• X B.V. acquired a subsidiary, Z C.O., for €400 million and financed the ac-
quisition and its ongoing activities with a bank loan of €450 million.  X B.V.’s 
profits before interest expense amount to €25 million, and X B.V.’s interest 
expense is €30 million with respect to the bank loan.  Normally, without apply-
ing Article 13L C.I.T.A., these figures result in a tax loss of €5 million (i.e., €25 
million in profits less €30 million in interest expense equals a €5 million loss). 

Z C.O.

Bank
450

30
100%

X.B.V.
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• X B.V.’s balance sheet is as follows:

Debit (€1 million) Credit (€1 million)

Participations 400 Equity 250

Other Assets 300 Debt 450

• Application of Article 13L C.I.T.A.:

X B.V.’s participation debt amounts to €150 million (€400 million - €250 mil-
lion).  In principle, the interest payable with respect to this participation debt 
is nondeductible for Dutch corporation income tax purposes.  In order to cal-
culate the total amount of nondeductible interest, the participation debt (€150 
million) must be divided by the total amount of debt (€450 million), the result 
of which should be multiplied by the actual interest expense (i.e., 150/450 x 
30 = €10 million).  After taking the €750,000 threshold into account, a total 
amount of €9.25 million is characterized as nondeductible interest paid in 
relation to the acquisition of the participation. Consequently, in this example, 
the interest is deductible up to €20.75 million.  The result is a taxable profit of 
€4.25 million (€25 million - €20.75 million) instead of a tax loss of €5 million, 
which would be realized without the application of article 13L C.I.T.A.

It should be noted that, for the calculation of the participation debt, investments in 
participations that are considered to be an expansion of the operational activities of 
the group can be excluded from the taxpayer’s participations, which will result in a 
lower participation debt.

At the same time Article 13L C.I.T.A. was introduced, the Dutch thin capitalization 
rule was abolished, although a non-statutory debt-to-equity ratio is still applicable 
under certain circumstances (see Tax Rulings).

Dutch Acquisition Holding Company

Deductibility of interest expense is also limited for a Dutch acquisition holding com-
pany in connection with a loan taken up to acquire a Dutch target company that 
would be included with the acquiring entity in a fiscal unit for Dutch corporation in-
come tax purposes post-acquisition.  The benefit of establishing a fiscal unity struc-
ture is that the interest paid by the acquisition vehicle would be deductible from the 
profits of the target company.  By forming a fiscal unit, the acquisition holding com-
pany would be deemed to absorb all assets and liabilities of the target company in-
cluding its profits.  Under Article 15ad C.I.T.A., interest paid by the Dutch acquisition 
holding company will only be deductible from the profits of that acquisition company, 
which generally would be negligible.  The limitation applies only to the extent that 
the interest expense exceeds €1 million per year and the acquisition loan exceeds 
60% of the acquisition price of the shares in the year of acquisition.  In the following 
seven years, the loan should be repaid at a rate of 5% of the original principal per 
year, ultimately leaving an outstanding loan equal to 25% of the acquisition price.  
The nondeductible interest expense can be carried forward.  Article 15ad C.I.T.A. is 
applicable to both group loans and third-party loans.  It also applies to post-acquisi-
tion legal mergers and liquidations within a fiscal unit.  It seems, however, that the 
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adverse consequences of Article 15ad C.I.T.A. can be largely be avoided through 
the use of debt push-downs.

Innovation Box

In order to stimulate research and development (“R&D”) activities by Dutch taxpay-
ers, self-developed registered patents and certain other assets for which a so-called 
research and development statement has been requested, apart from expensing 
costs related to R&D activities in the year incurred, (collectively, “R&D Assets”) may 
be placed in a so-called innovation box.  Pursuant to the innovation box regime, a 
5% effective tax rate applies to income generated by a qualifying intangible, to the 
extent the income from the intangible exceeds the related R&D expenses, other 
charges, and amortization of the intangible.  Income includes royalty income such 
as license fees and other income stemming from R&D Assets.  The taxpayer should 
be the registered and beneficial owner of the patents and the beneficial owner of 
the other assets for which a so-called R&D statement has been requested.  Trade-
marks are specifically excluded from this beneficial regime.  This 5% effective tax 
rate will only apply to qualifying income.  The non-qualifying income will continue to 
be subject to tax at the statutory rates of 20% to 25%.  The innovation box regime 
applies to income received from related and unrelated parties.  The facility contains 
a threshold to prevent taxpayers from deducting expenses at the statutory rate while 
the corresponding earnings are taxed at the reduced effective rate of 5%.  For this 
reason, the qualifying earnings should exceed the threshold before the effective tax 
rate of 5% can apply.  The threshold is formed by the development costs of the in-
tangible asset earmarked for the innovation box.  The decision to use the innovation 
box should be made at the moment the corporation income tax return is filed.

Capital Losses

As mentioned above, if the participation exemption applies, capital losses realized 
on, for example, the sale of a participation, are generally not deductible.  There 
is, however, one exception.  Liquidation losses may be deductible under certain 
circumstances.

TAX RULINGS

In general, it is possible to obtain advance tax rulings, whereby the Dutch revenue 
authority confirms in advance the tax treatment of a holding company.  A ruling will 
only be issued if certain substance requirements are met:

• At least half of the managing directors reside or are established in the Neth-
erlands.

• The company’s Dutch-resident managing directors have sufficient profes-
sional knowledge to perform their duties.

• All management board meetings are held and prepared in the Netherlands 
and are in principle attended by all board members.

• The bank account(s) of the company are managed and maintained in/from 
the Netherlands.

• The bookkeeping of the company is done in the Netherlands.

“In order to stimulate 
R&D activities by 
Dutch taxpayers,  
self-developed 
registered patents 
and certain other 
assets . . . may be 
placed in a so-called 
innovation box.”
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• The company finances its participations with a minimum of 15% equity.1

In 2014, the European Commission opened an in depth investigation to examine 
whether decisions by tax authorities in the Netherlands with regard to the corpo-
ration income tax of Starbucks comply with the E.U. rules on State Aid.  Similar 
examinations were opened regarding tax rulings in Ireland with regard to Apple, 
and in Luxembourg with regard to Fiat Finance and Trade.  According to a Europe-
an Commission press release, the Netherlands generally seems to proceed with a 
thorough assessment based on comprehensive information required from the tax-
payer.  Hence, systematic irregularities in tax rulings are not anticipated.  However, 
in October 2015, the European Commission judged that the tax ruling for Starbucks 
Manufacturing EMEA BV provides a selective advantage to the extent it is not in line 
with a market-based assessment of transfer pricing.  The Dutch government has 
filed an appeal against this judgment.  The government’s primary argument is that 
it issued the ruling in accordance with the O.E.C.D. Transfer Pricing Guidelines for 
Multinational Enterprises and Tax Administrations.

As of January 1, 2016, it is also necessary, in certain situations, for foreign inter-
mediate holding companies, or direct foreign members performing a “linking func-
tion,” to have “sufficient substance” in their country of residence in order to prevent 
application of anti-abuse rules, which effectively nullify the advance tax ruling (see 
Dividend Withholding Tax and Extra-Territorial Taxation and Anti-Abuse Rules 
below, regarding the aforementioned situations).

DIVIDEND WITHHOLDING TAX

Distributions of profits in any form by Dutch-resident entities, including limited liabil-
ity companies, limited liability partnerships, and other entities with a capital divided 
into shares, are subject to Dutch dividend withholding tax at a statutory rate of 15%.  
The rate may be reduced under an applicable tax treaty.  Under certain conditions, 
the dividend withholding tax payable by the distributing Dutch holding company may 
be reduced by 3% in order to compensate for foreign withholding taxes that cannot 
be claimed as a credit by the holding company by virtue of the participation exemp-
tion.  The Netherlands does not levy a withholding tax on royalties and interest, 
except with regard to interest paid on a hybrid loan (see Asset Test).

The income tax treaty between the Netherlands and the U.S. provides, inter alia, for 
a full exemption from dividend withholding tax if the U.S. parent company owns 80% 
or more of the Dutch company and certain other requirements are met.  If a U.S. 
parent company owns at least 10% of the shares of a Dutch company, dividends 
paid to the U.S. parent are subject to a 5% withholding tax.  In all other cases, the 
dividend withholding tax rate is 15%.

No dividend withholding tax is levied on dividends paid to nonresident corporate 
shareholders, if

• the corporate shareholder is a tax resident of a country within the E.U. or 
E.E.A.;

• the Dutch participation exemption would have been applicable to the 

1 Even when an advance tax ruling is not obtained, it is advisable to maintain a 
(non-statutory) debt-to-equity ratio of 85/15.
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shareholding in the Dutch entity distributing the dividends if the recipient of 
the dividends would have been a resident in the Netherlands;

• the corporate shareholder does not fulfill a similar function as a Dutch exempt 
investment institution or Dutch 0%-taxed investment institution; and

• the corporate shareholder is the beneficial owner of the dividends.

Finally, dividend withholding tax may be avoided altogether when a Dutch holding 
company is established in the form of a Cooperative because profit distributions by 
a Cooperative are not subject to dividend withholding tax, unless the anti-abuse 
rule applies.  This anti-abuse rule stipulates that a Cooperative will be treated as an 
entity with capital divided into shares for Dutch dividend withholding tax purposes.  
Furthermore, profit distributions made by a Cooperative are subject to 15% Dutch 
dividend withholding tax if two conditions are met:

• The Cooperative (i) holds direct or indirect shareholdings or profit-sharing 
certificates or (ii) has granted profit participating loans, with the main pur-
pose, or one of the main purposes, being to avoid the levy of Dutch dividend 
withholding tax or foreign tax with respect to its direct or indirect members.

• There is an artificial arrangement or a series of artificial arrangements (see 
Extra-Territorial Taxation and Anti-Abuse Rules).

In comparison to a corporation, a Cooperative is neither a limited liability company 
nor a partnership, nor is it an entity with capital divided into shares.  Consequently, 
dividend withholding tax is, in principle, not imposed – unless one of the aforesaid 
anti-abuse rules applies.  Nonetheless, a Cooperative qualifies as an entity under 
the P.S.D. and is entitled to an exemption from foreign dividend withholding taxes on 
incoming dividends of qualifying participations in an E.U. subsidiary.

EXTRA-TERRITORIAL TAXATION AND ANTI-
ABUSE RULES

It should be noted that although an exemption from withholding tax may be available 
(as described under Dividend Withholding Tax above), the nonresident corporate 
shareholder of a Dutch holding entity may be subject to Dutch corporation income 
tax on the dividends received, if the following conditions are met:

• The nonresident company holds 5% or more of the shares, or class of shares, 
of the Dutch holding company (a “Substantial Shareholding”), with a main 
purpose, or one of the main purposes, being to avoid the levy of Dutch in-
come tax and/or dividend withholding tax with respect to another person.

• There is an artificial arrangement or a series of artificial arrangements.

An arrangement may comprise more than one step or part.  An arrangement, or se-
ries of arrangements, is considered artificial if, and to the extent that, they are not put 
into place for valid business reasons which reflect economic reality.  Valid business 
reasons may, inter alia, be present if the nonresident company (i) conducts a ma-
terial business enterprise and the shareholding is part of the business enterprise’s 
assets; (ii) is a top holding company that carries out material management, policy, 
and financial functions for the group it heads; or (iii) functions as an intermediate 
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holding company within the group structure in relation to the relevant Dutch target.

In the case of an intermediate holding company, as under (iii) above, an additional 
requirement applies, pursuant to which the holding company must meet the Dutch 
minimum substance requirements as if it were a resident of the Netherlands (see 
Tax Rulings above).

Furthermore, if the nonresident company holds a Substantial Shareholding only to 
avoid a Dutch dividend withholding tax, a Substantial Shareholding tax is effectively 
levied at 15% (on a gross basis) solely on dividend income from the Substantial 
Shareholding.

These anti-abuse provisions are mainly aimed at individuals owning a Dutch holding 
company through an offshore entity.  Active foreign companies and private equity 
funds owning international operations via a Dutch holding company will generally 
not be affected.

CAPITAL TAX AND STAMP DUTIES

The Netherlands does not levy any kind of capital tax, stamp duties, or other regis-
tration charges with respect to the issuance or transfer of shares in a Dutch-resident 
company except, under certain circumstances, real estate transfer tax (“R.E.T.T.”).  
R.E.T.T. is levied if a purchaser acquires real estate or at least one-third or more 
of the shares of a “real estate company.”  A company is considered a real estate 
company if more than 50% of its assets consist, or consisted one year prior to the 
acquisition, of real estate used for passive investment and at least 30% of its assets 
consist of Dutch real estate.  R.E.T.T. is levied on the fair market value of real estate 
located in the Netherlands, with the consideration paid as a minimum.  The applica-
ble rate for residential real estate is 2%; 6% applies in all other cases.

B.E.P.S.

In an official statement released in September 2014, the Dutch government affirmed 
that it actively supports the initiatives taken by the G-20 and the O.E.C.D. to battle 
tax evasion (the “B.E.P.S. Project”).  The final reports and recommendations on 
the 15 B.E.P.S. actions were released by the O.E.C.D. on October 5, 2015.  Imple-
mentation in the Netherlands is subject to international consensus on the proposed 
measures.

On January 28, 2016, the European Commission released an anti-tax avoidance 
(“A.T.A.”) package inspired by the B.E.P.S. Project final reports.  With the proposed 
A.T.A. package, the European Commission hopes to ensure that B.E.P.S. Project 
recommendations are implemented by Member States in accordance with E.U. law 
and that taxes paid in the Member States correspond to the locations where value 
is created.

One of the core pillars of the European Commission’s agenda was to introduce 
an Anti-Tax Avoidance Directive, (“A.T.A.D.”), also known as the “E.U. B.E.P.S. di-
rective.”  A political consensus was reached on June 20, 2016.  As a result, the 
A.T.A.D. contains anti-tax avoidance rules in five specific fields: (i) exit taxation, (ii) 
interest deduction limitation, (iii) controlled foreign corporation (“C.F.C.”) rules, (iv) 
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the general anti-abuse rule (“G.A.A.R.”), and (v) hybrid mismatches.  The main goal 
of the A.T.A.D. is to provide a minimum level of protection for the internal market 
and to to strengthen the level of protection against aggressive tax planning.  The 
rules are in addition to the changes to the P.S.D. (regarding G.A.A.R. and anti-hybrid 
financing rules) and may be followed by a relaunched proposal on the Consolidated 
Corporate Tax Base (“C.C.T.B.”). 

“The A.T.A.D. 
contains anti-tax 
avoidance rules in 
five specific fields: 
(i) exit taxation,  
(ii) interest deduction 
limitation, (iii) C.F.C. 
rules, (iv) G.A.A.R., 
and (v) hybrid 
mismatches.”
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IRELAND
The focus of Ireland’s tax incentives has been to attract job creation activities.  Typ-
ically, the incentives were in the manufacturing and financial services sectors, but 
they have now been extended to all trading activity.  The rate of corporation tax 
on trading income is 12.5% where the trade is controlled or partly controlled from 
Ireland.

To complement this low rate, the Irish government has adopted policies to make 
Ireland an attractive holding company location.

The ideal jurisdiction for holding companies would include the following criteria:

• The absence of foreign withholding taxes on the payment of monies to a 
company located in the jurisdiction

• A low rate of applicable tax

• A developed tax network providing for full credit relief

• A low or zero rate of capital gains tax on the disposal of associated compa-
nies

• No withholding tax on payments from the jurisdiction

• Reduced foreign tax on dividends received from the jurisdiction

RECENT DEVELOPMENTS

B.E.P.S.

Irish tax policy for attracting jobs through favorable tax rules may be affected by the 
O.E.C.D.’s base erosion and profit shifting initiative (the “B.E.P.S. Project”) and the 
subsequent B.E.P.S. Action Plan, for which the final reports were published in Oc-
tober 2015.  The B.E.P.S. Action Plan identified six key problem areas contributing 
to the growth of inappropriate profit shifting, including intra-group financial transac-
tions, harmful tax regimes, and digital goods and services.  

Ireland has already adopted many of the provisions recommended in the B.E.P.S. 
Action Plan, including a General Anti-Avoidance Rule (“G.A.A.R.”), domestic pro-
visions limiting tax relief on intra-group debt, transfer pricing legislation, and pro-
visions taxing dividends from non-trading foreign subsidiaries at a higher rate of 
corporate tax than the headline 12.5% rate.  

Overall, the Irish government’s response has been to welcome the B.E.P.S. Project 
and the O.E.C.D.’s coordinated effort to deal with the challenges posed by B.E.P.S.  
The stated position in Ireland is that the B.E.P.S. Project cannot succeed without 
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coordinated multilateral action.  While Ireland recognizes that the B.E.P.S. Proj-
ect involves certain challenges, it also sees new opportunities arising for Ireland 
and other small countries.  This is because the Irish taxation system is built upon 
substance, and as such, the alignment of profits with substance and a competitive 
rate of tax accords well with concepts that have been the cornerstone of Ireland’s 
corporate tax policy since the 1950’s.

 Ireland’s reaction to the principal final reports is as follows:

• Action Item 1 (Digital Economy):  No special action is needed as the 
O.E.C.D. concluded ring-fenced solutions are not appropriate.

• Action Item 2 (Hybrid Mismatches), Action Item 3 (C.F.C. Rules), and Ac-
tion Item 4 (Interest Deductions):  Ireland is not proposing any legislative 
change at present.

• Action Item 5 (Harmful Tax Practices):  As a pre-emptive action, Ireland 
moved to phase out the so-called “double Irish” tax structure in the Finance 
Act 2014 and introduced its own O.E.C.D.-compliant patent tax regime (the 
“Knowledge Development Box”) in the Finance Act 2015.

• Action Item 6 (Treaty Abuse):  Over time, measures to protect against trea-
ty abuse should become part of Ireland’s treaties.

• Actions Items 8, 9, and 10 (Transfer Pricing):  Ireland is expected to adopt 
the revised O.E.C.D. guidelines once finalized.

• Action Item 13 (CbC Reporting):  Ireland signed the O.E.C.D.’s multilateral 
competent authority agreement in January 2016 and separately introduced 
country-by-country (“CbC”) reporting legislation in the Finance Act 2015.

• Action Item 15 (Multilateral Instrument):  Ireland is committed to negotia-
tions.

F.A.T.C.A.

On December 21, 2012, Ireland concluded the Ireland-U.S. intergovernmental 
agreement (the “I.G.A.”) in accordance the with the provisions of the U.S. Foreign 
Account Tax Compliance Act (“F.A.T.C.A.”).  Implementing legislation was intro-
duced in Finance Act 2013, compelling Irish reporting financial institutions to collect 
and return certain information to the Irish tax authorities for exchange with the I.R.S.

While, initially, domestic implementation regulations classified relevant holding 
companies as financial institutions for F.A.T.C.A. purposes, that was found to be 
inconsistent with the I.G.A. definition of a financial institution.  An amendment to 
the domestic regulations clarified that a holding company will only be considered 
a financial institution for F.A.T.C.A. purposes if it meets one of the four financial 
institution categories set out in the I.G.A.  Otherwise, the holding company should 
be classed either as an “active” or “passive” non-financial foreign entity, as the cir-
cumstances dictate.

C.R.S.

Ireland is a signatory jurisdiction to the Multilateral Competent Authority Agreement 
on Automatic Exchange of Finance Account Information, which was entered into 

“The Irish taxation 
system is built upon 
substance, and as 
such, the alignment 
of profits with 
substance and a 
competitive rate  
of tax accords 
well with concepts 
that have been 
the cornerstone of 
Ireland’s corporate 
tax policy since the 
1950’s.”
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by Ireland in its capacity as a signatory to the Convention on Mutual Administra-
tive Assistance on Tax Matters.  Ireland has introduced legislation to implement 
the O.E.C.D.’s common reporting standard (“C.R.S.”) internationally and to imple-
ment Directive 2014/107/EU on Administrative Cooperation in the field of Taxation 
(“D.A.C.2”) with respect to the exchange of information between E.U. Member 
States.  The C.R.S. has been effective in Ireland since January 1, 2016.

State Aid Investigation

On June 11, 2014, the European Commission announced that it opened an in depth 
investigation of whether decisions by tax authorities in Ireland with regard to the 
corporation income tax of Apple comply with the E.U. rules on State Aid.  Similar 
examinations were opened regarding tax rulings in the Netherlands with regard to 
Starbucks, and in Luxembourg with regard to Fiat Finance and Trade.  

While a June 2015 deadline had been set for a decision regarding the Apple ar-
rangements in Ireland, the European Competition Commissioner, Margrethe Ve-
stager, announced in early May 2015 that this deadline would not be met.  As of one 
year later, this decision has still yet to be made.  

The Irish government has already hired a prominent U.K. Queen’s Counsel and is 
prepared to take the Commission to the Court of Justice of the European Union, 
should it find Apple’s Irish tax arrangements constituted an illegal State Aid.  In this 
regard, the Minister for Finance has previously indicated that the European case 
against Ireland’s tax treatment of Apple “is probably weak” and “more political than 
legally motivated.”

Corporate Tax Rate

The Irish rate of corporate tax on trading income is 12.5%.  The word “trading” is not 
defined in the legislation, but instead, reliance is placed on Irish and U.K. case law.  
The substantial volume of U.K. case law on this point is not binding upon Irish courts 
but is of persuasive value, depending on the seniority of the U.K. court.  Broadly 
speaking, it is unlikely that the income of a pure holding company would qualify as 
trading income.  It is more likely to be characterized as passive income, as it will be 
dividends, interest, and royalties from its subsidiaries.

The applicable rate of Irish tax on passive income is 25%.  (Dividends, however, 
may be taxed at the 12.5% rate depending on the circumstances, as discussed 
in Dividends Paid by Irish Holding Companies below.)  This rate of tax is low 
compared with other jurisdictions.  In addition, Ireland’s double tax treaty network 
is likely to give a credit for overseas tax.   In most cases, the credit will exceed the 
25% rate of tax applied in Ireland, resulting in a zero liability to Irish tax.  In the ab-
sence of a treaty between Ireland and the other jurisdiction, or where a treaty gives 
inadequate relief, Ireland’s generous system of unilateral credit relief will reduce, if 
not eliminate, the Irish tax imposed on the income of a holding company.

DIVIDENDS RECEIVED BY IRISH COMPANIES

Dividends received by an Irish holding company from foreign subsidiaries do not 
qualify for a participation exemption, as they do in many other holding company 
jurisdictions.  Instead, Ireland operates a system of both treaty credit relief and 
unilateral credit relief, whereby credit for foreign tax is available against Irish tax on 
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dividends received by an Irish holding company from certain foreign shareholdings.

The credit for foreign tax applies to dividends from a 5% or greater shareholding in 
a foreign company, with the availability of a look-through to lower level subsidiaries 
where the relationship is at least 5% and the Irish company controls at least 5% of 
the lower tier company.  The unilateral credit provisions apply to dividends received 
from all countries and not just E.U. Member States or countries with which Ireland 
has a double tax treaty in effect (herein, a “treaty country”).

Foreign dividends are subject to Irish tax at the rate of either 12.5% or 25%.

The 12.5% rate applies to dividends paid out of trading profits by certain companies:

• A company resident in an E.U. Member State or treaty country or a country 
that has ratified the O.E.C.D. Convention on Mutual Administrative Assis-
tance in Tax Matters

• A company that issued shares, or a 75% subsidiary of a company that issued 
shares, that are substantially and regularly traded on a stock exchange in 
an E.U. Member State or treaty country or a country that has ratified the 
O.E.C.D. Convention on Mutual Administrative Assistance in Tax Matters

Where dividends are paid by one of these companies on a shareholding of less 
than 5%, the dividends are deemed to have been paid out of trading profits.  Thus, 
the 12.5% rate will automatically be applicable.  Where the profits of the company 
paying the dividend are at least 75% trading profits and meet either of the above 
conditions, a dividend will be deemed to be paid wholly out of trading profits, and 
thus, the 12.5% rate will automatically apply once again.  In other cases, an appor-
tionment will be needed to determine the part of the dividend to which the 12.5% 
rate applies and the balance, which will remain liable at 25%.

The Finance Act 2013 introduced additional credit relief for tax on certain foreign 
dividends when the existing credit is less than the amount that would be computed 
by reference to the nominal rate of tax in the country in which the dividend is paid.

With a 12.5% rate payable on most dividends and foreign tax credit availability ¬– 
including “onshore pooling,” which enables excess credits derived from high-tax 
subsidiaries to be offset against dividends from low tax subsidiaries – it is commonly 
possible to avoid Irish tax arising in a group holding company.

DIVIDENDS PAID BY IRISH HOLDING COMPANIES

When profits are extracted by way of dividends or other distributions from other 
European holding companies, difficulties can sometimes arise in relation to divi-
dend withholding tax in the holding company jurisdiction.  While dividends and other 
distributions made by an Irish holding company may be subject to Irish withholding 
tax, currently at the rate of 20%, there are a number of exceptions under domestic 
law that make the withholding tax less problematic in Ireland than in many other 
European holding company jurisdictions.  Typically, an Irish holding company that is 
controlled directly or indirectly by persons resident in an E.U. Member State, or in a 
treaty country, should not suffer any withholding tax on dividend payments.

The Irish legislation implementing the E.U. Parent-Subsidiary Directive (“P.S.D.”) 
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allows an Irish company to make distributions free of withholding tax to E.U.-resi-
dent companies that comply with the conditions of the directive (i.e., being a certain 
type of E.U. Member State company and paying tax in an E.U. Member State) and 
hold at least 5% of the share capital of the Irish company.  No documentation re-
quirements exist to preclude the application of this exemption.

Examples of recipients who can receive dividends and distributions free of dividend 
withholding tax include

• a person, not being a company, who is neither resident nor ordinarily resident 
in Ireland and who is, by virtue of the law of an E.U. Member State or of a 
treaty country, resident for tax purposes in that country; 

• a company that is resident in an E.U. Member State (other than Ireland) or 
in a treaty country, and which is not under the direct or indirect control of a 
person, or persons, resident in Ireland; and

• a company that (i) is neither a resident of Ireland nor a resident of any other 
E.U. Member State or a treaty country, and (ii) is under the ultimate indirect 
control of a person that is resident in an E.U. Member State (other than Ire-
land) or in a treaty country.   

There is no requirement for nonresident companies receiving dividends from Irish 
resident companies to provide tax residence and/or auditor certificates in order to 
obtain exemption from dividend withholding tax.  Instead, a self-assessment system 
now applies, under which a nonresident company provides a declaration and certain 
information to the dividend-paying company or intermediary to claim exemption from 
dividend withholding tax.  The declaration extends for a period of up to six years, 
after which a new declaration must be provided for the dividend withholding tax 
exemption to apply.

EXEMPTION FROM CAPITAL GAINS TAX ON THE 
SALE OF FOREIGN SHARES

An Irish-resident company will be exempt from Irish corporate tax on its chargeable 
gains on the disposal of shares, or assets related to shares, in certain subsidiaries.  
The current rate of tax is 33% on the disposal, in the event that the exemption does 
not apply.  However, an exemption from the tax is given where there is a disposal of 
shares (and assets related to such shares) in a foreign company and the following 
criteria are met:

• At the time of the disposal, the foreign company is resident, for tax purposes, 
in the E.U. or in a treaty country.

• The company making the disposal must be, directly or indirectly, beneficially 
entitled to (i) at least 5% of the company’s ordinary share capital, (ii) at least 
5% of the profits available for distribution to the shareholders of the company, 
and (iii) at least 5% of the assets of the company available for distribution to 
shareholders upon a winding up of the business.

• The disposal must occur during an uninterrupted period of 12 months during 
which the Irish company (i) directly or indirectly holds at least 5% of the or-
dinary share capital of the company, (ii) is beneficially entitled to at least 5% 
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of the profits available for distribution to the shareholders, and (iii) would 
be beneficially entitled upon a winding up to at least 5% of the assets of 
the company available for distribution to the shareholders of the subsidiary 
whose shares are being disposed of, or within 24 months of the last such 
uninterrupted period.

• At the time of the disposal of shares in an investee company (i.e., the foreign 
subsidiary), either the investee company must carry on a trade, or the busi-
ness of the investor company (i.e., the Irish holding company), its subsidiar-
ies, and the investee company and its subsidiaries, taken as a whole, consist 
wholly or mainly of trading.

The exemption does not apply to the disposal of shares deriving the greater part of 
their value from Irish land or buildings and certain other Irish assets.

FINANCING THE IRISH HOLDING COMPANY – 
INTEREST PAYMENT DEDUCTIONS

Ireland does not have thin capitalization rules.  Therefore, an Irish holding company 
can be financed principally by way of debt.  An Irish tax deduction is potentially avail-
able for interest on monies borrowed to finance the acquisition of shares.  Interest is 
allowed as a deduction if it is used in acquiring any part of the ordinary share capital 
of (i) a trading company, (ii) a company whose income consists mainly of real estate 
rental income, or (iii) a holding company of one of these companies.  A deduction 
is also allowed for interest on funds lent to these companies, if the funds are used 
wholly and exclusively for the purposes of the borrower’s trade or business, or that 
of a company connected with it.

Certain conditions must be met in order for the interest deduction to be allowed.  
When the interest is paid, the Irish holding company must beneficially own, or be 
able to control, directly or indirectly, more than 5% of the company whose shares are 
being acquired or to whom the funds are lent, or a company connected to it.  During 
the period from application of the loan proceeds until the interest is paid, at least one 
director of the Irish holding company must be a director of such a company.  The 
Irish holding company must also show that from the application of the loan until the 
payment of the interest, it has not recovered any capital from such a company, apart 
from amounts that are used to repay the loan in part or deemed under Irish rules 
to have been applied toward repaying the loan.  Care must also be taken that the 
anti-avoidance rules in relation to recovery of capital are not breached, as this would 
jeopardize the deduction.  In addition, anti-avoidance measures restrict the deduct-
ibility of interest where (i) intra-group borrowings are used to finance the acquisition 
of group assets and (ii) relief is claimed by way of an interest expense deduction on 
a borrowing to fund activities of related foreign companies.  In such circumstances, 
the interest expense deduction may be denied where the relevant foreign income 
generated by the use of the loan proceeds is not remitted to Ireland.

Interest paid by an Irish company to a non-Irish resident that is a 75% parent can 
be characterized as a nondeductible distribution under Irish law.  This recharac-
terization does not apply if the parent is tax resident in an E.U. Member State.  If 
the parent is a resident of the U.S. for the purposes of the Ireland-U.S. Income Tax 
Treaty, a nondiscrimination article in the treaty should override the Irish domestic 
recharacterization.  In addition, an Irish company can elect not to have the interest 

“Interest paid by an 
Irish company to a 
non-Irish resident 
that is a 75% parent 
can be characterized 
as a nondeductible 
distribution under 
Irish law.”
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treated as a distribution, provided that (i) the company is a trading company, (ii) the 
payment is a distribution only because it is payable to a nonresident company of 
which the Irish company is a 75% subsidiary or associate, (iii) the amount is payable 
in the ordinary course of the Irish company’s trade, and (iv) the payment would not 
otherwise be deductible.

FINANCING OF THE IRISH HOLDING COMPANY – 
INTEREST WITHHOLDING TAX

If the Irish holding company is financed by way of debt, it will be required to pay 
interest to its lenders.  Interest paid by an Irish company to a nonresident of Ire-
land is subject to interest withholding tax, currently at the rate of 20%.  However, 
there are numerous exemptions from the domestic withholding tax on payments of 
interest.  Apart from the relief provided by the relevant treaty, an exemption exists 
under domestic law.  Interest paid by an Irish holding company to a company that 
is resident in an E.U. Member State or treaty country (i.e., “relevant territories”) is 
exempt from the withholding tax, provided the relevant territory imposes a tax that 
generally applies to interest received by companies in the relevant territory from an 
outside source.  There is an exception where the interest is paid to such a company 
in connection with a trade or business carried out in Ireland.

TREATY NETWORK

Ireland has signed double taxation agreements with 72 countries (listed below), of 
which 70 are currently in effect.

Albania
Armenia
Australia
Austria
Bahrain
Belarus
Belgium
Bosnia & Herzegovina
Botswana
Bulgaria
Canada
Chile
China
Croatia
Cyprus
Czech Republic
Denmark
Egypt

Estonia
Ethiopia
Finland
France
Georgia
Germany
Greece
Hong Kong
Hungary
Iceland
India
Israel
Italy
Japan
Kuwait
Latvia
Lithuania
Luxembourg

Macedonia
Malaysia
Malta
Mexico
Moldova
Montenegro
Morocco
Netherlands
New Zealand
Norway
Pakistan
Panama
Poland
Portugal
Qatar
Romania
Russia
Saudi Arabia

Serbia
Singapore
Slovakis
Slovenia
South Africa
South Korea 
Spain
Sweden
Switzerland
Thailand
Turkey
U.A.E.
U.K. 
Ukraine
U.S.A.
Uzbekistan
Vietnam
Zambia

Irish-resident companies are taxable on their worldwide income.  The treaties avoid 
double taxation by providing for a credit for foreign tax imposed, whether directly 
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or indirectly, on the income received by the Irish company.  The credit is allowable 
only against the Irish tax on the same income.  Notably, Irish domestic law grants a 
tax treatment more favorable than that given by the treaties.  (See Exemption from 
Capital Gains Tax on the Sale of Foreign Shares above, in connection with tax 
credits for foreign dividends.)

CAPITAL DUTY

Capital duty is no longer imposed on a company with regard to share capital and 
certain other transactions.

STAMP DUTY ON SHARES

Stamp duty of 1% of the value is imposed on the transfer of shares in an Irish 
company, except transfers listed on the Enterprise Securities Market of the Irish 
Stock Exchange, once a commencement order has been issued by the Minister for 
Finance.  This duty is only an unavoidable cost where the Irish holding company is 
also the ultimate parent company.  On the other hand, where the Irish company is an 
intermediate holding company in the group, much can be done through exemptions 
and tax planning to claim relief from or to avoid the duty.  The exemptions comprise 
the associated companies’ relief and the reconstruction and amalgamation provi-
sions that apply to group reorganizations.

LIQUIDATION DISTRIBUTIONS BY THE HOLDING 
COMPANY

If the holding company is liquidated, disposals by the liquidator will be deemed to 
be disposals by the company.  Accordingly, exemption from capital gains tax on the 
disposal of shares in other companies is not lost solely by the holding company 
being put into liquidation.

The foreign shareholders in the liquidated company will not be liable to Irish capital 
gains tax except in the unlikely situation that the shares in the holding company 
derive their value from land in Ireland or certain other Irish assets (or, of course, if 
the shareholder is resident in Ireland).

THIN CAPITALIZATION, TRANSFER PRICING, AND 
C.F.C. RATES

Ireland has no C.F.C. rules.  Apart from the recharacterization rules under which in-
terest may be treated as a dividend and certain anti-avoidance provisions restricting 
interest deductibility in certain intra-group debt scenarios, Ireland does not have thin 
capitalization rules.

Limited transfer pricing legislation was introduced in 2010.  Broadly, the legislation 
is only applicable to trading transactions between associated persons (effectively, 
companies under common control).  It utilizes the O.E.C.D. Guidelines on the basis 
of Article 9.1 of the model treaty.  It does not apply to small and medium-sized enter-
prises.  It applies to accounting periods commencing in January 2011 with respect 
to arrangements agreed on or after July 1, 2010.

“The foreign 
shareholders in the 
liquidated company 
will not be liable to 
Irish capital gains tax 
except in the unlikely 
situation that the 
shares in the holding 
company derive their 
value from land in 
Ireland or certain 
other Irish assets.”
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RELEVANT ANTI-AVOIDANCE PROVISIONS

Ireland does not have relevant anti-avoidance provisions.

CONCLUSION

In the broader context of the E.U. Member States and other treaty countries, Ireland 
is a comparatively tax efficient location for a holding company.  Generally, the neg-
ative factors disappear when Ireland is used as the jurisdiction for an intermediate 
holding company.  The greatest tax benefit can be obtained when head office activ-
ity is carried out by the Irish company in addition to its role as a holding company. 
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SPAIN
A Spanish holding company, or “Entidad de Tenencia de Valores Extranjeros” (fa-
miliarly known by its Spanish acronym “E.T.V.E.”), is an ordinary Spanish company 
subject to 25% tax on its income, but fully exempt from taxation on qualified domes-
tic- and foreign-source dividends and capital gains.

In addition to these standard features of a holding company, the E.T.V.E. regime 
offers a substantial advantage in relation to other attractive European holding com-
pany locations, as dividends funded from income earned from qualified foreign sub-
sidiaries and distributed by the E.T.V.E. to non-Spanish resident shareholders are 
exempt from the Spanish withholding tax on dividends.  In addition, capital gains 
triggered by a nonresident shareholder upon the transfer of an interest in an E.T.V.E. 
are not subject to the Spanish 19% capital gains tax if the capital gains (indirectly) 
arise from an increase in the value of the qualified foreign holdings of the E.T.V.E.

The E.T.V.E. is protected by European Union directives such as the Parent-Sub-
sidiary Directive (“P.S.D.”) and the Merger Directive and is regarded as a Spanish 
resident for tax purposes pursuant to Spain’s 93 bilateral tax treaties currently in 
force.1  Spain’s extensive tax treaty network with Latin America, coupled with the 
European characteristics of the E.T.V.E., make it an attractive vehicle for channeling 
capital investments in Latin America as well as a tax-efficient exit route for E.U. 
capital investments.

EXEMPTION ON QUALIFIED DOMESTIC- AND 
FOREIGN-SOURCE INCOME

The main tax feature of the E.T.V.E. is that both dividends obtained from qualified 
domestic and nonresident subsidiaries and capital gains realized on the transfer of 
the shares held by the E.T.V.E. in qualified domestic and nonresident subsidiaries 
are exempt from Spanish Corporation income tax (“C.I.T.”).

The exemption applies subject to the fulfillment of specific requirements governing 
both the investments made by the E.T.V.E. and the E.T.V.E. itself.

QUALIFIED DOMESTIC AND FOREIGN 
INVESTMENTS

According to articles 107 and 21 of the C.I.T. Law, dividends and capital gains re-
ceived by the E.T.V.E. from domestic and nonresident subsidiaries are exempt from 
Spanish taxation if the following requirements are met:

1 An updated list of the tax treaties entered into by Spain is available here.
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• The E.T.V.E. holds a minimum 5% stake in the equity of the subsidiary (and 
any second-tier subsidiary) or, alternatively, the acquisition value of the stake 
in the subsidiary exceeds €20 million.

• The E.T.V.E. directly or indirectly holds the stake in the subsidiary (and any 
second level subsidiary) for at least one year.

• The nonresident subsidiary is subject to, and not exempt from, a tax similar 
in nature to Spanish C.I.T. with a nominal rate of at least 10% (regardless of 
whether any exemption, deduction, or other tax advantage applies) and is not 
resident in a tax haven country or jurisdiction.

Minimum Stake and Holding Period

The equity of the subsidiary may be represented by shares, quotas, or other forms 
of capital interest.  Dividends will be exempt at the level of the E.T.V.E. even if 
the one-year holding period requirement is satisfied after the dividends have been 
received.  In comparison, capital gains will be exempt only if the one-year holding 
period requirement has been met on the date of transfer.

The 5% stake requirement must be met by the E.T.V.E. on the direct and indirect 
holding of any first-tier subsidiary.  Alternatively, the acquisition value of the stake in 
the first-tier nonresident subsidiary must exceed €20 million.2

If any first- or lower-tier subsidiary derives more than 70% of its income from capital 
gains or dividends, the E.T.V.E. must indirectly hold at least 5% (i.e., the €20 million 
holding rule does not apply to indirect holdings) of the share capital in all subsidiar-
ies owned by the subsidiary that derive more than 70% of its income from capital 
gains or dividends.  As an exception to this rule, if the directly-held subsidiary that 
derives more than 70% of its income from capital gains or dividends and all its sub-
sidiaries belong to the same group of companies pursuant to Spanish commercial 
law and prepare consolidated annual statements (and, on a consolidated basis, 
the 70% active income test is met), then the indirect stake will also qualify for the 
exemption if it exceeds €20 million.

For the purposes of calculating the time during which the E.T.V.E has held the stake, 
stakes are considered as held by a newly-incorporated E.T.V.E. as of the date on 
which they were held by other companies within the same group, as defined under 
the Spanish Commercial Code.

Subject To and Not Exempt From Tax

The nonresident subsidiary must be subject to and not exempt from a tax of a nature 
similar to C.I.T. with a nominal tax rate of at least 10%, regardless of whether or not 
the nonresident subsidiary is entitled to apply any tax exemption, deduction, or other 
tax advantage that correspondingly lowers the effective tax rate below 10%.

Determining the degree of compatibility between foreign tax systems and the Span-
ish C.I.T. is difficult.  A tax of a similar nature will include any foreign tax levied on 
the income of the nonresident subsidiary, even if levied on a partial basis.  For 
the purposes of this test, it is irrelevant whether the object of the foreign tax is 
the nonresident subsidiary’s income, turnover, or any other index-linking element 

2 Investments made by an E.T.V.E. prior to January 1, 2015 will qualify for this 
regime for amounts exceeding €6 million.
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of the nonresident subsidiary.  This requirement will be deemed to be met if the 
nonresident subsidiary resides in a tax-treaty country, provided the treaty contains 
an exchange of information clause.  All current treaties entered into by Spain contain 
exchange of information clauses.3

Finally, nonresident subsidiaries located in one of the following tax haven countries 
or territories (as established by Royal Decree 1080/1991, as amended) do not qual-
ify for the E.T.V.E. tax exemption regime:4

Anguilla
Antigua & Barbuda
Bahrain 
Bermuda
Brunei
B.V.I.
Cayman Islands
Cook Islands
Dominica
Emirate of
Falkland Islands
Fiji

Gibraltar 
Grenada
Guernsey
Isle of Man
Jersey
Jordan
Lebanon
Liberia
Liechtenstein
Macau
Mariana Islands
Mauritius

Monaco
Montserrat
Nauru
Salomon Islands
Seychelles
St. Lucia
St. Vincent & the Grenadines
Turks & Caicos
U.S. Virgin Islands
Vanuatu

Those countries or territories that enter into an exchange of information treaty or a 
tax treaty with an exchange of information clause with Spain will immediately cease 
to be deemed tax havens (unless such country is added to the list by decision of the 
Spanish tax authorities).

Active Nonresident Subsidiary

Effective as of January 1, 2015, the active nonresident requirement has been elimi-
nated.  However, capital gains arising from the transfer of non-active companies as 
described in article 5 of the C.I.T. Law5 will only qualify for the exemption up to the 
amount of the non-active company’s retained earnings generated during the period 
of time that the E.T.V.E. has owned such a subsidiary.  Excess capital gains will be 
taxable pursuant to the ordinary rules of the C.I.T. Law.  Similarly, capital gains arising 
from the transfer of a nonresident company subject to the Spanish controlled foreign 

3 This is an iuris et de iure presumption (i.e., the Spanish tax authorities will not 
be entitled to provide rebutting evidence).

4 This would not apply to nonresident subsidiaries resident for tax purposes in a 
tax haven country or jurisdiction within the E.U. (e.g., Gibraltar), provided the 
E.T.V.E. can demonstrate to the Spanish tax authorities that the incorporation 
and operation of the foreign subsidiary in the tax haven is carried out for valid 
economic reasons and that the foreign subsidiary is engaged in an active trade 
or business.

5 A company is considered non-active when more than half of its assets are made 
up of securities or not linked to active trade or business.  Securities represent-
ing at least 5% of the share capital of a company which are held for a year are 
not taken into account for this purpose, so long as (i) the holding company holds 
the stake with the aim of managing and controlling its interest in the subsidiary 
with the necessary human and material resources and (ii) the subsidiary is not 
a non-active company.

“Those countries or 
territories that enter 
into an exchange of 
information treaty 
or a tax treaty with 
an exchange of 
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corporation (“C.F.C.”) rules (see below) will not qualify for the exemption in any amount.

Qualified Holding Company

A Spanish company will qualify as an E.T.V.E. if the following requirements are met:

• The corporate purpose of the Spanish company includes, among other activ-
ities, the holding of stakes in operating nonresident entities.

• The Spanish company carries out its activities with the necessary human and 
material resources; bear in mind that non-active companies, as described in 
article 5 of the C.I.T. Law, will not qualify for the E.T.V.E. regime.

• The shares or quotas of the E.T.V.E. are in registered form.  Pursuant to a 
ruling of the Spanish tax authorities, Spanish listed companies may opt for 
the regime.

• The Spanish holding company informs the Spanish tax authorities that it opts 
to be subject to the provisions of the Spanish holding company regime.

Corporate Purpose

The E.T.V.E. may carry out any activities, in Spain or abroad, in addition to holding 
stakes in nonresident companies.  However, those activities will not be covered 
by the E.T.V.E. regime.  Therefore, any profits derived from those activities will be 
subject to the general 25% C.I.T. rate and the dividends distributed on those profits 
will be subject to the regular Spanish withholding tax regime.  The participation ex-
emption, as analyzed in the prior sections, will also apply to domestic dividends and 
capital gains, subject to the requirements previously described.

It is not necessary that the E.T.V.E. controls and manages the actual activities of 
the invested companies, but rather that it manages the stake in the company.  The 
Spanish tax authorities have interpreted this requirement flexibly.

Material and Human Resources

This requirement is closely related to the previous requirement.

The Spanish General Tax Directorate (the “D.G.T.”), the administrative body in 
charge of drafting and interpreting tax legislation, clarified this essential requirement 
for E.T.V.E. in three non-binding rulings dated May 22, 2002, December 20, 2002, 
and March 31, 2004, and in one binding ruling  issued on October 29, 2003.

The D.G.T. takes the view that the proper human and material resources require-
ment is met, inter alia, if the day-to-day management of the E.T.V.E. is vested in one 
or more directors of the company who has been granted sufficiently broad powers 
of attorney to allow him/her to manage the E.T.V.E., provided that the director is 
resident in Spain for tax purposes.  Day-to-day activities include the performance 
of accounting, tax, and legal obligations required for the fulfillment of the corporate 
purpose of the E.T.V.E.  Conversely, the D.G.T. has expressly stated that if those 
services are completely outsourced, it will be deemed that the company does not 
fulfill the “human and material resources” requirement.

It is not necessary that the E.T.V.E. control and manage the activities of the invested 
companies.  All that is required is the control and management of the stake.
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Finally, all D.G.T. rulings are framed within the context of the E.U. Code of Conduct 
and the policy of the Economic and Financial Affairs Council (“E.C.O.F.I.N.”)  to 
eliminate harmful tax competition within the E.U.  Moreover, specific decisions of 
courts in other European countries, such as the decision of the Tax Court of Cologne 
of June 22, 2001, interpret “substance” using similar reasoning.

Filing with the Spanish Tax Authorities

The E.T.V.E. must notify the Spanish tax authorities of its intention to apply the 
holding company tax regime.  In addition, the Spanish holding company may submit 
binding ruling requests on the interpretation of the regulations and requirements of 
the regime.  The special tax regime will come into effect in the fiscal period of the 
E.T.V.E. ending after the notice is filed.

Deduction of Costs

The value of a stake in the nonresident subsidiaries may be recorded for accounting 
and tax purposes under the general C.I.T. rules applicable to all Spanish-resident 
companies.  Financing expenses connected with the participation are tax deductible 
within the new limits on the deduction of financial expenses set out by the Spanish 
government in March 2012 and January 2015, as explained in Corporation Income 
Tax below.  Foreign exchange gains and losses are taxable or deductible.

LIQUIDATION LOSSES

A loss realized upon the liquidation of a nonresident subsidiary is deductible, al-
though limited to the amount that exceeds any dividend received from the nonresi-
dent subsidiary declared exempt as of 2009 and that did not reduce the book value 
of the nonresident subsidiary in the E.T.V.E.’s accounting records.

Furthermore, if the E.T.V.E. successively disposes of and acquires homogeneous 
securities (e.g., shares in the same company), capital losses accrued will be re-
duced by the amount of the capital gains previously obtained in the transfer of those 
homogeneous securities that benefited from the exemption.

EXEMPTION OF E.T.V.E. DIVIDEND 
DISTRIBUTIONS

Dividends distributed by the E.T.V.E. to nonresident shareholders out of qualified 
exempt income (i.e., dividends and capital gains that were exempt from tax at the 
level of the E.T.V.E.) will not be subject to the Spanish dividend withholding tax.  
However, the dividend withholding exemption does not apply to nonresident share-
holders resident in a tax haven country or territory, as established by Royal Decree 
1080/1991 (and listed above).

Otherwise, dividends distributed by the E.T.V.E. will be subject to the standard 19% 
withholding tax or the reduced bilateral tax treaty rate, as applicable.

Dividends paid by the E.T.V.E. to its E.U.-resident shareholder will not be subject to 
the dividend withholding tax, provided that the E.U. shareholder

• takes one of the forms set out in the Annex to the P.S.D.;

• is subject to, and not exempt from, tax as listed in article 2.c) of the P.S.D.;
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• owns directly at least 5% of the share capital of the E.T.V.E.; and

• has held the stake for at least 12 months immediately preceding the dividend 
payment, or continues to hold the participation until the one-year period is 
completed (in the latter case, the withholding will be levied upon distribution 
and the E.U.-resident shareholder will be entitled to claim a refund once the 
one-year holding period has elapsed).

Certain anti-abuse rules may apply when the stake in the E.U.-resident shareholder 
is mainly held, directly or indirectly, by persons who are not tax resident in an E.U. 
Member State.

In addition, in line with several binding rulings issued by the Spanish tax authori-
ties, exempt income earned through an E.T.V.E.’s foreign permanent establishment 
would be treated as qualified exempt income of the E.T.V.E. when earned (in the 
form of dividends or capital gains) by its nonresident shareholder.

CAPITAL GAINS ON TRANSFER OF E.T.V.E.

Capital gains triggered by non-Spanish resident shareholders on the disposal of 
Spanish shares are normally subject to a 19% tax.  

However, there is a specific exemption available to non-Spanish resident share-
holders on gains resulting from the disposal of shares in an E.T.V.E.  Capital gains 
triggered by nonresident shareholders, other than a tax haven company, upon either 
the (i) transfer or full amortization of its stake in the Spanish holding company, or 
(ii) liquidation of the Spanish holding company, will not be subject to the Spanish 
capital gains tax to the extent that the capital gains are equivalent to (i) the existing 
reserves (from qualified foreign-source exempt income) of the Spanish holding com-
pany or (ii) a difference in value of the stake in the foreign subsidiaries of the Span-
ish holding company, if the stake fulfills the requirements described above during 
the entire holding period.

Also, in a tax treaty context, capital gains on the disposal of shares in the E.T.V.E. 
will generally not be subject to Spanish taxation.  Some tax treaties ratified by Spain, 
such as that with the U.S.,6 allow Spain to tax capital gains at the general 19% tax 

6 On January 14, 2013, the U.S. and Spain signed a new protocol amending the 
1990 tax treaty for the avoidance of double taxation that is in effect at the cur-
rent time.  This new protocol includes significant changes to foster the efficiency 
of reciprocal direct investment in the U.S. and Spain.  In particular, it brings 
withholding tax rates and other provisions in line with the tax treaties in force 
between the U.S. and most E.U. countries, effectively eliminating the need for 
complex and costly investment planning structuring.

 In most cases, the protocol eliminates taxation at the source, creating signifi-
cant savings and increasing net yields.  Capital gains will be taxed only at the 
source on the disposal of real estate and real estate holding companies (sub-
ject to certain requirements).

 The protocol also reinforces technical mechanisms to avoid double taxation 
through Mutual Agreement Procedures (“M.A.P.’s”) and provides for arbitration 
to resolve tax issues.  The treaty’s exchange of information clause is updated 
to current standards.

 At the present time, the U.S. Senate’s consideration of new tax treaties and 
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rate, provided that the foreign shareholder holds a substantial stake in the Spanish 
entity (usually more than 25% of the capital).

Finally, there are some additional domestic exemptions available to E.U.-resident 
shareholders, who will also benefit from an exemption on capital gains triggered 
by the disposal of the stake in the E.T.V.E. (or any other Spanish-resident compa-
ny).  The exemption applies when (i) the E.T.V.E. does not derive its value, whether 
directly or indirectly, mainly from real estate located in Spain; and (ii) in the case 
of an E.U.-resident natural person, if the latter has not held at any time during the 
12-month period preceding the disposal of the interest, a stake in the capital of the 
E.T.V.E. of an equity interest of 25% or more; or (iii) in the case of E.U.-resident legal 
persons, when the participation exemption requirements set out in article 21 of the 
C.I.T. Law, as previously explained, are met with respect to the E.T.V.E.

LIQUIDATION OF AN E.T.V.E.

The liquidation of an E.T.V.E. triggers capital gains not subject to withholding tax 
and taxable as described above in Capital Gains on Transfer of E.T.V.E.  The 
liquidation will also trigger capital duty unless specific or special provisions apply 
(see Capital Duty below).

OTHER INCOME TAX ISSUES

In recent years, the Spanish tax authorities have challenged tax deductions claimed 
by Spanish-resident corporate taxpayers for interest-related expenses on intra-group 
debt resulting from an acquisition of subsidiaries forming part of the same group of 
companies.  The basic claim in those cases was that the intra-group reorganization 
was “tax abusive” (i.e., lacking a business purpose).

In 2012, the Spanish parliament ring-fenced the use of these potentially abusive 
schemes by enacting Royal Decree-Law 12/2012, amending the C.I.T. Law.  For 
C.I.T. purposes, the Decree prohibits deductions for financial expenses on in-
tra-group indebtedness incurred to (i) acquire an interest in the share capital or 
equity of any type of entity from another group company, or (ii) increase the share 
capital or equity of any other group companies.  The disallowance is not applicable 
when sound business reasons exist for the transaction.

Royal Decree-Law 12/2012 does not define “sound business reasons” for these 
purposes, but nevertheless states in its preamble that a group restructuring that is a 
direct consequence of an acquisition from third parties which could include specific 
debt push downs and situations in which the acquired companies are actually man-
aged from Spain can be deemed reasonable from an economic perspective.

CORPORATION INCOME TAX 

Rate

An E.T.V.E. is subject to the 25% C.I.T. on income other than qualified dividends and 

protocols has been blocked over concerns regarding confidentiality of informa-
tion given to non-U.S. tax authorities.
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capital gains, as previously explained.

Interest Barrier Rule

Royal Decree-Law 12/2012 has replaced the thin capitalization rules with a general 
restriction on the deduction of financing expenses.  The scope of thin capitalization 
rules was limited in cross-border transactions because they did not apply to debts 
with residents in the E.U.  Decree 12/2012 establishes that net financing expenses 
exceeding 30% of the operating profit (subject to specific adjustments) of a given 
tax year will not be deductible for C.I.T. purposes.  Financing expenses in excess of 
the ceiling can be carried forward and deducted in future tax periods, much like net 
operating loss carryovers.  Net financing expenses not exceeding €1 million will be 
tax deductible in any case.

In addition, Law 27/2014 of November 27 introduced new limits on the tax deduct-
ibility of interest arising from leveraged buyouts.  In particular, the tax deductibility 
of interest paid in consideration of a debt incurred in order to acquire the shares in 
a company is limited to 30% of the acquiring company’s earnings before interest 
taxes depreciation and amortization (“E.B.I.T.D.A.”) (as defined in the C.I.T. Law), 
disregarding for this purpose the E.B.I.T.D.A. corresponding to any company that 
merges with the acquiring company or joins the same tax group as the acquiring 
company within the four-year period following the acquisition.  This limit does not 
apply if at least 30% of the acquisition is financed with equity and the acquisition 
debt is reduced to 30% of the acquisition price on a pro rata basis over eight years.

Capital Duty

The raising of capital by a Spanish company is exempt from capital duty.  Likewise, 
the transfer of the seat of management of a foreign entity to Spain does not trigger 
capital duty.  Reduction of share capital and dissolution of companies remain sub-
ject to 1% capital duty.

In addition, specific corporate reorganizations are not subject to capital duty if the 
corresponding requirements are met.

Finally, the incorporation of a Spanish company will trigger notary fees and registra-
tion costs equivalent to approximately 0.05% of the total committed capital.

Transfer Pricing

According to the C.I.T. Law, Spanish companies are obliged to assess transactions 
with related parties (defined in article 18.2 of the C.I.T. Law) on an arm’s length ba-
sis.  In order to determine the fair market value of the transaction, and following the 
O.E.C.D. Guidelines, the law stipulates that the parties may use any of the following 
methods: the comparable uncontrolled price method, the cost plus method, the re-
sale price method, the profit split method, or the transactional net margin method.

Additionally, the parties must produce and maintain appropriate documentation to 
demonstrate to the Spanish tax authorities the valuation used.  This obligation is not 
applicable for certain entities and transactions that fulfill some requirements.

The tax authorities are entitled to impose penalties in two situations.  The first is 
when the taxpayer does not comply with its documentation obligations.  The second 
is when the taxpayer complies with the documentation obligations but the value of 
the transaction used by the taxpayer differs from the documentation provided to the 
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authorities.  Thus, if the valuation used in transactions with related parties is con-
sistent with the documentation provided to the authorities, even if the tax authorities 
disagree with the resulting valuation, the tax authorities will not be entitled to impose 
penalties.

Starting on January 1, 2016, a new country-by-country reporting obligation entered 
into force.  These reporting requirements will apply to a Spanish company to the ex-
tent (i) its nonresident parent company is not required to make a country-by-country 
filing in its country of tax residence, and (ii) the group to which the Spanish company 
belongs to has a consolidated annual turnover that exceeds €750 million.

Finally, in order to resolve the issue of transfer pricing on a preliminary basis, the 
C.I.T. Law establishes the possibility of submitting a preliminary proposed valuation 
of transactions between related parties to the authorities (i.e., an Advance Pricing 
Agreement or “A.P.A.”).

The Spanish C.I.T. regulations detail the procedure for resolving proposals that re-
lated parties submit to the tax authorities.

Taxpayers must submit detailed documentation together with specific proposals, 
depending on the type of A.P.A.

With respect to international transactions, the regulations lay down a special pro-
cedure for a four-party agreement between the Spanish tax authorities, the tax au-
thorities of the other country, and the taxpayers themselves for determining the 
assessed value of a transaction between related parties.

Spanish tax authorities have been encouraging taxpayers to submit advance pricing 
proposals.  Even though these agreements have not been customary in the past, 
the tax authorities seem to be willing to entertain proposals and be flexible in their 
responses.

Controlled Foreign Corporation

The E.T.V.E., like any other Spanish-resident company, is subject to C.F.C. rules, 
the Transparencia Fiscal Internacional.  Under the C.F.C. rules, specific income 
generated by a foreign entity can give rise to C.I.T. for the E.T.V.E. if: (i) the E.T.V.E. 
has a minimum 50% stake in the entity’s capital, equity, profits and losses, or voting 
rights; (ii) the income is subject to tax at an effective rate that is less than 75% of 
the rate under Spanish C.I.T. in comparable circumstances; and (iii) the income is 
tainted income (e.g., financial income, dividends, passive real estate income, and 
royalties).

In addition, if conditions (i) and (ii) are met and the foreign entity does not have the 
necessary human and material resources available to carry out its activity, all its 
income will be considered tainted.

The E.T.V.E. is not required to recognize tainted income obtained by its E.U. affili-
ates to the extent that the E.T.V.E. can demonstrate to the Spanish tax authorities 
that the incorporation and operative of the E.U. affiliate is carried out for valid eco-
nomic reasons and that the E.U. affiliate is engaged in an active trade or business.

Recent B.E.P.S. Developments

The new corporation income tax law that entered into force for tax periods starting 
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from 2015 has introduced certain B.E.P.S.-inspired measures, mainly seeking to 
address hybrid instruments and payments.  In particular, these measures are as 
follows:

• Interest on intra-group profit participation loans will be treated as equity in-
struments for tax purposes, will no longer be tax deductible for the borrower, 
and will be tax exempt for the Spanish-resident lender.  The tax treatment for 
the non-Spanish resident lender remains unclear.

• Interest and other expenses accrued with respect to payments to related 
parties will not be tax deductible for the Spanish-resident payer if, as a result 
of an alternative characterization of the payment, the recipient of the payment 
does not recognize any taxable income, or such income is exempt from tax or 
taxed at less than a 10% nominal rate.

Dividends received from foreign subsidiaries will not be entitled to the participation 
exemption to the extent that the dividend distribution has triggered a tax-deductible 
expense in the foreign subsidiary. 
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BELGIUM
Belgium does not provide a privileged tax regime for holding activities such as the 
former 1929 Luxembourg holding company.  However, a Belgian company sub-
ject to Belgian corporation income tax or a Belgian branch of a foreign company is 
eligible, under appropriate circumstances, for benefits of the Belgian participation 
exemption, which provides a favorable tax regime for dividends and capital gains 
from the disposition of shares of stock in subsidiary corporations.  However, since 
the regulations were amended in 2007,1 the Private P.R.I.C.A.F. offers certain op-
portunities as an investment vehicle for collective investments in equity shares.

This portion of the paper focuses on the Belgian company as a holding company, 
but under certain circumstances, a Belgian branch of a foreign company could be a 
valuable alternative.  The most significant advantage of a branch would be that there 
is no dividend withholding or “branch profits” tax due on the repatriation of branch 
income to the head office.

CORPORATION INCOME TAX

General Regime

A Belgian company is subject to corporation income tax on its worldwide profit.  
For corporation income tax purposes, the taxable profit is determined, in principle, 
on the basis of the commercial accounts prepared as standalone Belgian G.A.A.P. 
accounts. Statutory accounts based on I.A.S. or I.F.R.S. cannot be utilized for Bel-
gian corporate tax purposes.  The general corporation income tax rate in Belgium 
amounts to 33.99%, which includes a 3% austerity surcharge.

Participation Exemption – General

Under the participation exemption, qualifying dividends received by a Belgian com-
pany are eligible for a 95% deduction.  Capital gains realized on the disposition of 
qualifying shares of stock are eligible for either a 100% exemption, if the recipient 
company qualifies as a Small or Medium-sized Enterprise (“S.M.E.”),2 or taxation at 
a special rate of 0.412% for other corporate recipients.  If the shares are held for 
less than one year, capital gains are taxed at a special flat rate of 25.75%.

1 Royal Decree of May 23, 2007.
2 The notion of “Small or Medium-sized Enterprise” is defined in the Belgian 

Company Code and the criteria are adjusted from time to time.  At the time of 
this writing, a company is required to satisfy at least two of the following tests 
for a term of more than two years in order to qualify as an S.M.E.: (i) average 
number of employees ≤ 50; (ii) turnover (i.e., sales) ≤ €9,000,000 (per annum); 
and (iii) balance-sheet total ≤ €4,500,000.  If the taxpayer is part of a consoli-
dated group, the thresholds are tested on a consolidated basis.
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Dividends Received Deduction

The full amount of all dividends received – net of foreign withholding tax – is first 
included with all other taxable income items of the Belgian company.  Subsequently, 
95% of qualifying dividends are deducted, but only to the extent that the initial com-
putation results in a positive balance.  In principle, the remaining 5% of dividends 
received will be part of the taxable income of the Belgian company.  If the net result 
of the Belgian company’s other activities is negative in the current year, none or 
only part of the qualifying dividends can be deducted.  Prior to the Cobelfret case 
discussed below, any negative result of the Belgian company derived from other 
activities was wholly or partially “absorbed” by dividends qualifying for the partici-
pation exemption.  The loss was used to offset dividends before the computation of 
the dividends received deduction.  This reduced the net operating losses eligible for 
carryover to subsequent tax years.  The “unused” portion of the dividends received 
deduction was permanently lost.  The situation is now more nuanced.

The European Court of Justice (the “E.C.J.”) delivered a ruling in Cobelfret v. Bel-
gium, case C-138/07, on February 12, 2009.  In line with the Advocate General’s 
opinion of May 2008, the E.C.J. concluded that Belgium failed to refrain from taxing 
qualifying dividends, as is required under Article 4(1) of the E.U. Parent-Subsidiary 
Directive (“P.S.D.”).  Two other cases were decided by “reasoned order” of the E.C.J. 
on June 4, 2009.3  These cases dealt with E.U.-source dividends, Belgian domestic 
dividends, and dividends from countries outside of Europe.   The E.C.J. asked the 
national courts to decide whether or not discrimination existed in the treatment of 
nonresident taxpayers when compared with resident taxpayers.  This triggered an 
amendment to the statute by the Law of December 21, 2009, effective January 1, 
2010.  The net effect is that the unused portions of the dividends received deduction 
can be carried forward for use in future tax years only if, at the time that the dividend 
is declared, the dividend-distributing company is established

• in a Member State of the European Economic Area (“E.E.A.”), including Bel-
gium, although for dividends declared before 1994, non-E.U. Member States 
of the E.E.A. are not taken into consideration, as the E.E.A. entered into 
effect on January 1, 1994;

• in a country with which Belgium has concluded a bilateral tax treaty that con-
tains an equal treatment clause (functional equivalent of Article 22(1)(c) of 
the Belgium-U.S. Income Tax Treaty currently in effect); or

• in another country, provided that Article 56 of the Treaty of Rome applies (free 
movement of capital – Article 63 of the Treaty on the Functioning of the Eu-
ropean Union, or “T.F.E.U.”) to the (share) capital represented by the shares 
that produce the dividends.

In addition, Belgium disallows the dividends received deduction for dividends re-
ceived by a Belgian company to the extent that its taxable income (i.e., profit) con-
sists of certain nondeductible expenses.  However, according to Article 205, §2, 
Sections 2 and 3 I.T.C., the disallowance does not apply to dividends stemming from 
qualifying subsidiaries established in E.U. Member States.  In a Circular Letter of 
May 19, 2010, the carve-out was extended to dividends from sources mentioned in 

3 KBC v. Belgium, case C-439/07 and Beleggen, Risicokapitaal, Beheer NV, case 
C-499/07
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the first two bullets above.  Pursuant to Article 45 of the Law of April 14, 2011, the 
allowance for qualifying E.E.A.-source dividends is embodied in the statute.

Where the facts of a particular case involving dividends from a company meet none 
of the foregoing criteria, the law remains unfavorable for taxpayers.  According to 
a ruling of February 1, 2011 from the Tribunal of First Instance in Brussels, the rule 
that excess dividends stemming cannot be carried over if they stem from subsidiar-
ies in non-E.E.A. countries (with which Belgium does not have a bilateral tax treaty 
in force containing an equal treatment provision) does not run afoul of the Belgian 
constitutional non-discrimination rule.  In this case, the tax administration allowed 
a taxpayer to carry over excess dividends from a Japanese subsidiary of a Belgian 
holding company –there is an equal treatment provision in Article 23(2)(a) of the Bel-
gian-Japanese bilateral tax treaty.  However, the tax administration refused to allow 
the carryover of Taiwanese and South Korean dividends, because the treaties with 
those jurisdictions do not contain an equal treatment clause.  Before the Brussels 
Tribunal, the taxpayer claimed that the aforementioned distinction ran afoul of the 
Belgian nondiscrimination rule of Articles 10 juncto 172 of the Belgian Constitution.  
However, the Tribunal sided with the tax administration, concluding that the differ-
ence between an E.E.A.-source dividend and a “third country dividend” is based 
upon an objective criterion, and for that reason, is permissible.  

In a similar case decided on October 10, 2012, the Belgian Constitutional Court con-
firmed that the carryforward or denial of a dividends received deduction for excess 
dividends from companies organized in third countries not having double tax trea-
ties with equal treatment clauses does not constitute a violation of the constitutional 
nondiscrimination principle.

Minimum Participation Value

Dividends distributed by a subsidiary are eligible for the dividends received deduc-
tion if the corporate recipient owns at least 10% of the nominal share capital of the 
subsidiary, or the acquisition price for, or value of, the holding in the subsidiary is at 
least €2.5 million.

Minimum Holding Period

A minimum holding period of one uninterrupted year is required in order for the 
dividends received deduction to apply.  The minimum holding period of one uninter-
rupted year may occur partly before and partly after the dividend distribution.  More-
over, the Belgian holding company is required to have full legal title to the shares.  
A right of usufruct over the income from the shares (a form of economic right to the 
dividends generated by the shares that exists for a limited period of time and is 
separate from the capital interest) does not suffice.  In general, the minimum holding 
period should cover shares representing the minimum percentage or the minimum 
price or value required to enjoy the participation benefit.  This means that dividends 
stemming from shares acquired less than one year before the dividend distribution 
of the dividend, should qualify for the dividends received deduction provided the 
Belgian holding company had held on to 10% or €2.5 million worth of shares for one 
uninterrupted year, as defined.

Subject to Comparable Tax

To qualify for the dividends received deduction, the subsidiary paying the dividend 

“95% of qualifying 
dividends are 
deducted. . . . 
In principle, the 
remaining 5% of 
dividends received 
will be part of the 
taxable income of the 
Belgian company.”
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must meet a subject-to-tax requirement.  If the subject-to-tax requirement is not met, 
the dividends are not exempt in the hands of the corporate shareholder.  Conse-
quently, the dividends received deduction is not available for dividends distributed 
by a company that is subject to neither Belgian corporation income tax nor to a 
foreign tax similar to the Belgian corporation income tax.  A foreign tax is not con-
sidered similar to Belgian corporation income tax if it is substantially more advanta-
geous than that of Belgium.  Typically, this means that the nominal rate of tax or the 
effective rate is below 15%.  

The Royal Decree implementing the Belgian Income Tax Code contains a list of 
jurisdictions that fail the normal-tax-regime test. As of June 1, 2016, this list includes 
the following jurisdictions:

Abu Dhabi
Ajman
Andorra
Bosnia & Herzegovina
Dubai
East Timor
Fed. States of Micronesia
Gibraltar
Guernsey
Isle of Man

Jersey
Kyrgyzstan
Kuwait
Kosovo
Liechtenstein
Macau
Macedonia
Maldives
Marshall Islands
Monaco

Montenegro
Oman
Paraguay
Qatar
Ras al Khaimah
Serbia
Sharjah
Turkmenistan
Umm al Qaiwain
Uzbekistan

This list is subject to periodical update and countries appearing on this list can still 
qualify for the subject-to-tax test if the taxpayer can prove that the participation is 
subject to a comparable tax. 

The tax regimes of all E.U. jurisdictions, are deemed to be equivalent to the Belgian 
corporation income tax regime, even if the tax rate would be below 15%.  Examples 
of countries benefitting from this rule are Ireland and Cyprus.

Proscribed Business Activities

The dividends received deduction is not available for dividends distributed by a 
company defined as a finance company, a treasury company, or an investment com-
pany where the entity enjoys a tax regime that deviates from the normal tax regime 
in its country of residence.

A finance company is a company for which providing financial services (e.g., financ-
ing and financial management) to unrelated parties (i.e., parties that do not form 
part of a group to which the finance company belongs) is its sole or principal activity.  
For these purposes, a group is defined under the standard previously applicable to 
the Belgian Coordination Center Regime.  It includes affiliated companies under a 
unique management due to direct or indirect participation of members.  A group is 
presumed to exist when a company maintains a 20% shareholding in another com-
pany or owns 20% of voting rights in another company.  

A “treasury company” is defined as a company mainly or solely engaged in portfolio 
investment other than cash pooling.  An “investment company” is defined as a com-
pany whose purpose is the collective investment of capital funds (e.g., S.I.C.A.V.’s, 
S.I.C.A.F.’s, and comparable entities).
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Nonetheless, the dividends received deduction is available under certain conditions 
for E.U.-based finance companies and for investment companies.

Offshore Activity

The dividends received deduction is not available for dividends distributed by a com-
pany when the non-dividend income of that company originates in a third country 
and such income is subject to a separate tax regime that provides more favorable 
results than the normal tax regime.

Certain Foreign Branch Income

The dividends received deduction is not available when the dividends are distribut-
ed by a company that realizes profits through a foreign branch that is subject to a tax 
assessment regime substantially more advantageous than the tax that would apply 
to such profits had the operations been conducted in Belgium.  This disallowance 
rule is subject to an exception.  The dividends received deduction will be allowed 
for dividends distributed by Belgian companies with foreign branches or companies 
established in certain treaty jurisdictions that operate through a branch in a third 
country.

Dividends stemming from non-Belgian branch profits qualify for the dividends re-
ceived deduction to the extent that either the branch profits are subject to a 15% 
foreign income tax or the branch is located in another E.U. jurisdiction.

Intermediate Companies

The dividends received deduction is not available for dividends distributed by an in-
termediate company, other than an investment company, that redistributes dividend 
income derived from tainted participations.  As a result, if at least 90% of a dividend 
received from an intermediate company is funded by its own receipt of dividends 
from subsidiaries located in third countries, the dividends received deduction may 
be disallowed if no deduction would have been permitted had the lower-tier com-
panies paid dividends directly to the Belgian corporation.  In other words, a group 
cannot cleanse tainted dividends by washing them through an intermediary located 
in an acceptable jurisdiction.

As a safe harbor, participations in companies residing in a country with which Bel-
gium has concluded a tax treaty and that are listed on a recognized E.U. stock ex-
change are always eligible for the participation exemption.  These companies must 
be subject to a tax regime comparable to the Belgian tax regime, without benefiting 
from a regime that deviates from the normal tax regime.

With respect to investments in or through hybrid entities such as U.S. limited liabil-
ity companies, (“L.L.C.’s”) the Belgian Ruling Committee issued several favorable 
rulings.  In most instances, the Ruling Committee confirmed that, for Belgian tax 
purposes, one can look through a foreign hybrid entity to allow the participation 
exemption  as if the underlying participations had been held directly by the Belgian 
holding company.

Purchased Dividend

The term “purchased dividend” is used to describe the following fact pattern.  At 
the time a target company (“Target”) is being acquired by an acquiring company 
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(“Acquirer”), it has substantial earnings and profits on its balance sheet, and the 
Acquirer pays “dollar for dollar” for such earnings and profits.  Shortly after comple-
tion of the acquisition, the Acquirer has the Target distribute substantially all of the 
pre-acquisition earnings and profits in the form of a dividend.  Typically, the Acquirer 
will utilize the proceeds of the dividend distribution to repay a portion of the acqui-
sition debt.

According to the Belgian Commission for Accounting Standards (“C.A.S.”), pur-
chased dividends should not go through the Acquirer’s profit and loss account, but 
should reduce the book value of the Target-shareholding in the balance sheet of 
the Acquirer.4  For this purpose, book value should equal the purchase price.  As 
a result, the purchased dividend is not included in the Acquirer’s financial income.  
Consequently, it does not need to invoke the dividends received deduction.  The 
Acquirer is not subject to tax on the nondeductible portion of 5% of the purchased 
dividend.

However, in a ruling of January 20, 2010, the Tribunal of First Instance of Bruges 
ruled otherwise and found that the purchased dividend was properly treated as tax-
able (financial) income for the Acquirer.  As a result, only 95% of that amount was 
tax deductible by virtue of the dividends received deduction, and 5% was effec-
tively subject to tax in the hands of the Acquirer.  The Acquirer appealed the ruling 
before the Court of Appeal of Ghent, but the latter court confirmed the ruling from 
Bruges (May 17, 2011).  Commentators have criticized the rulings, arguing that the 
purchased dividend cannot be categorized as “income” for the Acquirer because 
income requires enrichment, which is not the case with a purchased dividend.

Other Aspects

Interest and other expenses relating to the acquisition or the management of shares 
in, or capital contributions to, a Belgian or foreign company remain fully deductible 
in principle, subject to the relevant conditions of Belgian tax law.  Finally, the partic-
ipation exemption applies to payments received in connection with a liquidation or 
redemption of shares.

Pursuant to the law of June 23, 2005 and effective January 1, 2006, Belgian cor-
porations are entitled to a notional interest deduction (“N.I.D.”).  The N.I.D. is a tax 
deduction for hypothetical interest owed on the corporation’s equity as it appears 
in its commercial balance sheet.  The notional interest rate is restated every year.  
For 2012, the N.I.D., rate was capped at 3.00% (3.5% for S.M.E.’s).  For fiscal year 
2013, the rule regarding the method of computation of the N.I.D. rate was changed,5 
resulting in an N.I.D. rate of 2.74% (3.24% for S.M.E.’s).  For fiscal year 2017, the 
N.I.D. rate is equal to 1.131% (1.63% for S.M.E.’s).

As an austerity measure, unused portions of the N.I.D. can no longer be carried 
over to subsequent tax years.6  To curb perceived abuses, the amount of equity 

4 Advice No. 151/2 of March 1995.
5 In the summer of 2015, the Belgian government introduced limitations to the 

N.I.D. for banks and insurance companies by excluding part of the increase of 
the prudential capital under Basel III (banks) and Solvency II (insurance com-
panies) from the deduction.

6 Law of December 13, 2012 on Tax and Financial Provisions (Belgian State Gazette, 
December 20, 2012, 4th Edition).  Transitional provisions are available regarding 
the right to utilize any existing “inventory” of carried over N.I.D. going forward.

“As an austerity 
measure, unused 
portions of the 
N.I.D. can no longer 
be carried over to 
subsequent tax 
years.”
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that serves as the basis for computation of the N.I.D. is adjusted by deducting, inter 
alia, the commercial book value of participations that qualify for the participation 
exemption.7

The law of April 27, 2007 introduced a new tax deduction for patent income, amount-
ing to 80% of the gross income deriving from the patent, thereby resulting in effec-
tive taxation of the income at the rate of approximately 6.8%.  This tax incentive is 
aimed at encouraging Belgian companies and permanent establishments (“P.E.’s”) 
to play an active role in patent research and development, patent ownership, and 
manufacturing of products based on those patents.  The tax deduction applies to 
new8 patent income.9

Ruling Practice

The Belgian tax administration must, upon the taxpayer’s request, issue an advance 
tax ruling on items such as the availability of the dividends received deduction and 
whether any anti-abuse provisions apply in a particular case.  No such ruling will 
be granted, however, with respect to jurisdictions or types of companies listed as 
nonqualifying in the official tax haven list (see Subject to Comparable Tax).  In 
principle, the tax authorities must issue their ruling within three months of the receipt 
of a complete and exhaustive ruling application.

Capital Gains Exemption

Under the participation exemption, net capital gains realized by a Belgian resident 
company or by a Belgian branch of a foreign company on the disposition of shares 
in a Belgian or a foreign subsidiary are either taxed at a special rate of 0.412%, or 
if the recipient is a corporation qualifying as an S.M.E., fully exempt from Belgian 
corporation income tax.  Favorable treatment applies only when dividends previ-
ously paid on the shares sold, qualified for the dividends received deduction.  The 
test for qualification is discussed above under Minimum Holding Period through 
Intermediate Companies.  

An anti-abuse provision may be applicable to the exemption for gains.  It applies 
where the foreign subsidiary directly or indirectly derived dividends from one or 
more companies not meeting the anti-abuse requirements for the dividends received 

7 The initial rule that excluded from the basis for computation of the N.I.D. the 
net assets of a Belgian corporation held through a branch (“permanent estab-
lishment”) located in a treaty country and real estate located in a treaty country 
was repealed following the Argenta Spaarbank case of the E.C.J. (Case No. 
C-350/11 of July 4, 2013). The Belgian statute was amended on December 21, 
2013 and the Belgian tax authorities commented on the new rules in a Circular 
Letter dated May 16, 2014. Note that the Belgian tax authorities and the Bel-
gian courts have a different opinion regarding the application of the new rules. 
The tax authorities have applied the amended N.I.D. calculation method for the 
past. The courts do not agree with that approach and state that the new rules 
first apply from tax assessment year 2014 onwards.

8 In order to be considered as new, the income, in relation to patents, must not 
have been used by the company, a licensee, or a related enterprise for the 
purpose of the supply of goods or services to third parties prior to January 1, 
2007.

9 On June 17, 2016, the Belgian Government approved a draft bill on various tax 
measures including provisions to align the patent deduction regime with the 
recommendations under B.E.P.S. Action 5.
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deduction.  The view of the Belgian tax authorities is that the entire capital gain on 
the disposition of the shares of the subsidiary is taxable.10

If the exemption applies, only the net amount of eligible capital gains is exempt from 
tax.  Consequently, costs and expenses incurred by the corporate shareholder in 
connection with the realization of the exempt gain must be allocated to that gain.  
As a result, these expenses do not reduce ordinarily taxed income and no benefit 
is received.

No Minimum Ownership; One Year Holding Period Requirement

The minimum participation requirements that exist for dividends –  ownership of 
10% of the capital or acquisition value of not less than €2.5 million – do not apply 
for capital gains.  However, the same one year holding period requirement that 
exists for the dividends received deduction (see Minimum Holding Period above), 
applies for the exemption of capital gains on shares pursuant to the Program Law 
of March 29, 2012.  The exemption applies only to the extent that the capital gains 
realized on the shares exceed the tax book value of these shares.  

In the past, uncertainty existed regarding the participation exemption where the 
shares were acquired by the Belgian holding company at a price or value that was 
far below the actual value at the time of acquisition.  The position of the Belgian tax 
authorities was that the difference between the low acquisition value and the high 
actual value should be booked as an underestimation of assets and taxed as regular 
income of the holding company.  The income accrued in the year of acquisition and 
should be taxed retroactively at the full corporate tax rate of 33.99%.

This position was successfully challenged in the Gimle case in a preliminary ruling 
from the E.C.J. that was settled definitively by the Court of Cassation.11  Going for-
ward, the full gain based on the low purchase price is exempt.

The capital gains exemption is granted by a direct elimination of the net gain from 
taxable income.  Consequently, loss utilization is not adversely affected.  Losses 
derived from other activities of the Belgian holding company are not allocated to the 
exempt gain.  

Effective for fiscal years ended on or after December 31, 2013,12 capital gains are 
not fully exempt from corporation tax if the recipient corporate taxpayer does not 
qualify as an S.M.E. (see Participation Exemption – General).  Capital gains 
are subject to separate taxation at a combined rate of 0.412%, regardless of the 
availability of  N.O.L.’s or other tax attributes or tax assets.13  The rate of 0.4% is 
increased by the austerity tax of 3%, bringing the aggregate effective rate to 0.412% 
of the capital gains.  In addition, capital gains on shares that fail the one-year hold-
ing test are taxed at a special rate of 25.75%, consisting of the income tax of 25% 
and the austerity tax of 3%).

10 This is contested.
11 Court of Cassation, May 16, 2014, F.10.0092.F.
12 Amendments to the closing date of the fiscal year made on or after November 

21, 2012 will have no effect on the applicability of the 0.412% tax on capital 
gains.

13 Program Law of December 27, 2012 (Belgian State Gazette December 31, 
2012).
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Special rules apply to financial institutions. The one-year holding requirement does 
not apply to qualifying financial institutions in connection with shares pertaining to 
their trading portfolio.  Those gains continue to benefit from a 100% exemption with 
regard to corporation income tax, even if the one-year holding requirement is not 
met.  Transfers from the trading portfolio to the financial assets will normally qualify 
for the full exemption for capital gains.  However, transfers from the financial assets 
to the trading portfolio will be subject to) the 25.75% capital gains tax if the one-
year holding requirement is not satisfied and the 0.412% tax if the one-year holding 
requirement is satisfied, assuming the taxpayer is not an S.M.E.

Options

If a Belgian company purchases stock below fair market value pursuant to the exer-
cise of a call option or a warrant, any subsequent gains realized upon the disposition 
of the shares of stock qualify in principle as capital gains subject to tax at a rate of 
0.412%.  The minimum rate does not apply to the sale of the option or the warrant.  
If the call option itself were sold at a gain, the gain would be subject to the standard 
corporation income tax rate.

Unrealized Gains

Unrealized capital gains are not taxable if the capital gains are not reported in the 
accounts.  Even if reported, said unrealized gain is not taxable if it is booked in a 
non-distributable reserve account.  Upon later realization of the gain, the non-dis-
tributable reserve account disappears without triggering corporation income tax.

Capital Losses

Capital losses on the disposition of shares are not tax deductible.  However, the loss 
incurred in connection with the liquidation of a subsidiary company remains deduct-
ible up to the amount of paid-up share capital.  Capital losses do not reduce the tax 
base subject to the 0.412% tax on capital gains.  (See No Minimum Ownership; 
One Year Holding Period Requirement above.)

Deductible Expenses

Interest paid by a Belgian company is generally tax deductible, provided the general 
arm’s length criteria and specific debt-to-equity rules are met.  However, several 
exceptions exist.

Pursuant to the Law of June 22, 2005, only the net amount of capital gains are ex-
empt, i.e., the gross capital gains minus costs and expenses incurred in connection 
with the realization of the gain (e.g., brokerage fees, stamp duties, etc.).  In a circu-
lar letter of April 6, 2006, the Belgian tax authorities commented on the limitation of 
the exempt amount of the capital gains on shares.  This circular letter contains, inter 
alia, a list of costs and expenses that must be deducted from the gross amount of 
the sales proceeds of the shares in order to compute the net amount of the capital 
gains that is eligible for exemption from corporation income tax.  These include

• costs of publicity (e.g., advertisements, etc.),

• fees of a civil law notary,

• brokerage fees,
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• financial costs (i.e., foreign exchange losses),

• financial discounts,

• stamp taxes,

• export levies,

• insurance or other coverage costs,

• commission fees,

• advisory fees,

• consultancy costs,

• transportation costs,

• technical audit and inspection costs (may include costs for vendor due dili-
gence), and 

• fees of experts, appraisers, etc.

The rationale behind this rule is to curtail the use of a double dip. The gross amount 
of the sales proceeds of the shares was used to determine the exempt capital gains 
on shares while all costs and expenses incurred with the sale of the shares were 
deductible against ordinarily income.

Belgium has a thin capitalization rule (Article 198, 11º, I.T.C.) providing for a 5:1 
debt-to-equity ratio.  The ratio applies to test the deduction  for interest paid to 
low-tax and tax haven lenders and to companies of the same group.  Because the 
government did not want this new thin capitalization rule to apply immediately to 
Belgian treasury centers, qualifying treasury centers are allowed to offset interest 
owed to group companies against interest received from group companies.  Only 
the excess amount of net interest owed to group companies is disallowed if the 5:1 
debt-equity ratio is exceeded.

WITHHOLDING TAX ON DISTRIBUTIONS

To Belgium

Dividends distributed by a non-Belgian company to a Belgian company may be 
subject to a dividend withholding tax at the rate in effect in the country of residence 
of the company paying the dividend.  In most situations, this rate is reduced or 
eliminated by virtue of a bilateral tax treaty or the P.S.D.  With the exception of 
investment companies, Belgium does not grant a tax credit for foreign withholding 
tax imposed on dividends.

From Belgium

In principle, all dividends distributed by Belgian companies to resident and nonres-
ident shareholders are subject to a withholding tax of 27% (25% before January 1, 
2016).  Under specific circumstances, reduced rates are available.

A full exemption of Belgian withholding tax applies on the distribution of dividends 
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to a parent company established within the E.U. (including Belgium) or in a country 
with which Belgium has concluded a bilateral income tax treaty containing an ex-
change of information provision.  In the latter instance, the shareholder must hold at 
least 10% of the capital of the Belgian-resident company.14  Once a qualifying parent 
company holds a qualifying participation, all additional acquired shares also qualify, 
even if the one-year holding period is not met with respect to the additional shares.

Denkavit and Tate & Lyle Investments

Following the ruling from the E.C.J. in the Denkavit case, Belgium abandoned the 
condition that the parent must have held a participation of at least 10% for an un-
interrupted period of at least one year preceding the distribution of the dividend.  
Therefore, the parent may hold the 10% participation for one entire year, which may 
occur partly before and partly after the dividend distribution.  If the one-year hurdle 
is not fully met at the time the dividend is paid, the Belgian distributing company is 
allowed to pay out the net dividend only (i.e., the gross dividend minus an amount 
equal to the dividend withholding tax that would apply if the one-year holding period 
is not respected).  If the latter occurs, the amount of withholding tax becomes due, 
increased by interest for late payment.  Otherwise, the undistributed portion of the 
dividend can be distributed freely once the one-year holding requirement is met. 

Unlike the participation exemption, the exemption from dividend withholding tax is 
subject to the conditions mentioned in the P.S.D. with respect to the legal form, E.U. 
tax residence, and the parent company’s compliance with a subject-to-tax require-
ment.  As a result of the amendment of the P.S.D., several types of entities that were 
not eligible for the withholding tax exemption now qualify, most notably the Europe-
an Company or Societas Europaea (“S.E.”).  The legal form requirement does not 
apply to dividends paid to Belgian entities that are subject to Belgian corporation 
income tax.

To comply with the E.C.J. decision in Tate & Lyle Investments (Case C-384/11), a 
1.6995% withholding tax was introduced for Belgian-source dividends paid to qual-
ifying foreign companies that hold participations in Belgian companies of less than 
10%.  Effective as of December 28, 2015, the tax applies to companies established 
in E.E.A. Member States and treaty countries if a bilateral tax treaty provides for 
the exchange of information.  The withholding tax is intended to subject the foreign 
parent to a tax burden equivalent to that imposed upon a domestic parent – were 
it to receive Belgian-source dividends that are eligible for the dividends received 
deduction (i.e., 33.99% x 5% = 1.6995%). 

Liquidation/Redemption Distributions

Until recently, the dividend withholding tax rate was 10% in the case of a liquidation 
of a Belgian company.  This reduced rate has been abandoned, effective October 
1, 2014.  A transitional regime encouraged companies to strengthen their capital by 
converting their reserves into capital before or during the accounting year ending at 
the latest on September 30, 2014, at a rate of 10%.  By doing so, the 27% withhold-
ing tax (increased from 25% as of January 1, 2016), due upon liquidation, could be 

14 The Belgian tax authorities take the view that the agreement between Belgium 
and Taiwan does not qualify as a bilateral tax treaty.  Therefore, the reduction of 
dividend withholding tax to 0% for dividends distributed by a Belgian company 
will not be available to the extent such dividend is distributed to a Taiwanese 
parent company.

“As a result of the 
amendment of the 
P.S.D., several types 
of entities that were 
not eligible for the 
withholding tax 
exemption now 
qualify.”
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limited to the 10% withholding tax, due upon conversion.

The transitional 10% withholding tax regime for liquidation distributions has become 
permanent for S.M.E.’s.  As of tax year 2015, S.M.E.’s are allowed to allocate part or 
all of their accounting profit to a liquidation reserve.  The reserve must be booked in 
an unavailable equity account that is subject to a separate 10% tax.  No additional 
withholding tax will be due provided that this reserve is maintained until liquidation 
and hence distributed as a liquidation distribution.

Distributions to shareholders made pursuant to a resolution by the company to re-
deem or buy back its own stock from shareholders have been subject to a preferen-
tial withholding tax regime for many years.  The preferential regime was abandoned, 
effective January 1, 2013.  The withholding tax rate is now set at 27% if dividends 
result from a redemption of shares or a share buy-back. 

Distributions pursuant to liquidations and redemptions may be eligible for rate re-
ductions or exemptions from withholding tax on the basis of a bilateral income tax 
treaty concluded by Belgium, the P.S.D., or the unilateral extension of the P.S.D. 
withholding tax exemption discussed above. 

Any repayment of share capital or share premium to the shareholders is exempt 
from dividend withholding tax, provided that the reimbursed capital consists of paid-
up fiscal capital, does not consist of reserves, and the reduction of capital is execut-
ed in accordance with the Belgian Company Code.

Refund of Withholding Tax for Nonresident Investment Funds

Following the E.C.J. ruling of October 25, 2012 (Case No. C-378/11), the Belgian 
tax authorities issued a circular letter15 regarding the conditions and formalities for 
nonresident investment funds to obtain a refund of Belgian withholding tax imposed 
on dividends and interest.  As a result, if a Belgian-resident investment fund would 
be allowed to credit Belgian withholding tax and obtain a refund, the nonresident 
investment fund is entitled to a refund.  The circular letter limits requests for re-
funds from prior years to dividends paid or awarded between January 1, 2007 and 
December 31, 2012 to investments funds covered by E.U. Directive 85/611/EEC of 
December 20, 1985, or Directive 2009/65/E.C.  These directives are adopted into 
Belgian law by virtue of the Law of August 3, 2012.  Only the amount of withholding 
tax that cannot effectively be credited or reimbursed to the investment fund in its 
state of residence is eligible for a refund in Belgium. 

Foreign investment funds have a five-year period to claim the refund after the Bel-
gian withholding tax was initially paid.  The period is ten years if the withholding tax 
was paid prior to January 1, 2011.  The circular letter does not mention whether or 
not interest will be allowed, but authoritative legal doctrine and case law from the 
Constitutional Court support the view that the refund of withholding tax is eligible for 
interest payment.

Fairness Tax

Effective for book years ending on or after December 31, 2013, Belgian companies 
making profit distributions must take into account a new tax, called the Fairness 

15 Ci.R.H. 233/623.711, AAFisc No. 11/2013, dated March 4, 2013.
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Tax.16  Belgian companies and Belgian branches of foreign companies making prof-
it distributions out of income that has not, effectively, been subject to corporation 
income tax may under certain conditions be subject to a standalone tax of 5.15% 
(5% plus an austerity surcharge of 3%).  The Fairness Tax is not a withholding 
tax, but a tax on the distributing company in many respects akin to the Alternative 
Minimum Tax in the U.S.  The Fairness Tax is imposed when corporation income 
tax is eliminated by the N.I.D. or carryover losses, but the company pays a dividend 
nonetheless.  

The legal validity of the Fairness Tax and its compliance with E.U. law are open to 
question.  A request to annul the Fairness Tax has been filed with the Belgian Con-
stitutional Court.17  The Belgian Constitutional Court has requested a preliminary 
ruling from the E.C.J. on the compatibility of the Fairness Tax with E.U. law. 

As a result, the application of the Fairness Tax will remain subject to uncertainty until 
a preliminary ruling is delivered by the E.C.J.  In practice, the E.C.J. often follows the 
judgment of the European Commission.

WITHHOLDING TAX ON OUTBOUND INTEREST 
PAYMENTS

Interest paid by any Belgian company is, in principle, subject to interest withholding 
tax of 27% (increased from 25% as of January 1, 2016).  This domestic rate can 
often be reduced by virtue of bilateral tax treaties, the E.U. Interest and Royalty Di-
rective, and several domestic exemptions that have been implemented in Belgium.

CAPITAL DUTY

Pursuant to the Law of June 23, 2005, the rate of the capital tax is set at 0%18 for all 
contributions to share capital occurring on or after January 1, 2006.

V.A.T.

On the basis of E.C.J. case law, a distinction is made between “active” and “pas-
sive” holding companies.19  A passive holding company has no economic activity 
that gives entitlement to credit input V.A.T.  Its activities consist exclusively of the 
collection of dividends as well as the realization of capital gains upon disposition 
of shares or participations.  An active holding company, however, is involved in 
its subsidiaries’ management.  To the extent that its activities are neither exempt 
nor outside the scope of V.A.T., an active holding company can credit input V.A.T. 
against output-V.A.T.

Based on a response in 2010 from the Belgian Minister of Finance on a Parliamen-
tary Question,20 even V.A.T. incurred in connection with the sale of shares may, 

16 Inserted in the Belgian Tax Code through the Law of July 30, 2013.
17 Constitutional Court case No. 11/2015 dated January 28, 2015 (No. 5828).
18 Technically speaking, the capital tax is not repealed, but its rate is set at 0%.
19 A.o., C-77/01, April 24, 2004, EDM.
20 Parl. Question, No. 299 of January 12, 2010 (Brotcorne), Q&A, Chamber 
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under appropriate circumstances, be creditable and refundable.  This insight is de-
rived from the E.C.J.’s ruling of October 29, 2009, Case Nr. C-29/08 Skatteverket 
v. AB SKF.  First, one should determine whether or not there is in principle a direct 
relationship between a “previous” transaction (e.g., an input transaction on which 
input V.A.T. is chargeable) and a “subsequent” transaction (e.g., an output transac-
tion that is subject to output V.A.T.).  If a relationship exists, the input V.A.T. can be 
credited.  However, if there is a direct relationship between an input transaction and 
an output transaction that is either exempt from V.A.T. or outside the scope of V.A.T., 
the input V.A.T. is not creditable (as was the situation in E.C.J. Case No. C-4/94 of 
April 6, 1995 BLP Group).  If no direct relationship exists between the input transac-
tion and any output transaction, the input V.A.T. may still be creditable when the cost 
for the input services is part of the general expenses of the taxpayer and is included 
in the price charged by the taxpayer for goods delivered or services rendered.  

This principle was formulated in the Skatteverket v. SKF case – the Belgian tax 
administration accepted that input V.A.T. could be creditable in the event of an issu-
ance of new shares or the purchase of shares.  However, V.A.T. credit is not avail-
able if the cost of the input transaction on which V.A.T. was charged is included into 
the sales price of the shares, which is either exempt or out of the scope.  

PRIVATE P.R.I .C.A.F.

Private P.R.I.C.A.F.’s are unlisted collective investment undertakings aimed at in-
vesting in unlisted companies.  In principle, a Private P.R.I.C.A.F. is not a holding 
company per se and is not allowed to acquire the control of a company, although 
immaterial derogations are allowed.

A Private P.R.I.C.A.F. can take the form of a company limited by shares or a limited 
partnership with a share capital.  It is a closed-end fund, established for a period not 
exceeding 12 years for “private investors” (i.e., persons investing at least €50,000).  
The Private P.R.I.C.A.F. must have at least six “private investors.”

The Private P.R.I.C.A.F. may invest in a broad range of financial instruments issued 
by unlisted companies: shares, bonds, and debt instruments of all kinds; securities 
issued by other undertakings for collective investment; and derivative financial in-
struments such as subscription rights and options.  Other investments are either 
partially and/or temporarily authorized or prohibited.

The Private P.R.I.C.A.F. is subject to corporation income tax, but its taxable basis 
deviates from the normal corporation income tax regime and is limited to certain 
elements such as non-arm’s length benefits received, nondeductible expenses, and 
payments in lieu of dividends in stock-lending transactions.  The Private P.R.I.C.A.F. 
does not pay income taxes.

Dividends distributed by a Private P.R.I.C.A.F. are in principle subject to a 27% 
withholding tax.  However, distributions stemming from capital gains realized on 
shares held by the Private P.R.I.C.A.F. are exempt from withholding tax.  Also ex-
empt are redemption premiums and liquidation gains.  Under specified conditions, 
the dividends distributed by the Private P.R.I.C.A.F. may benefit from the dividends 
received deduction regime.

2009-2010, No.52-102, 107.
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B.E.P.S. IN BELGIUM
In General

In most areas, Belgium has not implemented any measures that are a direct reaction 
to the O.E.C.D. initiative to combat base erosion and profit shifting (the “B.E.P.S. 
Project”).  However, the Minister of Finance has announced that the government 
is supportive of the project and that it intends to take legislative action which is in 
line with B.E.P.S. Project recommendations.  Nonetheless, the Belgian government 
prefers to engage in coordinated action, at least on a European level, rather than to 
proceed unilaterally, and it will therefore await guidance from the European Com-
mission before taking legislative action. On June 20, 2016, the E.U.’s E.C.O.F.I.N. 
Council reached agreement on the draft Anti-Tax Avoidance Directive, the aim of 
which is to harmonize a number of B.E.P.S. measures at the E.U. level.

In some areas, such as taxation of controlled foreign corporations (“C.F.C.’s”) (Ac-
tion Item 3) and excessive interest deductions (Action Item 4), Belgium already 
has rules that are very similar to the B.E.P.S. Project proposals.  Of course, it is 
always possible to increase conformity between domestic law and O.E.C.D./E.U. 
actions through additional amendments and extensions.  Belgium has begun to 
implement rules that are in line with the B.E.P.S. Action Plan in areas such as hybrid 
mismatches (Action Item 2) – albeit via E.U. legislation – and transfer pricing (Action 
Items 8-10 and 13).  In other areas, such as e-commerce (Action Item 1), P.E. rules 
(Action Item 7), and tax abuse (Action Items 5, 6, and 12), there is certainly room 
for improvement. 

Measures Implemented In Line with B.E.P.S.

B.E.P.S. Action 2: Hybrid Mismatches

Recently, the E.U. decided to amend the P.S.D. in order to tackle hybrid instruments 
triggering double nontaxation.  An example of a hybrid instrument often used in Bel-
gium and Luxembourg is the Profit Participating Loan (or “P.P.L.”).  Belgium treats a 
P.P.L. as debt, allowing the Belgian debtor a deduction for paid interest.  In compar-
ison, Luxembourg treats the P.P.L. as equity, exempting the income from tax when 
the Luxembourg recipient qualifies as a “parent” of the Belgian payer. 

According to the revised P.S.D., a Member State of a parent company must refrain 
from taxing profits distributed by qualifying subsidiaries of another Member State 
only to the extent that the distributions are not tax deductible in the Member State 
of the subsidiary.  If the profit distributions are tax deductible in the Member State of 
the subsidiary, then they must be taxed by the Member State of the parent company.

As an E.U. Member State, Belgium must implement the new anti-hybrid rule within 
its domestic legislation by December 31, 2015.21  This amendment must be seen in 

21 The Belgian government is currently working on draft legislation to implement 
the E.U. anti-hybrid rule.  Pursuant to the draft, dividends derived from a sub-
sidiary will be excluded from the dividends received deduction to the extent 
that the subsidiary has deducted, or can deduct, this income from its profit.  In 
addition, the same bill will address Belgian implementation of the general an-
ti-abuse rule (“G.A.A.R.”), which is also part of the amended P.S.D.  Pursuant 
to the draft, dividends received by the parent may not be deducted if the “legal 
act” is determined to be abusive.  In such cases, the exemption from dividend 
withholding tax will also be denied.

http://www.ruchelaw.com


Insights Special Edition  | Table of Contents  |  Visit www.ruchelaw.com for further information. 137

light of the O.E.C.D. efforts to close any loopholes in the international tax system 
that enable base erosion and profit shifting.  While the European Commission ac-
knowledges the contributions of the B.E.P.S. Project, it states that there is also a 
need to address mismatches and anti-abuse at the E.U. level, and the revision of 
the P.S.D. could be an important contribution to the O.E.C.D.’s work.  The Belgian 
Minister of Finance also emphasized the need to coordinate the B.E.P.S. Project 
with related E.U. actions.

B.E.P.S. Action 3: C.F.C. Rules

Belgium may not have C.F.C. legislation in place yet, but it has extensive anti-abuse 
rules with similar effect as C.F.C. rules.  There is, for example, Article 344 §2 of the 
I.T.C., which tackles asset transfers to tax havens.  Article 54 of the I.T.C. denies 
the deduction of interest payments to low-taxed entities and Article 307 of the I.T.C. 
imposes a reporting obligation on taxpayers making payments to offshore entities. 

Recently, the Belgian government approved draft legislation introducing look-through 
tax (sometimes referred to as a “Cayman tax”) for income derived by individual tax-
payers from the use of foreign vehicles such as trusts or foundations.  These legal 
arrangements must be reported on the individual’s personal income tax return as of 
tax year 2014, but the income in the trust or foundation often is not taxable in Bel-
gium.  Taxation will be imposed by considering these trusts and foundations as tax 
transparent, so that the income would be taxable directly in the hands of the resident 
individual who is the beneficiary. 

In addition, the Anti-Tax Avoidance Package, which was issued by the European 
Commission in late January 2016, contains a proposal for an Anti-Tax Avoidance 
Directive to address six specific areas of international taxation.  The directive con-
tains a C.F.C. component, which is intended to deter profit shifting to low- or no-tax 
jurisdictions.  These C.F.C. rules would be mandatory in all E.U. Member States.  
The Commission aims to discourage income shifting by re-attributing income from 
passive, lightly-taxed controlled foreign subsidiaries to the E.U. parent companies. 
On June 20, 2016, the E.U.’s E.C.O.F.I.N. Council reached agreement on the draft 
Anti-Tax Avoidance Directive, the aim of which is to harmonize a number of B.E.P.S. 
measures at the E.U. level.

B.E.P.S. Action 4: Excessive Interest Deductions

Similar to most other countries, Belgium already has various rules limiting excessive 
interest deductions.  The most well-known rule is the thin capitalization rule, which 
imposes a debt-to-equity ratio of 5:1.  It is not clear whether the Belgian thin capital-
ization rule should be tightened and expanded to apply to interest on all debt owed 
by a domestic corporation.

In any event, once adopted, Belgium will be required to implement the Anti-Tax 
Avoidance Directive, providing an interest limitation rule to discourage companies 
from creating artificial debt arrangements designed to minimize tax.  Under the pro-
posed directive, interest would be deductible only up to a certain amount: the great-
er of 30% of an entity’s tax-adjusted earnings before interest, taxes, depreciation, 
and amortization (“E.B.I.T.D.A.”) or €1,000,000.

B.E.P.S. Actions 8, 9, 10, and 13: Transfer Pricing 

Belgium has transfer pricing rules in place to avoid profit shifting, and in recent years 
the number of transfer pricing audits has increased remarkably.  However, Belgium 

“Belgium already 
has various rules 
limiting excessive 
interest deductions.  
The most well-known 
rule is the thin 
capitalization rule, 
which imposes a 
debt-to-equity  
ratio of 5:1.”
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does not have any specific statutory transfer pricing documentation requirements in 
place yet.  It is of course advisable to have sufficient documentation available, as 
the lack of documentation may result in a thorough transfer pricing audit.  Other than 
that, the normal rules regarding the burden of proof will also apply in the transfer 
pricing area.  In principle, the tax authorities carry the burden of proof when con-
testing a tax return that is filed on time and in compliance with all formal rules – but 
when the tax authorities have reasonable grounds to disagree with the taxpayer and 
impose a supplemental tax assessment, the burden of proof will shift to the taxpayer.

Recently, the Belgian Minister of Finance stated that, as part of the B.E.P.S. Project, 
the Belgian government envisages introducing formal transfer pricing documenta-
tion requirements which would contribute to more transparency and more efficient 
tax audits.22  He also announced that the specialized transfer pricing investigation 
team will continue to conduct transfer pricing audits in Belgium.  No new transfer 
pricing rules are currently being proposed. 

22 The Belgian government is currenlty working on a draft bill introducing coun-
try-by-country reporting and transfer pricing documentation requirements which, 
if accepted, would exceed the O.E.C.D.’s recommendations under B.E.P.S. Ac-
tion 13.
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SWEDEN

IN GENERAL

Sweden has emerged as an attractive country for establishing financing and holding 
companies for both E.U. and non-E.U. corporations.  However, intra-group interest 
restrictions may affect this status negatively.  The key features of the Swedish hold-
ing company regime are

• a very favorable participation exemption regime for both dividends and cap-
ital gains;

• no thin capitalization rules;

• no withholding taxes on outbound interest payments;

• an extensive network of double tax treaties (more than 80 in effect) and ad-
ditional tax information exchange agreements, which, to some extent, will 
positively affect tax treatment of dividends and capital gains;

• a low corporation income tax rate (i.e., 22%) with indications that it may drop 
further;

• relatively low requirements on minimum share capital – SEK 50,000 (approx. 
€6,000); and

• no withholding tax on dividend distributions to qualified U.S. shareholders 
(with a minimum holding of 80% of the votes and minimum holding period of 
12 months) or 5% withholding tax for holdings amounting to 10% or more of 
the votes (with no holding period requirement).

The main legal entity used for holding and financing purposes is the Swedish limited 
liability company (“Aktiebolag” or “A.B.”).  The A.B. has both legal competence and 
the formal capacity to act as a party before authorities and courts, and it is a legal 
entity for Swedish tax purposes.  An A.B. is also a qualifying entity under the Swed-
ish participation exemption.

In early June of 2014, a report was presented that proposed an overhaul of the 
Swedish corporate tax system.  However, the proposals contained in that report 
were heavily criticized.  As a result of such criticism and the change in government, 
which occurred later in the year, all proposed changes were postponed.  The few 
developments that have taken place are primarily a result of case law.
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PARTICIPATION EXEMPTION

General

The net income of a Swedish company is normally subject to corporation income 
tax at a rate of 22%.  However, if both the holding company and the subsidiary are 
qualifying entities under the participation exemption, income from capital gains and 
dividends are tax exempt.  According to Chapter 24 of the Swedish Income Tax Act 
(“I.T.A.”), the holding entity must be in one of the following forms in order to qualify:

• A Swedish A.B. or a Swedish economic association that is not an investment 
company

• A Swedish foundation or a Swedish non-profit association that is not subject 
to tax exemption according to Chapter 7 I.T.A.

• A Swedish savings bank

• A Swedish mutual insurance company

• A “foreign company” resident within the E.E.A. that is the equivalent of any of 
the foregoing entities

The term “foreign company” is defined in the I.T.A. as a foreign legal entity that is 
subject to tax in its country of residence, if such taxation is similar to the taxation of 
a Swedish A.B.  In general, a tax rate of 60% of the statutory Swedish rate is accept-
able, i.e., currently 14% (60% of 22%) or more.  Also, a foreign legal entity resident 
in a country with which Sweden has signed a double tax treaty is always deemed a 
“foreign company” if the entity is entitled to the benefits of the treaty and the treaty 
is not limited to certain types of income.

The share held must be a share in an A.B., an economic association, or a similar 
foreign entity (see Qualifying Foreign Entities below).  The share must also be 
a capital asset (e.g., assets other than trading stock, inventory, work-in-progress, 
receivables and similar assets, equipment, patents, and other intangibles).  Addi-
tionally, it must meet one or more of the following criteria:

• The share is not listed.

• The holding entity owns shares representing at least 10% of the total number 
of votes of the company.

• The holding is deemed necessary for the business conducted by the owner 
or any other company within the community of interests of the owner.

If both the holding entity and the subsidiary fulfill the above-mentioned conditions, 
the shares held are deemed “business-related shares,” and thus qualify under the 
participation exemption.

Dividends

In general, dividends received from business-related shares are tax exempt.  If the 
shares are listed, they must be held for a period of at least one year from the time 
when the shares became business-related for the holding entity.  Also, dividends on 
shares held indirectly through a Swedish partnership are tax exempt to the extent 
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they would have been exempt if held directly by the partner.

Capital Gains

Capital gains on the disposal of business-related shares are tax exempt.  Accord-
ingly, capital losses derived from the disposal of those shares are not tax deductible.  
If the shares are listed, the capital gains are tax exempt, provided that they have 
been deemed business-related shares, with regard to the seller, for at least one year 
immediately preceding the disposal.

Capital gains arising from the disposal of an interest in a Swedish partnership or a 
foreign tax-transparent entity resident within the E.E.A. are tax exempt if the interest 
is owned by a company qualified for holding business-related shares.  Also, capital 
gains arising from shares held indirectly through a Swedish partnership are tax ex-
empt to the extent they would have been exempt if held directly by the partner.

Qualifying Foreign Entities

Shares in foreign legal entities may also qualify as business-related shares if the 
legal entity corresponds to a Swedish limited liability company.  The relevant provi-
sions in the I.T.A. do not state what conditions should be met in order for a foreign 
legal entity to correspond to a Swedish A.B.  In a case regarding a Russian limited 
liability company (“O.O.O.”), the Supreme Administrative Court based its decision 
mainly on the resemblance, from a civil law perspective, between an O.O.O. and a 
Swedish limited liability company.  In addition, the O.O.O. in question was subject to 
income tax in Russia.  Therefore, it was deemed to correspond to a Swedish limited 
liability company.  So far, a large number of foreign legal entities have been deemed 
to correspond to Swedish A.B.’s by the Supreme Administrative Court and the Board 
for Advance Tax Rulings.

WITHHOLDING TAX

Outbound Dividends

Under the Swedish Withholding Tax Act (“W.T.A.”), a 30% withholding tax is levied 
upon the distribution of dividends by a Swedish A.B.  However, due to the implemen-
tation of the E.U. Parent-Subsidiary Directive (“P.S.D.”) and Sweden’s extensive 
network of double tax treaties, withholding tax will not be imposed or will be imposed 
at a reduced rate in most cases.  Under the double tax treaty concluded between 
the U.S. and Sweden, for instance, Sweden may not impose withholding tax on 
dividends if the U.S. holding in the Swedish company amounts to at least 80% of the 
votes and has been in place for at least one year.  If the size of the holding is below 
80% but amounts to 10% or more of the votes, the withholding tax rate is instead 
reduced to 5% of the gross amount distributed.

Dividends distributed to a legal entity resident within the E.U. are exempt from with-
holding tax if the recipient holds at least 10% of the share capital in the distributing 
company and fulfills the conditions set forth in Article 2 of the P.S.D.

Additionally, if the shares in the distributing company are deemed business-related 
shares under the participation exemption regime and the dividend (or capital gains 
at disposal of the shares) would have been tax exempt if the entity holding the 
shares had been a Swedish company, the dividend is exempt from withholding tax.
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Inbound Dividends

Withholding tax on distributions from foreign subsidiaries is often eliminated under 
the P.S.D. or reduced under a double tax treaty (see Treaty Chart below).

Treaty Chart

Sweden currently has over 80 double tax treaties in effect, in addition to a vast 
number of tax information exchange agreements (“T.I.E.A.’s”).  Double tax treaties 
are in effect with the following countries:1

Albania
Argentina
Australia
Austria
Bangladesh
Barbados
Belarus
Belgium
Bermuda
B.V.I.
Bolivia
Botswana
Brazil
Bulgaria
Canada
Cayman
Chile
China

Chinese Taiwan
Cyprus
Czech Republic
Denmark
Egypt
Finland
France
Hong Kong
Estonia
Faeroe Islands
Iran
Gambia
Germany
Ireland
Iceland
Israel
Italy
Jamaica

Japan
Kazakhstan
Latvia
Lithuania
Mauritius
Mexico
Namibia
Netherlands
New Zealand
Norway
Oman
Peru
Philippines
Poland
Portugal
Romania
Russia
Singapore

Slovakia
South Africa
Spain
Sri Lanka
Switzerland
Tanzania
Thailand
Trinidad & Tobago
Tunisia
Turkey
U.K.
Ukraine
Uruguay
U.S.A.
Venezuela
Vietnam
Zambia
Zimbabwe

FINANCING 

Loan Financing

As a general rule, all interest payments are deductible without limitation.  Sweden 
does not impose withholding tax on interest payments.  As there are no thin capi-
talization rules (i.e., interest deductibility is not dependent on the fact that a certain 
debt-to-equity ratio is upheld), highly leveraged structures can be used. 

From a transfer pricing perspective, the interest rates charged must be at arm’s 
length.  Interest rates charged between related parties may be –– and most often 
are – challenged by the Swedish Tax Agency (“S.T.A.”).

Limitations exist on deductions for interest expense attributable to loans from af-
filiated companies.  Interest charged to the Swedish company will qualify for tax 
deduction only in cases where debt financing is in place for commercial reasons.  

1 The treaty concluded between Sweden and the former Kingdom of Yugoslavia 
remains applicable to the present-day republics of Bosnia and Herzegovina, 
Croatia, Kosovo, Macedonia, Montenegro, Slovenia, and Serbia.
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This new regulation is a reaction to the seemingly widespread practice of employing 
Swedish tax structures to reduce Swedish corporate taxation using intercompany 
loans from low tax jurisdictions.

Equity Contributions

In addition to traditional equity investments, under Swedish law, there are two types 
of shareholders’ contributions available: conditional and unconditional contributions.  
An unconditional contribution is a final investment in the company, without a claim 
for future repayment.  An unconditional contribution is not deemed to be taxable 
income for the company.  However, it is indirectly a deductible expense for the 
contributor, since the contribution is added to the tax basis of the shares and is thus 
deductible when calculating future capital gains or losses – if the investment is a 
taxable investment – on the disposal of the shares.

A conditional contribution is deemed to be a loan for tax purposes.  Repayment of 
a conditional contribution is not regulated in Swedish tax law, but according to case 
law, a repayment is generally treated as the repayment of a loan and, thus, is not a 
taxable event, unless special circumstances are at hand.

Sweden does not impose any transfer tax or stamp duty on equity contributions.

LIQUIDATION

Distributions

Under the I.T.A., the liquidation of a company is deemed a taxable disposal of the 
shares issued by the liquidated company.  Thus, an individual shareholder is nor-
mally taxed on the difference between the amount distributed during the liquidation 
and his/her tax basis in the shares.  If the shares are business-related shares, no 
capital gains or losses will be recognized.  For foreign shareholders, a distribution 
in connection with the liquidation of a company is deemed to be a distribution of a 
dividend.  Thus, withholding tax will be levied on the distributed (gross) amount un-
less treaty rules provide otherwise.  If the company is dissolved within two years of 
the distribution, the shareholder’s acquisition value for the shares may be deducted.  
The taxpayer will receive a reimbursement for the amount of withholding tax paid 
which exceeds the amount of tax imposed on the difference between the distributed 
amount and the acquisition value.  However, as mentioned in Withholding Tax 
above, withholding tax will in most cases be eliminated or imposed at a reduced 
rate.

Losses

Final losses on the liquidation of foreign subsidiaries give rise to a special group 
deduction (“koncernavdrag”).  The deduction is a result of Sweden becoming an 
E.U. Member State.  However, it applies only in very restricted circumstances, as 
illustrated by the following conditions that must be met in order for a group deduction 
to be allowed:

• The foreign subsidiary must be located within the E.U.

• The foreign subsidiary must be liquidated.

• Until the liquidation is completed, the foreign subsidiary must have been 
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wholly-owned either during the entire fiscal year of both the parent and the 
subsidiary, or since it started conducting business of any kind.

• The deduction of the group contribution must be made in connection with the 
tax assessment of the fiscal year during which the liquidation is completed.

• The deduction of the group contribution must be openly disclosed in the tax 
assessment of the parent company.

• None of the companies within the parent company’s community of interests 
may conduct business in the domicile state of the subsidiary after the com-
pletion of the liquidation.

A loss is considered final only if the subsidiary, or another person in the domicile 
state of the subsidiary, has utilized the loss and will not be able to utilize it in the fu-
ture.  If the loss is not utilized because the law of the domicile state does not provide 
for such a possibility or because such a possibility is limited in time, the loss will not 
be considered final.

There are also limitations to the amount that may be deducted.  The deduction may 
not exceed the loss of the foreign subsidiary at the end of the last complete fiscal 
year before the end of the liquidation or before the liquidation.  The deduction may 
not exceed the positive result of the parent company before the deduction.  When 
calculating the result of the parent company, any group contribution received from 
the subsidiary after it became wholly-owned is disregarded if such a contribution 
has caused or increased the loss in the subsidiary.

NET OPERATING LOSSES

The taxable result of a business is calculated as the difference between gross tax-
able income and allowed deductions.  Net operating losses (“N.O.L.’s”) can be uti-
lized by means of a carryforward.  Excess N.O.L.’s are forwarded to the next fiscal 
year and used as a deduction when calculating the taxable result of the business.  
N.O.L.’s from previous years may be carried forward indefinitely.

If a company acquires a controlling interest in a company with N.O.L.’s from previ-
ous years, certain restrictions apply regarding the use of those N.O.L.’s.  First, the 
N.O.L. deduction is capped at 200% of the acquisition price.  Second, the Swedish 
practice of moving losses within a group through contributions that are deductible 
for the payer and income for the recipient are not allowed until the sixth year fol-
lowing the year in which the loss company was acquired.  These restrictions do not 
apply to group internal restructurings.

The above applies only to N.O.L.’s incurred during past fiscal years. N.O.L.’s in-
curred during the current fiscal year – the year of acquisition – are not subject to any 
restriction.

TRANSFER PRICING

Sweden applies a transfer pricing provision based on the Organization for Economic 
Cooperation and Development (“O.E.C.D.”)’s arm’s length principle.  In practice, this 
means that prices charged between related parties must be set in accordance with 
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market rates.  If internal pricing deviates from the rates charged by independent par-
ties and the taxable result of the Swedish company is therefore reduced, the S.T.A. 
may challenge the taxable result.  Additionally, Swedish companies are required to 
keep documentation on cross-border transactions with related parties.

In order to avoid future transfer pricing conflicts with the S.T.A., it is possible to apply 
for a binding Advance Pricing Agreement (“A.P.A.”).  The fee for obtaining an A.P.A. 
is currently SEK 150,000 (approximately €19,000).  The agreement is normally valid 
for three to five taxable years.

As is the case in other countries, the S.T.A. has increased its focus on transfer pricing 
matters in recent years.  It is likely that the above-mentioned rules will be modified 
as a result of the O.E.C.D.’s initiative to combat base erosion and profit shifting (the 
“B.E.P.S. Project”) and there is a clear trend that the S.T.A. will be more aggressive 
in challenging intercompany pricing and transactions.  Accordingly, the S.T.A. will 
likely further enhance its focus on intercompany transactions and requirements for 
documentation and information from the taxpayer.  Additional comments on B.E.P.S. 
will be made separately, under Base Erosion and Profit Shifting below.

CONTROLLED FOREIGN CORPORATIONS

The purpose of the Swedish controlled foreign corporations (“C.F.C.”) rules is to 
prevent Swedish persons or companies from deferring or avoiding taxation by col-
lecting funds in a foreign subsidiary resident in a low tax jurisdiction.  If a foreign 
subsidiary is deemed to be a C.F.C., a shareholder subject to tax in Sweden will be 
taxed directly for an appropriate share of the C.F.C.’s profit – as calculated under 
Swedish G.A.A.P. and tax rules, irrespective of whether any funds have been dis-
tributed.  Any tax paid in the foreign jurisdiction is creditable against Swedish tax.

In order for the C.F.C. rules to be applicable, the foreign corporation must be subject 
to low tax, which is defined as a tax rate lower than 55% of the Swedish corporate 
tax rate (i.e., 12.1%).  The controller (i.e., the person subject to C.F.C. taxation) must 
own or control at least 25% of the capital or votes of the foreign corporation alone or 
together with persons in a communal interest with the controller.

There are two exceptions from the C.F.C. rules:

• First, regardless of the level of taxation, a foreign legal entity is deemed not 
to be a C.F.C. if it is resident for tax purposes in a country mentioned on the 
so-called “whitelist.”  If Sweden has concluded a double tax treaty with such 
a country, the exception from the C.F.C. rules is only applicable on income 
that falls within the scope of the treaty.

• Second, if the C.F.C. is resident for tax purposes within the E.E.A. and is 
deemed to be a “real establishment” from which a commercially motivated 
business is conducted, the C.F.C. rules are not applicable.

BASE EROSION AND PROFIT SHIFTING

Sweden has slowly taken an increased interest in combatting B.E.P.S. and in the 
development of the B.E.P.S. Project at the level of the O.E.C.D.  As of May 2015, 
the influence of the B.E.P.S. Project is mainly seen in legal debates and, possibly, 
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in tax courts.  No new Swedish regulations, recommendations, or case law devel-
opments have come, specifically, out of the B.E.P.S. Project, but it is assumed that 
they are forthcoming.  Consequently, the B.E.P.S. Project has had only an indirect 
effect in Sweden.  Nonetheless, it is clear that the S.T.A. is learning from the anal-
ysis and comments made by different parties, and it is clear that the S.T.A. (as 
its Nordic counterparts) will be even more active in issues concerning permanent 
establishments, transfer pricing, and intercompany transactions.  Information ex-
change – whether as a result of B.E.P.S., F.A.T.C.A., or the Common Reporting 
Standard (“C.R.S.”) – will also trigger more activities.  Long term, it is assumed that 
the B.E.P.S. Project will trigger an increased documentation and compliance burden 
for taxpayers, but not necessarily much new legislation or changes to the I.T.A.  It is 
important to keep in mind that many of the B.E.P.S. Actions will not require an actual 
change of law (as effected ultimately by the Swedish parliament), but a change of 
the O.E.C.D. Guidelines, which will be utilized as a point of reference by the S.T.A. 
and implemented by the tax courts.  In this context, legislators in most countries 
have been driven by media attacks on the tax planning methods of multinational 
groups, and the likely effect is that more “double taxation” will occur in order to 
prevent “double nontaxation.”
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DENMARK

IN GENERAL

For years, Denmark has been attractive to foreign investors for investment purposes 
for several commercial reasons, such as its

• highly developed infrastructure;

• high level of education combined with entitlement to terminate employment; 
and

• high ratio of coverage for I.T. and electronic equipment.

The investor-friendly environment is supported by a corporate tax regime primarily 
designed for operating entities, which generally allows for

• a corporation income tax rate of 22%;

• zero corporate tax on inbound dividends received by a Danish company with 
a participation of at least 10% in a subsidiary situated in the E.U. or a country 
which has a double tax treaty with Denmark, or if the Danish company and 
the subsidiary are eligible for tax consolidation;

• zero withholding tax on outbound dividends to E.U./E.E.A. and treaty-country 
resident corporate parents having a participation of at least 10% (subject to 
an anti-abuse rule discussed below); and

• reduced tax on inbound and outbound dividends on portfolio shares (share-
holdings of less than 10%) as a result of a strong network of tax treaties with 
approximately 80 countries.

The Danish corporate tax regime also provides for

• no capital duty on capital contributions;

• no stamp or transfer duty (save in the form of registration charges) with re-
spect to fixed property, ships, and aircraft;

• no capital gains taxation on share profit at the level of the Danish company, 
provided that the Danish company owns at least 10% of the shares in the 
subsidiary, and no tax on capital gains from the disposition of non-listed port-
folio shares (holdings of less than 10%) of a Danish private limited company 
or a similar foreign company (see Capital Gains Taxation below);

• no wealth tax on foreign investors within the holding period;

• no exit tax on foreign investors (foreign investors are not subject to limited 
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Danish tax liability on their disposal of shares in a Danish company); and

• a flexible corporation law regime with no red tape. 

On the other hand, some Danish rules have proven to discourage or hamper invest-
ments, such as

• Danish-controlled financial company rules under which investments in foreign 
finance companies do not benefit from the Danish holding company regime;

• corporate law restrictions on the up-streaming of cash flow to foreign inves-
tors through loans from a Danish holding company or through the provision 
of security for the indebtedness of a foreign investor;

• tax legislation targeting debt-leveraged acquisitions of Danish companies, in 
particular international tax planning strategies involving U.S.-Danish check-
the-box structures and offshore financing structures; and

• to prevent the use of Denmark as an intermediary to reduce withholding tax 
in other countries, Denmark will no longer apply its internal exemption from 
withholding tax and will instead apply a higher treaty rate, if (i) the outbound 
dividend distributed by the Danish company stems from dividends received 
from lower-tier foreign affiliates, (ii) the shareholder of the Danish compa-
ny is not entitled to the E.U. Parent-Subsidiary Directive (“P.S.D.”), and (iii) 
the Danish company is not the beneficial owner of the dividends it received 
(known as a “conduit situation”). (See Tightening of the Danish Rules for 
Exemption of Danish Dividend Withholding Tax below.)

CORPORATION INCOME TAX

A Danish company is subject to Danish income taxation at a flat rate of 22%.  This 
rate applies whether or not profits are distributed.

A modified principle of worldwide income taxation applies.  A Danish company is now 
generally taxed on the basis of a territorial principle in relation to profits from foreign 
real property and profits from a foreign permanent establishment (“P.E.”).  Similarly, 
losses from those items will not be deductible against taxable income in that Danish 
company.  However, if an election has been made for cross-border tax consolida-
tion (see General Anti-Abuse Clauses below), profits and losses from foreign real 
property and from P.E. operations will be included in the Danish taxable income in 
accordance with the worldwide income principle.  In addition, an anti-abuse rule 
provides that low-taxed financial income generated through a foreign branch is also 
included in the income of the Danish company.

Danish domestic tax law may be modified under a relevant double tax treaty.  No 
local income taxes are levied by cities or regions on companies or branches in 
Denmark.

WITHHOLDING TAX IN FOREIGN SUBSIDIARY’S 
COUNTRY

Dividends paid by a foreign subsidiary to a Danish holding company may be subject 
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to withholding tax, which may be eliminated or reduced pursuant to the P.S.D. or a 
tax treaty concluded by Denmark and the foreign subsidiary country.

As of June 3, 2016, Denmark has income tax treaties in effect with the following 
countries:

Argentina
Australia
Austria
Bangladesh 
Belarus 
Belgium
Brazil
Bulgaria 
Canada
Chile
Croatia 
Cyprus
Czech Republic
China 
Chinese Taiwan
Egypt
Estonia
Faeroe Islands
Finland

Georgia
Germany
Ghana
Greece
Greenland
Hungary
Iceland
India
Indonesia
Ireland
Israel
Italy
Jamaica
Japan
Kenya
Kuwait
Kyrgyzstan
Latvia
Lebanon

Lithuania
Luxembourg
Macedonia
Malaysia
Malta
Mexico
Montenegro
Morocco
Netherlands
New Zealand
Norway
Pakistan
Philippines
Poland
Portugal
Romania
Russia
Serbia
Singapore

Slovakia
Slovenia
South Africa
Sri Lanka
South Korea
Sweden
Switzerland
Tanzania
Thailand
Trinidad & Tobago
Tunisia
Turkey
Uganda
U.K.
Ukraine
U.S.A.
Venezuela
Vietnam
Zambia

Treaties confined to individuals, shipping, and air transport have been concluded 
with Bermuda, the British Virgin Islands, the Cayman Islands, Guernsey, Hong 
Kong, the Isle of Man, Jersey, and Jordan.

Limited tax information exchange agreements (“T.I.E.A.’s”) have been concluded 
with a number of other countries.

CORPORATE TAXATION OF INBOUND DIVIDENDS

Dividends received from a foreign subsidiary are generally exempt from Danish 
corporation income tax if the following conditions are met:

• The foreign subsidiary qualifies as a “company” under Danish law.

• Either (i) the Danish company holds at least 10% of the shares of the foreign 
subsidiary, and the foreign subsidiary is covered by the P.S.D. or is resident 
in a state that has concluded a double tax treaty with Denmark according to 
which the withholding taxation of the dividends is reduced or waived, or (ii) 
the Danish company and the foreign subsidiary qualify for international joint 
taxation (generally meaning that the Danish company must control more than 
50% of the votes in the foreign subsidiary).
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• The dividend is not received from a non-E.U. entity which has taken a tax 
deduction with respect to the dividend payment.

If the Danish company directly or indirectly holds less than 10% of the foreign sub-
sidiary, 70% of the dividend payment will be subject to tax at the standard corpora-
tion income tax rate of 22%.

The qualification of a foreign subsidiary as a “company” is made by applying Danish 
law.  No regard is given to the classification of the entity under foreign law.  The 
issue is a question of fact and the criteria applied include whether, by the terms of 
local law or an entity’s corporate charter, the entity (i) carries on business for profit, 
(ii) has a fixed share capital, (iii) provides limited liability for all its shareholders, and 
(iv) apportions the claim on its profits to the owners by reference to their respective 
share holdings.  In addition, an entity that is formed under the laws of a member of 
the E.U. is treated as a corporation if it is subject to the P.S.D.  If for some reason 
the P.S.D. is inapplicable, the entity will be characterized under the four-pronged 
standard that generally applies.

C.F.C. TAXATION

Danish tax law contains controlled financial company (“C.F.C.”)1 provisions, which 
apply to financial subsidiaries in all jurisdictions including Denmark, with no regard 
to the subsidiary’s tax burden.

If applicable, the C.F.C. regime provides that a Danish shareholder of the C.F.C. 
must include the total taxable income of the C.F.C.  The Danish shareholder may, 
however, offset any taxes paid by the subsidiary.  If the shareholder does not own 
the entire share capital of the C.F.C., the Danish shareholder will include only his pro 
rata share of C.F.C.’s income.

In general, the C.F.C. regime applies if the following three conditions are met:

• The Danish company and the foreign subsidiary are group-related (see Inter-
est Withholding Tax and Check-the-Box Countermeasures below).  Gen-
erally, group-relation exists if the Danish company directly or indirectly holds 
more than 50% of the foreign subsidiary’s voting rights.

• The C.F.C. income comprises more than half of the aggregate taxable in-
come of the foreign subsidiary.

• The subsidiary’s financial assets represent more than 10% of its total assets.

C.F.C. income is conclusively defined in the law and includes

• net interest income;

• net gains on receivables, debts, and financial instruments;

• certain commissions;

1 Although the internationally “C.F.C.” is often defined as a “controlled foreign 
corporation,” here the term “controlled financial company” is used as Danish 
C.F.C. legislation is not confined solely to foreign entities.
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• dividends;

• net capital gains on shares, but only to the extent that they are taxable under 
Danish law;2

• royalty payments and capital gains arising from intellectual property rights, 
unless the intellectual property arose from the subsidiary’s own research and 
development activities and the payments in issue are made by an unrelated 
party;

• deductions claimed for tax purposes by a Danish company that relate to the 
income items listed above;

• leasing income deriving from financial leases including losses and gains on 
the assets involved; 

• income from insurance, banking, and other financial activities, unless an ex-
emption is otherwise applied for; and

• gains and losses from sale of CO2 credits and CO2 quotas.

The assessment is made on the basis of the facts that occur during the year.  Losses 
from previous years that are eligible to be carried forward and group contributions 
are not taken into account when computing the foreign subsidiary’s total income or 
its C.F.C. income.

If the C.F.C. is, itself, the shareholder of other, lower-tier subsidiaries in the same ju-
risdiction, all computations are made on a consolidated basis.  As a result, dividends 
from other, lower-tier subsidiaries and capital gains realized from the disposition 
of the shares of those subsidiaries are disregarded when computing the income 
threshold.

When making an assessment of whether the subsidiary’s financial assets represent 
more than 10% of its total assets, the following financial assets are not included:

• The financial assets on which the yield/gains are tax exempt, such as sub-
sidiary investments where the subsidiary owns at least 10% of the share 
capital and the subsidiary is not considered as a trader in securities, are  not 
included.

• The shares in lower-tier subsidiaries, which are controlled by the subsidi-
ary and located in the same jurisdiction as the subsidiary, are not included.  
Instead, the financial assets in the lower-tier subsidiaries are included pro-
portionately in accordance with the subsidiary’s direct or indirect ownership 
share.

CAPITAL GAINS TAXATION

Danish-resident companies are exempt from tax on gains realized on shareholdings 
of 10% or more.  Capital gains realized by a Danish-resident company on share-
holdings below 10% in a non-listed company are generally also tax exempt.

2 Consequently, dividends and capital gains that benefit from the Danish partici-
pation exemption are not considered to be tainted income.

“If the C.F.C. is, itself, 
the shareholder 
of other, lower-tier 
subsidiaries in the 
same jurisdiction, 
all computations 
are made on a 
consolidated basis.”

http://www.ruchelaw.com


Insights Special Edition  | Table of Contents  |  Visit www.ruchelaw.com for further information. 152

However, these rules do not apply if the Danish company is a trader in securities 
and the shares are acquired for trading purposes.  A trader in securities is defined as 
a person that is engaged in the business of selling and buying securities on a sys-
tematic, professional, and extensive basis.  Any such gains or losses are included 
in taxable income for a trader.  Shares are considered bought for trading purposes 
if the shares have been bought by the trader in the course of the trader’s business 
with the purpose of reselling the shares for a profit.

Share gains derived by a Danish company that do not qualify for tax exemption are 
subject to tax at the standard corporation income tax rate of 22%.

In general, a nonresident company is exempt from Danish tax on gains realized 
on shares in a Danish company.  However, payment received, or deemed to be 
received, by a foreign entity in connection with an intra-group transfer of Danish 
shares will be characterized as a taxable dividend payment if

• the foreign entity transfers shares held in a group-related Danish entity to 
another group-related entity for consideration consisting of assets other than 
shares in the group entity effecting the acquisition; and 

• the transferring foreign entity would not have qualified for exemption from 
Danish withholding tax on dividends received from the transferred Danish 
entity prior to the transfer.3

If the above criteria are met, payment received, or deemed to be received, by a 
foreign entity as consideration for Danish shares will be subject to a Danish dividend 
withholding tax of 27%.  This rate may be reduced by treaty.

Further, an anti-avoidance rule dictates that payments received by a foreign entity 
in connection with a transfer of shares will be considered as a taxable dividend 
payment if

• the receiving company is without any economic risks from commercial 
activity; 

• the payment consists of assets other than shares in the group entity effecting 
the acquisition; and

• the transferring foreign entity is not qualified for an exemption from Danish 
withholding tax on dividends received from the transferred Danish entity prior 
to the transfer.

In order to prevent circumvention of the anti-avoidance rule through intercompany 
sales, commercial activity acquired from a related legal entity less than three years 
before the sale of shares is not regarded under the “economic risk assessment.”  
For the definition of a related legal entity, see Thin Capitalization.

A company without any economic risks from commercial activity is a company where 
the commercial activity has stopped or where the commercial activity is insignificant.

3 This provision serves a comparable function to §304 of the U.S. Internal Reve-
nue Code of 1986 as amended in that its effect is to treat gain from the sale of 
shares into dividend income.
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INTEREST DEDUCTIBILITY LIMITATIONS

Interest expense incurred by corporations is generally deductible in computing tax-
able income provided that the underlying debt reflects a binding legal commitment 
to repay the face amount borrowed.  Interest paid to related parties must be calcu-
lated on an arm’s length basis.  Interest expense incurred on certain debt owed to 
the government is not tax deductible.  An example is the interest that accrues on 
unpaid tax.

Thin Capitalization

Denmark has enacted thin capitalization rules regarding intercompany debt, which 
may limit the deductibility of interest on debt owed to group-related entities (“Con-
trolled Debt”).  These thin capitalization restrictions apply only to the extent that the 
Danish company has Controlled Debt exceeding a de minimis threshold of DKK 
10,000,000 (approximately €1,341,000).  Further, the thin capitalization rules only 
apply to the extent that the debt-to-equity ratio exceeds 4:1.  In such a case, the 
limitation of the interest deduction applies to the portion of the Controlled Debt that 
exceeds the 4:1 threshold.  Taxpayers that have such excess debt are typically ad-
vised to convert the excess into equity in order to avoid the limitation of deductibility.

For the purposes of the thin capitalization rules, Controlled Debt means debt owed 
by a Danish debtor company (the “Danish Debtor”) to a Danish or foreign related 
legal entity.  A related legal entity is a legal entity that

• is controlled by the Danish Debtor, 

• controls the Danish Debtor, or

• is group-related with the Danish Debtor.

“Control” means that more than 50% of the shares or voting rights are owned or 
controlled, directly or indirectly.  When determining whether the lender controls the 
Danish Debtor (or vice versa), votes and shares held by all group-related entities 
are taken into account.  Votes and shares held by unrelated shareholders may also 
be taken into account if an agreement has been made between the lender and the 
unrelated shareholders for the purpose of “exercising a common controlling influ-
ence” over the Danish Debtor.

“Group-related entities” mean two or more entities that are (i) directly or indirectly 
controlled by the same group of shareholders or (ii) under common management.  
The lender and the Danish Debtor may be considered to be group-related by virtue 
of common management if they have the same manager or if they have different 
managers that have entered into an agreement providing for a common manage-
ment of the lender and the debtor.

To combat aggressive use of hybrid entities that are treated as disregarded entities 
under U.S. tax law, those disregarded entities are considered under the above defi-
nitions.  Consequently, fiscally-transparent entities may be considered to be entities 
that have separate legal personality and identity for purposes of the thin capitaliza-
tion rules if they “are governed by rules of corporate law, a corporate law agreement 
or articles of association.”  

Finally, Controlled Debt means debt to an unrelated entity, when a related entity has 
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provided credit support.  A back-to-back loan is regarded as credit support.

Additional Limitations

The Danish corporate tax regime includes two additional limitations on the deduct-
ibility of financial expenses that apply to Controlled Debt and third-party debt.

As a result, the deductibility of interest expense and other financial expenses in-
curred by Danish companies is subject to the following three limitations (in chrono-
logical order):

• A limitation based on debt-to-equity ratio (the thin capitalization rules, see 
Thin Capitalization)

• A limitation based on the tax value of assets (“Asset Limitation Rule”), entail-
ing that net financing expenses exceeding DKK 21,300,000 (approximately 
€2,762,000) are deductible up to a cap equal to the combined value of (i) 
3.4% (2016 figure) of the tax base of Danish operating assets and (ii) 2.5% 
(2016 figure) of the value of foreign subsidiaries

• A limitation based on annual profits (“E.B.I.T. Limitation Rule”), entailing a 
maximum interest deduction of 80% of E.B.I.T. which only applies if the net 
financing expenses exceed DKK 21,300,000 (approximately €2,762,000)

Calculation of Net Financial Expenses

For the purpose of the Asset Limitation Rule and the E.B.I.T. Limitation Rule, net 
financial expenses are calculated as the sum of

• taxable interest income and deductible interest expense (excluding interest 
income/expense from trade debtors and creditors);

• loan commission fees and similar expenses;

• taxable capital gains and losses on claims, debts, bonds, and financial instru-
ments (excluding gains/losses on claims acquired in trade if the contracting 
party is a related party);

• gains/losses on forward contracts relating to the hedging of operating income 
(provided that the forward contracts are not acquired in trade);

• deemed finance charges relating to financial leasing arrangements (defined 
in accordance with I.A.S. 17);

• taxable capital gains and deductible capital losses; and

• taxable dividends.

Interest expense and interest income, which are disregarded under the thin cap-
italization rules, are also disregarded when computing the net financial expens-
es.  The calculation of net financial expenses is made on a group basis for Danish 
companies, which are subject to Danish tax consolidation.  If the Danish company/
group has net financial expenses exceeding the DKK 21,300,000 threshold, such 
net financial expenses will be subject to restrictions under the Asset Limitation Rule 
and the E.B.I.T. Limitation Rule as discussed below.

“Interest expense 
and interest 
income, which are 
disregarded under 
the thin capitalization 
rules, are also 
disregarded when 
computing the net 
financial expenses.”
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Restrictions Under the Asset Limitation Rule

Net financial expenses in excess of DKK 21,300,000 will only be deductible by an 
amount corresponding to 3.4% of the tax value of certain assets.

For the purpose of computing the 3.4% ceiling, only certain qualifying assets are 
considered, including, inter alia,

• the tax book value of depreciable assets;

• the acquisition price on non-depreciable assets;

• carryforward tax losses; and

• the net value of work-in-progress and account receivables.

Shares are not considered qualifying assets, with the exception of shares in direct-
ly-owned foreign subsidiaries, which may be included up to 2.5% (2016 figure) of the 
acquisition price (subject to certain price adjustments).  The partial inclusion of the 
directly-owned foreign subsidiaries is being phased out by 2.5% each year, starting 
with a qualifying inclusion ratio of 17.5% in 2010 and ending with 0% in 2017.

Claims, notes, and financial instruments are not considered qualifying assets, ei-
ther.  This means that the value of the foreign exchange notes to be purchased 
by Danish Newco will not be included in the computation of the 3.4% ceiling.  For 
companies subject to Danish tax consolidation, the computation of the 3.4% ceiling 
will be made on a consolidated basis.

Net financing expenses that are restricted under the Asset Limitation Rule will gen-
erally be lost, in that they cannot be carried forward.  However, restricted losses on 
claims, notes, and financial instruments may be carried forward and set off against 
future capital gains of a similar nature realized within the following three accounting 
periods.

In addition to the limitations triggered by the thin capitalization rules and the Asset 
Limitation Rule, a company’s or a group’s net financial expenses must not exceed 
more than 80% of earnings before interest and tax (“E.B.I.T.”).

Net financing expenses below DKK 21,300,000 will never be restricted under the 
E.B.I.T. Limitation Rule, but may be restricted under the thin capitalization rules 
which, however, only apply on Controlled Debt.  The DKK 21,300,000 ceiling (which 
is not adjusted annually) is calculated on a group basis for Danish companies that 
are subject to Danish tax consolidation.

In comparison to the Asset Limitation Rule, net financial expenses that are restricted 
by the E.B.I.T. Limitation Rule may be carried forward.

WITHHOLDING TAX ON OUTBOUND DIVIDENDS

Outbound dividends from a Danish company to a foreign parent company will be 
exempt from withholding tax if the foreign parent company holds at least 10% of the 
shares of the Danish company, and the parent company qualifies for an elimination 
or reduction of the Danish withholding tax by virtue of the P.S.D. (as amended by 
Council Directive 2003/123/E.C.) or a tax treaty between Denmark and the parent 
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company’s state of residence.  If these conditions are not met, a 27% withholding 
tax is levied, subject, however, to subsequent refund if a lower rate is provided by 
treaty.

TIGHTENING OF THE DANISH RULES FOR 
EXEMPTION OF DANISH DIVIDEND WITHHOLDING 
TAX

In recent years, the Danish tax authorities have sought to narrow the scope of the 
withholding tax exemption by limiting the benefit to corporate shareholders that qual-
ify as “beneficial owners” of dividends.  Now, the Danish Parliament has introduced 
an anti-avoidance provision under which the dividend withholding tax exemption will 
not apply, where the Danish company acts as a conduit from one foreign corporation 
to another.  The provision is applicable when the dividend distributed by a Danish 
company to its foreign corporate shareholder constitutes an “on-payment” of divi-
dends received from a foreign subsidiary.  In that set of circumstances, the Danish 
company does not qualify as the beneficial owner of the dividend from the foreign 
subsidiary and the dividend paid to the foreign shareholder will not be exempt from 
tax, but will be subject to tax at the applicable treaty rate.

The legislative notes to the provision explain that the definition of the beneficial 
owner used in the O.E.C.D. Model Income Tax Convention will apply in determining 
whether the Danish company is the beneficial owner or merely a conduit.  It can be 
inferred from the legislative notes that a Danish holding company will generally not 
qualify as the beneficial owner of dividends received.

The provision is not applicable if the corporate shareholder of the Danish company 
is entitled to the benefits of the P.S.D.  The new provision will therefore only affect 
corporate shareholders resident in jurisdictions that have a tax treaty with Denmark, 
such as the U.S.

BASE AND EROSION PROFIT SHIFTING 
(“B.E.P.S.”)

Denmark has already implemented many B.E.P.S. Actions in Danish law, and is 
accordingly well ahead of the O.E.C.D. schedule for implementation.

With respect to Action Item 2 on hybrid mismatches, see Interest Withholding 
Tax and Check-the-Box Countermeasures below discussing Section 2A of the 
Danish Corporation Tax Act, which has been enacted to counteract U.S.-Danish 
check-the-box structures.  Further, debt to foreign persons or entities is deemed 
equity if the debt is treated as equity in the lender’s country of residence.  This rule 
is not triggered if the lender is taxed on the yield as interest in the lender’s country 
of residence.

With respect to Action Item 3 on C.F.C. Taxation, see C.F.C. Taxation above.  As 
described, Denmark has implemented detailed C.F.C. rules, which are generally 
wide in scope.

With respect to Action Item 4 on limiting base erosion via interest deductions, see 
Interest Deductibility Limitations above.  As is evident, Denmark operates strict 
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measures to counteract base erosion through the use of excessive interest pay-
ments.  These rules are supplemented by the anti-avoidance rule mentioned above, 
whereby debt to foreign lenders is treated as equity in Denmark if the loan is treated 
as equity in the lender’s country of residence.  Denmark also employs an aggressive 
approach when assessing the terms of intra-group loans, and will generally chal-
lenge excessive interest payments out of Denmark.

With respect to Action Item 5, Denmark has concluded a number of treaties on 
exchange of information with various tax havens to ensure a well-founded basis for 
taxation in Denmark.

With respect to Action Item 6 on preventing treaty abuse, see General Anti-Abuse 
Clauses below, which outlines the contents of two newly-introduced general an-
ti-abuse clauses.  As these treaty abuse rules were only recently adopted, the scope 
of their implementation is not yet clear.

With respect to Action Items 8, 9, and 10, see Transfer Pricing below on the Dan-
ish transfer pricing rules.  The arm’s length principle in Danish law is defined in 
accordance with O.E.C.D. Guidelines, and the Danish tax authorities recognize the 
methods set out in the guidelines.

GENERAL ANTI-ABUSE CLAUSES

Denmark has adopted two new general anti-abuse rules (“G.A.A.R.’s”) as of May 1, 
2015: an E.U. tax directive G.A.A.R. and a tax treaty G.A.A.R.

The E.U. tax directive G.A.A.R. applies to cross-border transactions that fall within 
the P.S.D. (2011/95/E.C.), the Interest and Royalty Directive (2003/49/E.C.), and the 
Merger Directive (2005/56/E.C.).  The E.U. tax directive G.A.A.R. implements the 
mandatory G.A.A.R. of the P.S.D. (amendment by Directive 2015/121).

The tax treaty G.A.A.R. is worded slightly differently than the E.U. tax treaty G.A.A.R., 
but will presumably be interpreted to have the same content.  With the enactment 
of the tax treaty G.A.A.R., Denmark has moved ahead of B.E.P.S. Action Item 6 in 
this respect.

The newly-introduced G.A.A.R.’s entail that taxable persons will not benefit from 
the P.S.D., the Interest and Royalty Directive, the Merger Directive, and tax treaties 
if the principal purpose of a transaction or arrangement is to achieve a tax benefit 
which is not in accordance with the directives or the tax treaty and which is artificial 
in nature.

Thusfar, the Danish courts have applied certain measures to disregard transactions 
carried out for tax purposes (namely the “substance over form” doctrine).

The explanatory remarks accompanying the newly-introduced bill state that the new 
G.A.A.R.’s may have a wider scope than the existing doctrine of “reality in transac-
tions,” but fail to specify in which situations the G.A.A.R.’s are applicable.

The newly introduced G.A.A.R.’s raise serious uncertainty with respect to interna-
tional tax planning, as it is unclear to what extent the Danish tax authorities can and 
will try to deny the benefit of the E.U. tax directives and double tax treaties to taxable 
persons seeking to reduce tax liability.
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It is expected that Danish tax authorities will issue further guidance on how the 
G.A.A.R.’s are to be applied in practice.  Until then, great uncertainty remains.

INTEREST WITHHOLDING TAX AND CHECK-THE-
BOX COUNTERMEASURES

As a starting point, a 22% withholding tax applies to interest payments made by a 
Danish company to a foreign related entity.  (See definition of related legal entity 
above in C.F.C. Taxation above.)  However, a foreign related lender will be exempt 
from Danish interest withholding tax if it falls into one of the following categories:

• The foreign related lender has a permanent establishment in Denmark to 
which such interest income is attributed.

• The foreign related lender is protected under the Interest and Royalty Direc-
tive (2003/49/E.U.) (no tax is levied and no withholding tax applies).

• The foreign related lender is protected under a tax treaty with Denmark (irre-
spective of treaty rate).

• The foreign related lender is controlled (as defined under Danish C.F.C. rules) 
by a Danish entity. 

• The foreign related lender is controlled by a party resident in a country that 
has concluded a tax treaty with Denmark, and further, that such country may 
tax the lender on such interest payments pursuant to C.F.C. taxation rules of 
that country.

• The foreign controlling or group related lender can demonstrate that it has 
paid foreign income tax on the interest received at a rate of at least 16.5%, 
equivalent to three-fourths of the normal Danish flat corporate tax rate, and 
further provides that it has not entered into a back-to-back loan with an entity 
that has paid foreign income tax on the interest received at a rate of less than 
16.5%.

The interest withholding tax rule is part of a dual regime, which aims to curb inter-
national tax planning based on leveraged structures where the foreign lender is not 
taxed on the interest income received from a Danish company.  Together with the 
interest withholding tax rule, a special rule (Section 2A of the Corporation Tax Act) 
limits the deductibility of certain cross-border payments made to foreign group-relat-
ed entities resident in an E.U./E.E.A. or treaty state.  The primary aim of Section 2A 
is to counteract certain U.S.-Danish check-the-box structures.

The mechanisms of Section 2A can be summarized as follows.  A Danish company 
or a foreign company with a permanent establishment in Denmark would be deemed 
transparent for Danish tax purposes if

• the Danish company, according to the rules of a foreign state, is treated as 
a fiscally-transparent entity, whereby the income of the company is included 
in the taxable income of a controlling foreign legal entity, i.e., an entity that 
owns directly or indirectly more than 50% of the Danish company or holds 
more than 50% of the voting rights (see the definition of control in Interest 
Deductibility Limitations); and
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• the foreign state in question is an E.U./E.E.A. Member State or has a tax 
treaty with Denmark.

If these conditions are met, the Danish company would, for Danish tax purposes, be 
classified as a transparent entity, and consequently, be treated as a branch of the 
controlling foreign entity.  Being treated as a branch, the Danish company would not 
be entitled to take a deduction for payments made to the foreign parent company or 
to other group-related entities that are treated as fiscally-transparent by the foreign 
parent company.  (See modification immediately below.)  The payments would be 
considered to be within the same legal entity.  This also means, however, that irre-
spective of the general requirements, dividend payments made to the foreign parent 
company would not be subject to any Danish withholding tax.

As an exception to the general rule outlined above, payments made by a Section 
2A company to other group-related entities that are treated as fiscally-transparent 
by the foreign parent company remain tax deductible if the receiving group-related 
entity is a tax resident of an E.U./E.E.A. or treaty state and that state is different 
from the state where the parent company is resident.  It should be noted that Section 
2A only applies when the Danish company and all intermediate holding companies 
above the Danish company are treated as fiscally transparent by the foreign parent 
company.  The rule would not apply if the Danish company were owned by the 
foreign parent company through an entity resident in a third state and the income 
of that entity was not included in the taxable income of the foreign parent company.

Further, it should be noted that certain tax consolidation rules, such as those in 
the U.S., may be considered to have the same effect as fiscal transparency and 
therefore may trigger Section 2A status.  The paradigm is a U.S. company that has a 
branch in Denmark.  The U.S. company or head office may be deemed transparent 
under Section 2A if the head office is tax consolidated with a U.S. parent company.  
In such an event, payments made by the Danish branch to the U.S. parent company 
would be considered to be within the same legal entity and thus not deductible.

A Danish company that has been classified as a transparent entity under Section 
2A will not be considered a Danish tax resident and thus will not be entitled to the 
benefits of E.U. directives and tax treaties concluded by Denmark.

TRANSFER PRICING

Under Danish law, transactions between related parties must be carried out in ac-
cordance with the arm’s length principle.  The arm’s length principle is defined in 
accordance with O.E.C.D. Guidelines and the Danish tax authorities recognize the 
methods set out in the guidelines.

When filing its tax returns, a Danish company must report the type and scope of 
transactions with related legal entities.  In addition, a Danish company is required 
to prepare and keep documentation on the methods used in determining the prices 
and terms of the transactions with related parties.  Documentation may be prepared 
in Danish, Swedish, Norwegian, or English.

Small and medium-sized companies are relieved of the obligation to prepare docu-
mentation.  These businesses are only required to prepare documentation for trans-
actions with related companies resident outside the E.U., and only if Denmark does 
not have a double tax treaty with the country in question.  Small and medium-sized 

“Under Danish law, 
transactions between 
related parties must 
be carried out in 
accordance with 
the arm’s length 
principle.”
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companies include companies which, on a consolidated basis, have (i) less than 
250 full time employees during a year and (ii) either assets below DKK 125,000,000 
(approximately €16,757,000 as of June 8, 2015) or turnover below DKK 250,000,000 
(approximately €33,500,000 as of June 8, 2015).

The penalty for noncompliance is calculated on different objective criteria and based 
on the potential tax advantage.  However, a fixed penalty of DKK 250,000 (basic 
amount) applies, plus 10% of the increased income if noncompliance resulted in 
economic gain.

The Danish tax authorities are now allowed to request a special auditor’s statement 
concerning transfer pricing documentation.  It is a condition for the tax authorities’ 
request that the company has controlled transactions with low-tax countries or the 
company’s annual reports have shown average operating losses for the previous 
four years measured at the E.B.I.T. level.

GROUP OF COMPANIES – JOINT CROSS-BORDER 
TAXATION

Under the Danish tax consolidation regime, Danish companies and Danish branch-
es of foreign companies, which are group-related as defined below, are subject to 
mandatory Danish tax consolidation.  Foreign branches of Danish companies in 
the group are not included unless an election for cross-border tax consolidation 
has been made.  With respect to cross-border tax consolidation, the all-or-none 
principle applies.  While tax consolidation with foreign group companies is voluntary, 
the all-or-none principle means that either (i) all group entities (Danish and foreign) 
are included in the tax consolidation scheme or (ii) none of them are included.  The 
decision to form a cross-border tax consolidation group is binding for a period of 
ten years.  In the event the consolidation is terminated within the ten-year period, 
foreign tax losses which were deducted are fully recaptured.

The regime applies to all related companies meeting the definition of group-related 
companies set out in the Danish Financial Statements Act.  Consequently, a qualify-
ing group-relation exists if a company, foundation, association, trust, or other entity  

• has the majority of the voting rights in another company;

• is a shareholder and has the right to appoint or dismiss a majority of the 
members of another company’s management;

• is a shareholder and is entitled to exercise control over another company’s 
operational and financial management on the basis of the articles of associ-
ation or agreement with that other company;

• is a shareholder and controls the majority of the voting rights in another com-
pany on the basis of a shareholder’s agreement; or

• is a shareholder in another company and exercises control over that compa-
ny’s operational and financial management.

The basic principles for determining and calculating consolidated income tax have 
not changed.  The administration company and the entities of the tax consolidation 
in which all the shares are directly or indirectly owned by the ultimate parent at the 
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end of the income year are jointly and severally liable with the parent company for 
the tax charges plus the surcharges and interest allocated to the company in that 
income year.

The taxable income of the consolidated group is computed company by company.  
The consolidated income is created by netting out the taxable results so that losses 
in one company offset profits in another.  Losses incurred by a group company be-
fore entering into the tax consolidation scheme cannot be set off against the taxable 
profits of other group companies, but only against its own future profits.  Tax consol-
idation does not eliminate capital gains that arise from the transfer of fixed assets 
between group companies, and there are no other special provisions exempting 
such gains from corporation income tax.

The ability to claim a benefit from a loss carryforward is limited.  A loss of DKK 
7,852,500 (2016 figure) can be offset against positive income in the carryover year.  
The remaining loss can reduce up to 60% of the remaining income.  Any remaining 
loss can be carried forward indefinitely.  Net operating loss carrybacks are not al-
lowed.

Special transition rules apply with regards to the recapture of foreign tax losses upon 
the termination of a tax consolidation scheme established under the old regime.

INTERIM DIVIDENDS

Danish corporate law allows for distribution of interim dividends.  Interim dividends 
may be distributed several times a year; however, interim dividends can only be dis-
tributed after the publication of the company’s first financial year.  Interim dividends 
may be distributed out of the free reserves and the profits realized in the current 
year as of the date of the interim balance sheet.  While ordinary annual dividends 
are distributed only upon the decision of the general shareholders’ meeting, the 
decision to distribute interim dividends can also be made by the board of directors 
pursuant to an authorization given by the shareholders.  The authorization does not 
have to be stipulated in the company’s articles of association, but many sharehold-
ers choose to include such authorization provisions in the articles of association to 
evidence that an authorization has been issued.

BINDING ADVANCE RULING

Binding rulings, including advance rulings, on specific proposed transactions can 
be obtained from the Danish Tax Authority.  A fee (currently approximately €50) is 
charged for a binding ruling.  Persons not subject to Danish tax liability are also 
entitled to ask for binding rulings.  Binding rulings are generally issued within one to 
three months, but may be issued much later for complex issues.  Binding rulings can 
be appealed to either the National Tax Tribunal or to a tax appeal committee, whose 
decisions can be appealed to the City Courts and the High Courts.

The binding ruling will be binding for the tax authorities for a period of five years.  
However, it is possible for the tax authorities to shorten the period if required by the 
circumstances.  The ruling is binding to the extent that the facts presented by the 
taxpayer upon submission of the request for the ruling do not differ from the actual 
facts of the transaction.
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As of May 1, 2015, binding rulings on the value of an asset transferred will no longer 
be binding if the value subsequently deviates significantly from the value set in the 
binding ruling.  A significant deviation is at least DKK 1,000,000 (€134,000) and at 
least 30%.

The assessment of whether or not the value of an asset has deviated from the 
time the binding ruling was issued may be based on either subsequent sale prices 
obtained by the buyer of the asset (via a direct or indirect sale), or the revenue 
subsequently generated by the asset.  The binding ruling may be disregarded until 
the statute of limitations expires, and the tax authorities are allowed to take into 
consideration all activities that have taken place until this time.  Binding rulings on 
the value of assets transferred are typically only relevant in transfer pricing cases.  
The statute of limitations for transfer pricing cases expires on May 1 of the sixth 
year following the relevant tax year, e.g., the value of an asset transfer taking place 
in the tax year 2015 can be set aside until May 1, 2021, taking into account any 
developments during this time.

The tax authorities are obliged not to set aside a binding ruling if the subsequent 
changes to the value of the assets are due to developments, market changes, and 
so on, that neither could nor should have been taken into account when the asset’s 
value was originally determined.

“As of May 1, 2015, 
binding rulings 
on the value of an 
asset transferred 
will no longer be 
binding if the value 
subsequently 
deviates significantly 
from the value set in 
the binding ruling.”
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AUSTRIA

INTRODUCTION

Austria, unlike countries such as Switzerland or Luxembourg, does not recognize a 
specific holding company status.  Therefore, in Austria, a holding company is taxed 
in the same way as any other company.  Nevertheless, the following features of the 
Austrian tax system make Austria a favorable jurisdiction for international holding 
companies:

• An international participation exemption for dividends and capital gains re-
ceived from foreign subsidiaries

• No thin capitalization legislation

• A competitive corporate tax rate of 25%

• No controlled foreign corporation (“C.F.C.”) legislation

• No withholding tax on interest paid by non-banks to nonresidents

• No withholding tax on dividends paid to E.U.-resident parent companies

• An extensive network of tax treaties (more than 100) with all major trading 
partners of Austria, Eastern European countries, and C.I.S. Member States, 
reducing or eliminating the general withholding tax

• The possibility of obtaining advance tax rulings regarding reorganizations, 
group taxation, and transfer pricing issues

• A group taxation system that allows Austrian holding companies to deduct 
losses incurred by qualifying foreign subsidiaries

• Full deductibility of interest expense for loans in connection with the acquisi-
tion of subsidiaries that are not already members of the group

CAPITALIZATION OF AUSTRIAN COMPANIES

Equity Contributions

Effective January 1, 2016, equity contributions and profit participating loans to an 
Austrian company are no longer subject to capital tax.

Loan Capital

Austria does not have a statutory thin capitalization rule.  Loan arrangements be-
tween an Austrian company and one of its shareholders are generally recognized 
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for tax purposes, provided that the terms of the loan meet the conditions of an arm’s 
length test and that a third party would grant a similar loan in light of the financial 
situation of the company.  If not, the loan capital will qualify as equity with the result 
that interest paid on the loan will not be deductible as a business expense.  Instead, 
interest payments will be treated as hidden distributions to the shareholder.  Under 
certain circumstances, debt-to-equity ratios of 98:2 are accepted as arm’s length 
loan arrangements by the tax authorities.

CORPORATE TAXATION

In General

A company is resident in Austria for tax purposes if it has its legal seat or its ef-
fective place of management in Austria.  Resident companies are taxable on their 
worldwide income, including capital gains, at a flat tax rate of 25%.  Independent of 
the taxable income, a minimum tax of 5% of the statutory minimum share capital is 
levied (i.e., €1,750 for limited liability companies and €3,500 for stock companies).  
During the first ten years after incorporation of a limited liability company, a reduced 
minimum tax applies for limited liability companies, namely €500 for the first five 
years and €1,000 for the following five years.  Any minimum tax payments can be 
offset against higher tax burdens in the future without limitation.

A nonresident company is taxable on business income derived in Austria if it carries 
on a business through a permanent establishment in Austria or participates in an 
Austrian business.  Income and capital gains from Austrian real estate are also 
taxable as Austrian business income of the nonresident company, even if the real 
estate is not attributable to an Austrian permanent establishment.

A nonresident company is further taxable on certain other items of income from Aus-
trian sources, in particular dividends from Austrian companies (if not exempt under 
the participation exemption) or royalties.

Participation Exemption

Participation Exemption for Dividends Received from Austrian Corporations 
and Portfolio Participations in Foreign Corporations

Pursuant to Section 10/1 of the Austrian Corporate Income Taxation Act (“C.T.A.”), 
an exemption is provided for dividends (or similar distributions of profits) received 
by an Austrian company from (i) another Austrian company or cooperative, (ii) com-
parable entities resident in the European Union, or (iii) comparable entities resident 
in any other country with which Austria has concluded a comprehensive mutual 
administrative assistance treaty.  Neither  the extent of the holding nor the  period 
during which the participation is held is taken into account in determining whether 
the exemption is applicable to a particular dividend.

The tax exemption for portfolio participations in foreign companies is not granted if 
(i) the foreign entity is not subject to a tax comparable to the Austrian corporation 
income tax, (ii) the tax rate is less than 15%, or (iii) the foreign entity is subject to 
comprehensive tax exemptions.  In these cases, the dividends paid are not tax 
exempt, but foreign tax paid is credited against Austrian tax.  This is known as a 
switch-over from an exemption system to a credit system.
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In comparison to dividends, capital gains from the sale of an Austrian domestic 
participation or a portfolio participation in a foreign corporation do not fall under the 
participation exemption and are subject to tax at the standard rate of 25%.  Gains 
realized upon the liquidation of the subsidiary are treated as capital gains and not as 
dividends, with the result that the domestic participation exemption does not apply.

A different set of exemption provisions applies to participations in non-Austrian com-
panies that qualify as international participations.  These are discussed below in 
Participation Exemption for Qualifying International Participations.

Participation Exemption for Qualifying International Participations

Qualifying International Participations

According to Section 10/2 C.T.A., a foreign company, including any company resi-
dent in the European Union (“E.U.”) or in the European Economic Area “E.E.A.”) is 
a qualifying international participation if the following conditions are met:

• The Austrian company holds, directly or indirectly through a transparent entity 
(e.g., a partnership), at least 10% of the share capital of the foreign company.

• The shares have been held for a minimum period of one year.

• The foreign company is comparable to an Austrian company or meets the 
requirements of Article 2 of the E.U. Parent-Subsidiary Directive (“P.S.D.”).

Tax Exemptions

Qualifying international participations held by an Austrian company are entitled to 
exemptions from tax with regard to dividend payments received and capital gains.1

The tax exemption for dividends includes dividends and other distributions paid out 
of profits earned by the foreign company prior to the acquisition of the shares by the 
Austrian holding company.

Capital Gains

Capital gains (or losses) from the alienation of shares and from the liquidation of a 
foreign company are (generally) tax-neutral pursuant to Section 10/3 C.T.A.  This 
system of tax neutrality means that capital gains or losses are disregarded and, 
therefore, not included in the tax base.  In addition, no tax deduction may be claimed 
for a write-down of the value of the participation.  However, losses incurred in the 
course of the termination of the company (voluntary winding-up or insolvency) re-
main deductible, insofar as they exceed the tax-exempt income received during 
the five business years prior to the commencement of the winding-up or insolvency 
proceedings.

The system of tax neutrality of capital gains, losses, and write-downs does not apply 
if the Austrian holding company elects to include these items in its tax base.  This 
election must be made in the tax return filed for the business year in which the 
qualifying participation has been acquired.  The option is irrevocable and extends 
automatically to any shares in the same company that the Austrian company may 
acquire later on.

1 Sec 10/1 nr 7 C.T.A.

“...”
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Regarding a change in tax status by virtue of a subsidiary’s transfer of domicile, 
the following provisions apply to outbound and inbound changes.  Should a sub-
sidiary become an “international participation” through the transfer of the Austrian 
subsidiary’s seat to a foreign country, the difference between the book value of the 
participation and its higher going-concern value at the time of the transfer remains 
taxable in the case of a later sale of the participation.  On the other hand, if a foreign 
subsidiary loses its “international participation” status by virtue of the transfer of its 
seat to Austria and no election for the taxation of the capital gains and losses has 
been made, the higher going-concern value at the time of the transfer is deemed to 
be the book value for the purpose of computing capital gains and losses.

This provides for tax planning opportunities.  If it is expected that the value of a 
participation in an Austrian subsidiary will rise in the future, it may be advisable to 
transfer the seat of the subsidiary to a foreign jurisdiction; the difference between 
the going-concern value at the time of the transfer and the later sales price would 
then be tax free.  Conversely, a foreign subsidiary for which no election to tax has 
been made could be transferred to Austria, if it is expected that its value will de-
crease in the future, with the result that capital losses become deductible.

Anti-Avoidance Provisions

The tax exemption for international participations is not available where the compa-
ny meets the following conditions, established under specific anti-avoidance provi-
sions:

• The main business of the company consists of, directly or indirectly, deriving 
(i) interest income, (ii) rental income from movable tangible property (i.e., 
rents from immovable property are not detrimental), or (iii) income from roy-
alties or the alienation of participations (passive income).  Dividend income 
derived, directly or indirectly, from an operating company is not considered 
passive income.

• The foreign taxation of the company is not comparable to the Austrian sys-
tem of corporation taxation.  According to the International Participation Or-
dinance of the Ministry of Finance, a foreign tax system is comparable to the 
Austrian system if the average tax rate of the foreign company computed in 
accordance with the principles of Austrian tax law exceeds 15%.  Foreign 
taxes that are indirectly imposed on the income of the foreign company are 
taken into account when calculating the foreign average tax rate.  If the 15% 
threshold is missed only because the foreign tax law allows a deduction of 
depreciations on fixed assets or a deduction of loss carryforwards that are 
not deductible under Austrian law, the foreign corporate taxation is neverthe-
less deemed to be comparable to the Austrian taxation.

In principle, the international participation exemption is denied only if adverse re-
sults are reached under both tests.  However, if marginally favorable results are 
reached under one test, and adverse results are clearly reached under the other 
test, the exemption will be denied.  

If the participation exemption is denied, a switch-over to the credit method takes 
place.  Consequently

• dividends and capital gains from the foreign company become taxable at the 
level of the holding company; and

“ If it is expected 
that the value of a 
participation in an 
Austrian subsidiary 
will rise in the future, 
it may be advisable 
to transfer the seat 
of the subsidiary to a 
foreign jurisdiction.”
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• upon application by the Austrian holding company, foreign corporation income 
tax on the profits of and withholding tax on the dividends from the foreign 
company are credited against the Austrian tax liability, which is charged on 
dividends and other income distributions received by the Austrian company.  
The tax credit is itself subject to Austrian tax, much like a Section 78 dividend 
gross-up under U.S. tax law.2

For example, if the foreign dividend is 100 and the creditable foreign tax is 10, the 
Austrian tax charge would be 25 (25% of 100) without tax credit; should the Austrian 
taxpayer file the application for the tax credit, the Austrian tax charge will be 17.5 
(25% of 110 minus 10).

In the event that the creditable tax is higher than the Austrian tax, the unused foreign 
tax credit can be carried forward and may be available as a credit against Austrian 
tax in following years.

The participation exemption may also be denied under the general abuse of legal 
rights concept.  Generally speaking, an abuse of a legal right occurs when a specific 
legal structure can only be explained by tax avoidance with regard to Austrian taxes.  
In connection with foreign subsidiaries of Austrian companies, the Austrian Admin-
istrative High Court (“Verwaltungsgerichtshof”), the highest tribunal in tax matters, 
frequently invokes this principle when it reaches the conclusion that a foreign sub-
sidiary has no economic function whatsoever.  In the case of an abuse of a legal 
right, the foreign subsidiary is treated as a transparent vehicle, with the result that 
its profits are directly taxed in the hands of the Austrian taxpayer.

Treaty Exemptions

As set out above, the domestic participation exemption regime is in some aspects 
more favorable than the international participation exemption, since there is neither 
a minimum shareholding requirement nor a minimum holding period.  Under tax 
treaties that include an equal treatment clause, the Austrian company may enjoy the 
benefits of the international participation exemption for foreign companies resident 
in the jurisdiction of the treaty state, if the conditions for application of the domestic 
participation exemption are fulfilled.  Such clauses appear in the double tax treaties 
with Ireland, Luxembourg, Sweden, and Turkey.

Interest Deduction

As a general principle, costs relating to tax-exempt income are not tax deductible 
in Austria.  However, interest payments connected with the financing of (domestic 
or international) shareholdings (but not other financing costs, such as bank fees) 
are deductible despite the fact that income derived from such participations is tax 
exempt.  As of 2011, a deduction is no longer granted for interest payments made in 
connection with financing for the purchase of intra-group participations, in order to 
hinder intra-group tax-avoidance structures.

2 Under §78 of the Internal Revenue Code of 1986 as currently in effect, the 
amount of an indirect foreign tax credit for the foreign income tax imposed on 
the profits giving rise to an actual dividend are themselves treated as additional 
dividend income.  This allows the foreign tax credit to be approximately the 
same whether a U.S. corporation operates abroad through a foreign branch or 
a foreign subsidiary.
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Group Taxation

Effective January 1, 2005, a group taxation concept replaced the former Organ-
schaft concept.  Under the rules now in effect, it is possible to tax all profits and loss-
es derived by the members of a tax group at the level of the group head.  However, 
group taxation is an option that may be elected independently for each potential 
group member.

The group head must be (i) an Austrian company, (ii) an Austrian cooperative, or 
(iii) an Austrian-registered branch of a nonresident company or cooperative that is 
either an entity listed in Article 2 of the P.S.D. (provided that it is comparable with an 
Austrian entity that qualifies as group head) or a company that is legally comparable 
to an Austrian company and has its seat and its effective place of management in 
a Member State of the E.E.A.  Several companies may act jointly as group head, 
provided that certain minimum holding requirements are met.  Several entities may 
form a joint group head if certain participation thresholds are met.

Participating group members may be Austrian or comparable foreign companies or 
cooperatives; foreign entities, however, will qualify as a group member only if the 
financial integration requirement described below is exclusively fulfilled with regard 
to an Austrian group member or the Austrian group head.

To qualify as a member of a tax group, the group head or an Austrian group member 
must hold a direct or indirect participation of over 50% in the Austrian or foreign 
subsidiaries that shall be part of the tax group.  In the case of a joint group head, one 
head company must hold at least 40% and the other head companies must hold at 
least 15% in the group member.  The financial integration requirement must be met 
during the entire business year of the participating subsidiary.  The Austrian group 
members must further file a written application with the revenue office, which binds 
the group members for a minimum period of three years.

All profits and losses of the Austrian members of the group are calculated at the 
level of the group members, but they are taxed at the level of the group head.  This 
treatment applies even when a person who is not a group member holds a minority 
stake in one of the participating subsidiaries.  For this reason, it is necessary that the 
group members agree on compensation payments.  These agreements need not be 
annexed to the filing; it is sufficient that the group members confirm that such agree-
ments exist.  The compensation payments themselves will be tax neutral in Austria.

With regard to foreign group members, losses – but not profits – are taken into 
account.  For the purpose of Austrian group taxation, the foreign loss is computed 
in accordance with Austrian tax law; however, effective as of 2012, the deductible 
foreign loss is limited by the amount calculated in accordance with the applicable 
foreign tax provisions.  The tax benefit in Austria can be recaptured in several fact 
patterns.  The first relates to dual loss benefits.  When the foreign member can re-
ceive a credit in future years for the foreign loss against foreign profits in accordance 
with the rules of the foreign tax law (e.g., by using a loss carryforward provision), 
then recapture rules apply.  As a result, if such losses can be used abroad, the tax 
base of the group head will be increased by the amount of losses used abroad.  The 
second relates to departures from the group.  Should the foreign member cease 
to be a member of the tax group, the tax base in Austria will be increased in an 
amount corresponding to the losses previously consolidated in Austria but not yet 
used against foreign profits. 
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If the foreign group member ceases to exist because of liquidation or insolvency and 
definite capital losses are incurred by the parent company, the recaptured amount is 
reduced by those write-downs that were not tax effective during the period of group 
membership.

Previously, the group taxation regime applied to subsidiaries resident in E.U. Mem-
ber States and to subsidiaries anywhere in the world, although in practice, account-
ing rules made it enormously difficult to integrate a foreign subsidiary into an Aus-
trian tax group.  Effective March 1, 2014, subsidiaries resident in non-E.U. Member 
States can qualify as group members only if the country of residence has entered 
into an agreement on mutual administrative assistance in tax matters with Austria.

Finally, a write-down of participations in the share capital of group members will not 
be deductible for tax purposes.  Previously, this disadvantage had been partially 
offset by the fact that, for Austrian-resident companies, goodwill acquired by means 
of a share acquisition was written down.  If the acquisition costs of a shareholding 
exceeded the net capital of the acquired company increased by hidden reserves 
of non-depreciable assets, the excess amount (capped at 50% of the acquisition 
costs) was capitalized and depreciated over 15 years.  However, for acquisitions 
made after February 28, 2014, this depreciation of goodwill no longer applies.

B.E.P.S.: Disallowance of Interest and Royalty Payments

In line with international actions to be taken against base erosion and profit shifting 
(“B.E.P.S.”), as of March 1, 2014, interest and royalty payments made by Austrian 
corporations to related parties are no longer tax deductible if, at the level of the 
receiving entity, such payments are tax exempt or taxed at a rate of less than 10% 
(also taking into account tax credits), or if, at the level of the beneficial owner, the 
receiving entity is not the beneficial owner of the interest or royalty payment.

WITHHOLDING TAX ON OUTBOUND PAYMENTS

Dividend Payments

Generally, dividends paid by an Austrian company to nonresident shareholders are 
subject to withholding tax at a rate of 27.5% effective January 1, 2016 (previously 
25%).  Dividends paid by an Austrian company to its E.U.-resident parent are ex-
empt from taxation under legislation implementing the P.S.D., if the parent company 
directly holds a participation in the Austrian subsidiary of at least 10% for a minimum 
period of one year.  If payments are made before the minimum holding period has 
elapsed, the payment is subject to withholding taxation; the parent company, how-
ever, is entitled to a refund once the minimum holding requirement has been met.  In 
addition, tax must be withheld in cases of suspected abuse according to Section 94, 
nr. 2 of the Austrian Income Tax Act (“I.T.A.”).  In particular, abuse is assumed if the 
parent company is not actively engaged in business and does not have a number of 
employees or its own office.  In such cases, withheld tax is refunded on application 
of the parent company provided that the abuse presumption is rebutted.

Under most tax treaties, withholding tax is ordinarily reduced to 15% for portfolio 
dividends and 5% for non-portfolio dividends.  In some cases, withholding tax may 
be eliminated entirely (e.g., Bulgaria).  Austria has over 100 income tax treaties 
currently in effect, as illustrated in the following table:

“Subsidiaries 
resident in non-E.U. 
Member States can 
qualify as group 
members only if the 
country of residence 
has entered into 
an agreement on 
mutual administrative 
assistance in tax 
matters with Austria.”
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Albania  
Algeria 
Armenia 
Azerbaijan 
Australia 
Barbados 
Bahrain 
Belarus 
Belgium 
Belize 
Bosnia & Herzegovina
Brazil
Bulgaria
Canada
Chile
China
Croatia
Cuba
Cyprus
Czech Republic
Denmark

Egypt 
Estonia 
Finland 
France
Germany 
Georgia  
Greece 
Hong Kong 
Hungary 
India 
Indonesia 
Iran  
Ireland  
Israel  
Italy  
Japan 
Korea 
Kazakhstan
Kyrgyzstan
Kuwait  
Latvia  

Libya
Liechtenstein
Lithuania
Luxembourg
Malta
Macedonia
Mexico  
Morocco  
Moldova
Mongolia  
New Zealand
Nepal  
Netherlands  
Norway
Qatar  
Pakistan
Philippines  
Portugal
Romania
Russia  
San Marino

Saudi Arabia
Serbia  
Singapore  
Slovakia
Slovenia
Spain
South Africa
Switzerland
Sweden  
Syria
Tajikistan
Thailand  
Tunisia
Turkey  
Turkmenistan
U.K.
Ukraine
U.A.E.
U.S.A.
Uzbekistan
Venezuela

Capital Gains

Nonresident shareholders are generally subject to taxation on the disposition of 
shares in an Austrian company if the shareholder has held 1% or more of the share 
capital for any time during the preceding five years.  If the participation does not 
exceed this threshold, capital gains are not taxable.  For corporate shareholders, 
corporate tax is levied at the regular corporate tax rate of 25% on the realized gains.  
Gains realized on the liquidation of an Austrian company are subject to corporation 
tax, regardless of the extent of the shareholding.

However, Austria has waived its right to tax capital gains from the disposal of shares 
under most of its tax treaties as specified in the O.E.C.D. Model Convention.3

Royalties

Royalties paid by an Austrian company to nonresidents are generally subject to 
withholding tax at a rate of 20%; expenses are not deductible.  However, under most 
tax treaties, the withholding tax is reduced or eliminated (e.g., Germany, Poland, 
Hungary, and Croatia).  If the receiving company is resident in an E.U. or E.E.A. 
Member State, expenses directly connected to the royalty income may reduce the 
withholding tax base.  However, in this case, an increased withholding tax rate of 
25% applies to the net base.

Austria has adopted the Interest and Royalties Directive.  Section 99a I.T.A. applies 

3 Article 13/4 of the O.E.C.D. Model Convention.
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to interest and royalty payments made to associated companies of a type listed in 
the Annex to the Interest and Royalties Directive or their permanent establishments 
located in an E.U. Member State.  In all circumstances, the recipient must qualify as 
the beneficial owner of the payment.

Companies qualifying as parent, subsidiary, or sister companies are deemed to be 
“associated” for the purposes of this directive.  The parent company must directly 
hold at least 25% of the capital of the subsidiary for an uninterrupted period of one 
year.  Furthermore, all companies involved in the structure of the corporate body 
must be resident within the E.U.  A company is treated as the beneficial owner of 
interest and royalties only if it receives payment for its own benefit and not as an 
intermediary (e.g., an agent, trustee, or authorized signatory) for another person.

Royalties include payments of any kind that are received as consideration for the 
use of or the right to use (i) any copyright (whether literary, artistic, or scientific), 
software, patent, trademark, design, model, plan, secret formula, or process; (ii) 
information concerning industrial, commercial, or scientific matters; or (iii) industrial, 
commercial, or scientific equipment.

Section 99a I.T.A. further requires that (i) the right be related to the assets of the 
recipient company and (ii) payments qualify as tax-deductible expenses when made 
by a permanent establishment, although deductibility does not apply if a permanent 
establishment pays interest or royalties to its head office.

If at the time of the payment the holding requirement has not been met or the Aus-
trian debtor company has not yet provided the required documentary evidence, the 
withholding tax can be refunded upon request.  The Austrian tax authorities are 
further free to deny an exemption if a corporate group structure was established 
with the intention of tax avoidance (in which case, the Austrian company will be held 
liable for withholding tax if it applied the exemption).

Interest

Interest payments to non-Austrian resident corporations are not subject to Austrian 
tax.

Given the fact that Austrian tax law does not provide for statutory thin capitalization 
rules, debt financing is an attractive method for repatriating profits from an Austrian 
holding company to its foreign parent company.

However, in the case of shareholder loans, special attention is given to proper struc-
turing.  Under the general anti-avoidance principles, the interest accruing on the 
loan may be subject to withholding tax as a hidden distribution of profits if the terms 
of the loan do not meet the requirements of an arm’s length test.

Other Income

A 20% withholding tax is levied on fees for technical and commercial consulting 
services rendered by a nonresident.  However, Austria waives its taxing rights under 
most tax treaties.

“Royalties paid by an 
Austrian company 
to nonresidents are 
generally subject 
to withholding tax 
at a rate of 20%; 
expenses are 
not deductible.  
However, under 
most tax treaties, 
the withholding 
tax is reduced or 
eliminated.”
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OTHER TAX ISSUES

Wealth Tax

Austria does not currently impose a wealth tax on Austrian companies or individu-
als.  Future tax reforms may reintroduce a general wealth tax, which was abolished 
in 1994.  The only wealth tax currently imposed is an annual tax on Austrian real 
estate.

Anti-Avoidance Legislation

There are only a few specific statutory anti-avoidance provisions in Austrian tax law, 
the most noteworthy being the provision relating to the international participation 
exemption.  In particular, Austria does not have C.F.C. legislation nor thin capital-
ization legislation.  Transfer pricing issues are dealt with in accordance with general 
anti-avoidance principles, in particular the arm’s length principle.

However, there is a general anti-avoidance rule that provides for the principle of 
“substance over form.”  As a consequence of austerity budgets and international 
B.E.P.S. measures, in recent years this provision has been applied by the Austrian 
tax authorities more often and to a wider scope of transactions.  Thus, tax planning 
now yields results that are less predictable.

Foreign Tax Credit

By virtue of a Double Taxation Directive from the Ministry of Finance, certain items 
of foreign-source income are exempt from Austrian taxation, in particular (i) income 
from immovable property, (ii) business income attributable to a foreign permanent 
establishment, and (iii) income derived from building sites or construction or instal-
lation projects, if the following requirements are met:

• The Austrian taxpayer derives income from sources in a country with which 
Austria has not concluded a tax treaty.

• The foreign state imposes a tax on the income that is comparable to Austrian 
income taxation or corporation income taxation.

• The average foreign tax rate computed in accordance with Austrian tax prin-
ciples exceeds 15%.

The credit method applies to all foreign-source income that is neither exempt from 
taxation according to the foregoing rule nor subject to a tax treaty.  The foreign tax 
credit is capped at an amount corresponding to the part of the Austrian tax that is 
attributable, as computed before the deduction is given, to income from sources 
within the foreign country in question.  There are, however, no “basket” rules for the 
foreign tax credit.
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FRANCE

CORPORATION INCOME TAX – GENERAL

The standard corporation income tax (“C.I.T.”) rate in France is 33.33%.  However, 
a 3.3% additional social contribution may apply on the fraction of the C.I.T. that 
exceeds €763,000 (i.e., where the taxable profits are greater than €2,289,000).  The 
effective tax rate in this case is 34.43%.  Lower rates apply to small- and medi-
um-sized enterprises (“S.M.E.’s”).

The 4th Finance Amendment Bill for 2011 introduced a temporary additional 5% 
contribution based on the C.I.T. amount due, which was meant to apply for three 
years.  Its application has been extended through the fiscal year ending on De-
cember 30, 2016.  Also, as of the 2013 fiscal year, the rate has been increased to 
10.7%.  This contribution only applies where the worldwide annual turnover of an 
entity exceeds €250 million.  The effective C.I.T. rate amounts to 38%, taking into 
account this second additional contribution.  For companies closing their fiscal year 
on December 31, 2016, and later, the contribution is no longer applicable.

NET OPERATING LOSSES

Carryforward

Net operating losses (“N.O.L.’s”) can be carried forward with no time limit.  However, 
the amount of offset against the taxable result cannot exceed €1 million, plus 50% 
of the fraction of the taxable result exceeding €1 million. Also, the transactions that 
give rise to the N.O.L. can be examined by the tax authorities in the carryforward 
year in which it is applied to reduced income.

Carryback

N.O.L.’s incurred by companies subject to C.I.T. can be offset against the taxable 
result realized in the immediately preceding tax year.  Thus, a loss incurred in 2016, 
for example, can only be carried back and used against taxable income in 2015, 
with no ability to go further backward.  Furthermore, the carryback is now limited to 
the lesser of €1 million or the taxable income realized in the immediately preceding 
tax year.  The carryback gives rise to a tax credit, the amount of which is determined 
by applying the C.I.T. rate of the fiscal year during which the profit was realized to 
the amount of N.O.L.’s carried back.  This tax credit can be (i) reimbursed at the end 
of the five-year period following the year during which the losses were incurred, (ii) 
used before that date for the payment of the C.I.T. (but not for the payment of the 
additional contributions to C.I.T.), or (iii) offered as a guaranty to a credit institution.
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PARTICIPATION EXEMPTION OR THE DIVIDENDS 
RECEIVED DEDUCTION

Dividend distributions received by French corporations, whether French or for-
eign-sourced, are in principle subject to C.I.T.  For fiscal years closing as of De-
cember 31, 2015, the Dividends Received Deduction (“D.R.D.”) regime has been 
amended to reflect the recommendations of the O.E.C.D.’s initiative to combat base 
erosion and profit shifting (the “B.E.P.S. Project”) and to comply with the E.U. Par-
ent-Subsidiary Directive no. 2015/121 (“P.S.D.”).

Under the new D.R.D. regime, distributions are 95% exempt from C.I.T. where the 
following conditions are met:

• The shares are in registered form or deposited with an accredited institution.

• The receiving corporation holds at least 5% of the capital of the distributing 
company and is the effective beneficiary of the dividends.1

• The qualifying 5% share in the capital of the distributing company must be 
held for at least two years.

Specific rules apply for dividends distributed within corporations filing a consolidated 
tax return (see below Tax Consolidation).

The 5% capital threshold refers only to financial rights as they have recently been 
defined in French case law.2  This proves flexible where companies issue preferred 
stock with increased financial rights and reduced voting rights.

The exemption applies from the first day of the 5% holding, provided that the holding 
period is ultimately maintained for two years.  Failure to maintain the shares for two 
years will result in a claw-back of the exemption.  Late-payment interest along with 
the applicable C.I.T. must be paid within three months of the date of disposal of the 
shares.  A disposal of shares within the course of a tax-free reorganization is disre-
garded for D.R.D. purposes.

Only dividends attached to classes of stock with financial and voting rights are eligi-
ble for the 95% exemption.  However, where the receiving entity holds at least 5% 
of the financial rights and voting rights (and the two-year holding condition is met 
with respect to this share), all the dividends received on all classes of shares benefit 
from the 95% exemption.

The D.R.D. regime applies to dividends and other distributions attached to the 
shares of stock held by the receiving corporation.

Dividends are fully exempt with a 5% add-back of the costs deemed to correspond 
to management of the stock.  N.O.L.’s can be applied against that taxable profit.

The D.R.D. applies to dividends received from foreign subsidiaries without limita-
tion, other than those conditions set forth above.  Subject to the application of tax 

1 In accordance with recent French case law, Article 145 1-b of the French tax 
code has been amended to include both full ownership and bare ownership as 
qualifying for the 5% capital threshold.

2 C.E. November 5, 2014, decision No. 370650.
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treaties, foreign tax withheld in a source country may be used (no later than five 
fiscal years after the distribution) as a tax credit against any French withholding tax 
that may be due upon the further distribution of the dividend to a foreign shareholder 
of the French company.3  Otherwise, tax withheld at the source is not recoverable.  
The 5% add back is calculated on the gross amount of the dividends received from 
the foreign subsidiary.

As of March 1, 2010, distributions from a company established in a noncoopera-
tive country or territory (see Non-Cooperative Countries and Territories and the 
Blacklist below) are not eligible for the D.R.D., except where the corporate share-
holder justifies that its holding is effective and not driven by tax fraud.

In anticipation of efforts against base erosion and hybrid instruments, the D.R.D. 
is no longer applicable to distributions made on or after January 1, 2015, if the 
dividend gives rise to a deduction at the level of the distributing company.  This pro-
vision also complies with the amendment of the P.S.D. on cross-border distributions 
within the Single Market, which prevents the exemption of the dividend at the level 
of the recipient corporation when the dividend was claimed as a deduction against 
the profits of the distributing company.4

In addition, for fiscal years beginning on or after January 1, 2016, the exemption 
does not apply to dividends received if the corporate shareholder cannot provide 
justification that the ownership structure was chosen for a valid commercial purpose 
reflective of economic reality, and that its primary aim was not obtaining the exemp-
tion.  If proper justification cannot be shown, the ownership structure is not consid-
ered “genuine” for tax purposes and the application of the D.R.D. regime is denied.

The law does not outline the definitions of the terms “valid” commercial purpose 
and a “genuine” ownership structure.  This could affect holding companies whose 
activity is strictly limited to the holding of securities, especially if their shareholders 
are residents of non-E.U. states.  The case law and the tax guidelines, which are 
unpublished as of June 15, 2016, will likely aid in the determination of understanding 
the circumstances in which the interposition of a holding company in an ownership 
structure will be considered unjustified.  

This new anti-abuse provision is aimed at artificial ownership structures with insuf-
ficient substance.  It is very likely that the real challenge for holding companies will 
be the addition of a new requirement to assess relevance within the holding chain 
in addition to relying on the number of employees or the size of the premises.  The 
presence of an autonomous decision-making process at the level of the intermediate 
holding company is critical in order to assert the validity of its commercial purpose.

Last, but not least, for fiscal years closed on or after December 31, 2014, a transfer 
of qualifying stock to a “Fiducie,” which is the equivalent of a trust under French 
law, is not treated as a disposal for D.R.D. purposes despite the apparent transfer 
of ownership.  Through the trustee (“fiduciaire”), the settlor (“constituant”) should 
maintain all its voting and financial rights on the stock.  This development would 

3 French administrative doctrine; BOI-RPPM-RCM-30-30-20-50, September 12, 
2012.

4 Council Directive 2014/86/E.U. of July 8, 2014, amending Directive 2011/96/E.U. 
on the common system of taxation applicable to cases where parent companies 
and their subsidiaries are in different Member States.
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allow the use of a Fiducie for leveraged buyouts (“L.B.O.’s”) and would prove more 
flexible and less burdensome than the so-called “double luxco structure,” which is 
not exempt from tax or legal challenges.5

TAX CONSOLIDATION

Under §§223A et seq. of the F.T.C., a French company, or a French branch of a 
foreign company, that holds, directly or indirectly (either through other French con-
solidated companies or, subject to certain conditions, through an E.U.-resident com-
pany6), at least 95% of the capital and voting rights of other French companies or 
branches of foreign companies may file a consolidated tax return.

The following conditions must be met:

• All members of the tax-consolidated group must be subject to French C.I.T. 
and have the same financial year.

• Another French company that is subject to C.I.T. must not hold 95% or more 
of the consolidating company, either directly or indirectly.7

• The parent company must satisfy the 95% minimum holding, directly or indi-
rectly, throughout the entire financial year.

• Adequate tax group elections must be filed in a timely manner.8

The consolidating company is liable for C.I.T. on the group taxable result, which is 
the sum of all members’ profits and losses, subject to certain adjustments (e.g., the 
neutralization of intra-group transactions and distributions).  Provided that they are 
paid after the first consolidated fiscal year, intra-group distributions are neutralized.  
The 3% distribution tax does not apply within a consolidated context (see The 3% 
Contribution on Distributions below). 

For dividends distributed during fiscal years beginning prior to January 1, 2016, the 
D.R.D. 5% add-back (see Participation Exemption or the Dividends Received 
Deduction above) was completely deferred until one of the distributing company or 
the receiving company exits the tax group.  For fiscal years beginning on or after 
January 1, 2016, the deferral of the 5% add-back is replaced by a reduction of the 
add-back to 1%.  These rules also are applicable to dividends received from sub-
sidiaries in the E.U. or European Economic Area (“E.E.A.”) that would have been 
qualified to file a consolidated return had they been formed in France.9

An anti-debt-push-down provision under §223B, known as the “Charasse Amend-
ment,” restricts the possibility to deduct interest expenses where a member of a 

5 Amending Finance Law for 2014, No 2014-1655 of December 29, 2014.
6 And companies situated in Norway, Iceland, and Liechtenstein.
7 A French company subject to C.I.T. may indirectly hold a 95% participation 

in the consolidating company, provided that it is held through a company not 
subject to C.I.T. or through companies in which it maintains an interest of less 
than 95%.

8 The filing deadline matches the deadline for filing C.I.T. annual returns.
9 E.C.J. Groupe Steria SCA, aff. C-386/114, September 2, 2015.
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tax-consolidated group purchases, from its controlling shareholders, shares of a 
company that subsequently becomes part of the same tax-consolidated group.  In 
such a case, the acquiring company must add back part of its interest expenses for 
tax purposes during the year of the acquisition and the following eight years.10

Tax consolidation proves to be a powerful tool for L.B.O.’s since it combines consol-
idation and tax-free distributions.

The French tax consolidation regime has been modified in a favorable way during 
the last few years, thanks to rulings by the European Court of Justice (“E.C.J.”).  
Since 2009, following the E.C.J.’s ruling in the Papillon case,11 a consolidated group 
may include French subsidiaries indirectly held through a company (or permanent 
establishment) that is (i) resident in the E.U. or E.E.A. and (ii) subject to C.I.T., with-
out exemption in its country of residence.

Further to E.C.J. case law,12 the Amended Finance Law for 2014 introduced new 
provisions allowing the tax consolidation of French sister companies and their sub-
sidiaries (under the conditions explained above) where at least 95% is held, directly 
or indirectly, by the same E.U.-resident company13 subject to C.I.T. in its country of 
residence.  In such a case, one of the two top sister companies elects to be treated 
as the consolidating company.

NON-COOPERATIVE COUNTRIES AND 
TERRITORIES AND THE BLACKLIST

In order to bolster the fight against tax avoidance, the Finance Amendment Bill 
for 2009 established a blacklist of Non-Cooperative Countries and Territories 
(“N.C.C.T.’s”).  A country or territory is defined as an N.C.C.T. if it meets the following 
criteria:

• It is not a Member State of the European Union.

• It has been reviewed and monitored by the O.E.C.D. global forum on trans-
parency and exchange of information.

• It has not concluded 12 or more Tax Information and Exchange Agreements 
(“T.I.E.A.’s”).

• It has not signed a T.I.E.A. with France.

The N.C.C.T. list is updated annually and, through June 15, 2016, consists of the 
following states:

Botswana
Brunei

Guatemala
Nauru

Niue
Panama

10 Interest expenses disallowed under the Charasse Amendment are determined 
on the basis of the following formula: (interest expenses of all tax group mem-
bers) x (acquisition price / average indebtedness of all tax group members).

11 E.C.J., Sté Papillon, 418/07, November 27, 2008.
12 E.C.J., SCA Group Holding BV, C39-13, June 12, 2014.
13 Or in Norway, Iceland, or Liechtenstein.
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The N.C.C.T. list is subject to modification in accordance with developments con-
cerning the conclusion of new tax treaties and/or the effectiveness of the exchange 
of information as provided by treaties and T.I.E.A.’s.

In cases where one of these countries is involved, the French tax law provides for 
an aggravated tax rate, tightened anti-abuse of law provisions, or exclusion from 
favorable tax regimes.  In June 2015, the E.U. published its first list of international 
tax havens.  The list comprises countries that are featured on the blacklists of at 
least ten Member States.  It names 30 territories in total, including: Hong Kong and 
Brunei in Asia; Monaco, Andorra, and Guernsey in Europe; and a series of Caribbe-
an havens, including the Cayman Islands and the British Virgin Islands.

However, following the Panama Papers leaks, the European Commission an-
nounced its intent to reform the national tax blacklists of E.U. Member States by 
replacing them with a common E.U-wide blacklist.  Panama was also added to 
France’s list of N.C.C.T.’s as a response to the leaks.

THE 3% CONTRIBUTION ON DISTRIBUTIONS

As of August 17, 2012, companies that are subject to C.I.T. are also subject to a con-
tribution on the distributions made to their shareholders, whether French or foreign, 
equal to 3% of the distributed amount.  This special contribution, treated as C.I.T. 
(and not as distribution tax), is not deductible.

S.M.E.’s or collective investment funds, and, under certain conditions, Real Estate 
Investment Trusts (“R.E.I.T.’s”), are not liable for the 3% contribution.

The special contribution applies to dividends and distributions as defined by French 
tax law.  This contribution is not applicable to dividends paid in shares (if the shares 
are not cancelled14 within one year by the issuing company).  As of January 1, 2015, 
share buybacks can no longer trigger the 3% contribution, as those transactions 
now fall within the capital gains tax regime.  Before that date, the income resulting 
from share buybacks could be partially regarded as a distribution.  The allocation of 
profits from French permanent establishments to their foreign parents will trigger the 
3% contribution, except where the foreign company is E.U.-resident and the allocat-
ed profits are subject to C.I.T. in the E.U. Member State without option or exemption.

This contribution is not applicable within a tax consolidation context.  Unused tax 
treaty foreign tax credits (on inbound dividends) can be credited against the 3% 
contribution.

Since its enactment in French tax law, the 3% contribution has been criticized as 
failing to conform with E.U. law.  The tax applies to French corporations that make 
distributions to an E.U. corporation that is a 95% shareholder.  If the 95% sharehold-
er is a French corporation that heads a French consolidated group, an exemption 
applies to distributions within the group.  Also, the fact that the 3% contribution 
applies to subsidiaries and not to branches could constitute an infringement of the 
E.U. freedom of establishment.  In February 2015, the E.U. Commission initiated an 
infringement procedure against France in order to address these issues.

14 Through a share buyback program not aimed at purging losses of the company 
(under §§L225-207 of the Commercial Code).
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Claims may be brought to the French Tax Authorities (“F.T.A.”) to request reimburse-
ment for payment of the 3% contribution if the E.U. corporate recipient of the distri-
bution would have qualified to file a consolidated tax return if it had been established 
in France (see Tax Consolidation above).  Based upon existing knowledge, the 
F.T.A. has begun to issue refunds.

WITHHOLDING TAX ON OUTBOUND DIVIDENDS

Under §119 bis 2 of the F.T.C., a 30% withholding tax is levied on outbound dividend 
payments subject to tax treaties (see Outbound Dividends and Tax Treaties be-
low). Dividend payments made to N.C.C.T.’s are subject to a withholding tax of 75%.

In comparison, withholding is not required on dividends paid to qualifying E.U. par-
ent companies subject to a 10% ownership test (the “E.U. Directive Exemption”) or, 
where the E.U. parent company is unable to recover French-source withholding tax, 
subject to a 5% ownership test (the “5% E.U. Exemption”).  In both cases, a two-
year holding requirement applies.

Also, under certain conditions, withholding tax is not due when distributions are 
paid to collective investment funds established in the E.U. or in a country with which 
France has signed a convention on administrative assistance (which is the case with 
a large number of countries).

Outbound Dividends Within the E.U.

E.U. Directive Exemption

The E.U. Directive Exemption applies if the following tests are met:

• The distributing company is subject to C.I.T. (at the standard rate) in France 
without exemption.

• The shareholder corporation is an E.U. or E.E.A. resident defined as having 
its place of control and management in another E.U./E.E.A. Member State.

• The shareholder corporation is incorporated under one of the legal forms 
listed as an appendix to the E.U. Directive 2011/96/EU dated November 30, 
2011.

• The shareholder corporation is the beneficial owner of the dividends distrib-
uted.

• The shareholder corporation is subject to C.I.T. in its E.U/E.E.A. Member 
State of establishment, without option and exemption.

• The shareholder corporation holds directly 10% or more of the capital of the 
distributing company.15

The dividend may be paid to an E.U./E.E.A. permanent establishment of an eligible 
shareholder corporation.

15 As previously mentioned, the shares must be held for at least two years.  How-
ever, the E.U. Directive Exemption can be claimed before the expiration of that 
period.
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In order to comply with the provisions of the P.S.D., the exemption has been amend-
ed to reflect the E.U.-inspired anti-abuse provision already introduced for the French 
D.R.D. (see Participation Exemption or the Dividends Received Deduction 
above).  Thus, for fiscal years beginning on or after January 1, 2016, the E.U. Direc-
tive Exemption no longer applies to dividends received if the corporate shareholder 
cannot provide justification that that the ownership structure was chosen for a “valid” 
commercial purpose and not with the primary aim of obtaining the exemption.

5% E.U. Exemption

The 5% E.U. Exemption that was provided for in the F.T.A. guidelines16 published in 
the wake of the E.C.J. Denkavit decision17 has entered into law.

The following requirements must be met:

• The shareholder must enjoy an exemption regime in its own country of resi-
dence.  This is to say that the recipient shareholder must not be in a position 
to credit the French withholding tax against its own tax.

• The shareholder must be a resident of the European Union or of Liechten-
stein, Norway, or Iceland,18 provided that the recipient shareholder’s country 
of residence has entered into a qualifying tax treaty with France.

• The parties must not have entered into an “artificial arrangement” for tax 
avoidance.

• The stock must (i) constitute 5% of the capital and voting rights of the distrib-
uting company, (ii) be in registered shares or be kept by a financial establish-
ment, and (iii) be held for at least two years.

When the above conditions are met, the French withholding tax exemption automat-
ically applies.

In other words, if the qualifying shareholder is not taxed on the French-source div-
idends, as is generally the case, no withholding tax applies in France for an E.U. 
shareholder owning a 5% or greater interest in the French distributing company.  If 
the dividend is taxed in the jurisdiction of residence of the E.U. shareholder, the 
dividend may still be paid gross if the E.U. qualifying corporate shareholder owns 
10% or more of the French distributing company.

One may rely on tax treaty provisions, as an alternative to the 5% E.U. Exemption.  
Several tax treaties provide for zero withholding tax on dividends, including those 
with Spain, Germany, Japan, and the U.S.

Outbound Dividends and Tax Treaties

Most tax treaties entered into by France provide for a reduced rate of dividend 
withholding tax, ranging generally from 25% to 5%.  In addition, some tax treaties 
provide for zero withholding tax on dividends (see above).  Also, some income tax 
treaties have a narrow definition of dividends that restricts the application of the 

16 BOI-RPPM-RCM-30-30-20-40, April 1, 2015.
17 E.C.J. Denkavit, C 170-05, December 14, 2006.
18 As members of the E.E.A.
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dividend provision only to distributions that qualify as a dividend under corporate 
law.19  Consequently, distributions that are treated as dividends under tax law may 
not be covered by the “dividend” provision but, instead, for example, may fall under 
the “other income” provision, leading to a withholding tax exemption in France.  An 
example is an exceptional distribution of reserves.  As a consequence and to the 
extent that the other operative provision in the tax treaty applies, withholding tax 
may not be due.  This situation may arise in the tax treaties with the Netherlands 
and Luxembourg. 

CAPITAL GAINS TAX ON SHAREHOLDINGS – 
EXEMPTION

Gains on the sale of substantial shareholdings (“participation”) are treated as ordi-
nary income unless the shareholding qualifies as a substantial shareholding eligible 
for Capital Gains Tax (“C.G.T.”) relief.  Such relief is available in the form of an 
exemption or a reduced C.I.T. rate.

C.G.T. on substantial shareholdings covers gains on the disposal of participations, 
including shares or interests that the shareholder intends to hold as long-term in-
vestments, viz., at least two years.  They must be sufficient to provide the share-
holder with control of, or significant influence over, the company; these tests are 
regarded as met with a 10% or greater interest.  Stock eligible for the D.R.D. (5% 
interest) and stock received within the course of a Public Offering are also eligible.  
Shareholdings in N.C.C.T.-resident entities cannot qualify.

The exemption applies subject to a 12% add-back, which brings the effective tax rate 
to 4.13% of the gain, unless N.O.L.’s are available.20  The 12% costs and charges 
share is calculated from the amount of exempted gross capital gains (capital loss-
es are not taken into account).  Disposals of shares in a listed real estate holding 
company (“S.I.I.C.,” which is the French equivalent of a R.E.I.T.), of which more than 
50% of the French assets consist of real estate, are eligible for the application of a 
19% reduced C.I.T. rate, i.e., a 19.62% effective tax rate, if the substantial share-
holding requirements are met.21  Disposal of shares of non-listed real estate holding 
companies are subject to the standard C.I.T. rate. 

Capital gains resulting from the disposal of interests in venture capital funds or com-
panies (“F.C.P.R.” or “S.C.R.”) that are held for at least five years are eligible for the 
C.G.T. exemption, but only in proportion to the investments made by the company 
and funds in qualifying substantial participations; otherwise, a 15% reduced C.I.T. 
rate applies (i.e., a 15.45% effective tax rate).

For fiscal years closed on or after December 31, 2010, deductions for short-term 
capital losses incurred upon the transfer of shares held for less than two years to a 

19 CE October 13, 1999, SA Banque Francaise de l’Orient, RJF 12/99 #1587.
20 Where the company is subject to the 10.7% additional contribution, the effec-

tive tax rate is 4.56%.  However, for dividends received during financial years 
ending on or after December 31, 2016, the effective tax rate is dropped to 4%-
4.13% due to the repeal of the special contribution on corporation income tax.

21 This consists of the 19% tax rate increased by the 3.3% surcharge mentioned 
under Corporation Income Tax – General above.  Where the company is sub-
ject to the 10.7% additional contribution, this effective tax rate is 21.65%.
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related party are deferred until the shares are effectively transferred to a non-related 
party.

OTHER TAX ITEMS

Deductibility of Interest Charges

Interest paid on a debt-financed acquisition of shares is deductible, even if the 
shareholder qualifies for a participation exemption on dividends (see The 3% Con-
tribution on Distributions) and C.G.T. relief (see Withholding Tax on Outbound 
Dividends).  This is, however, subject to several interest deductibility limitations.

Also, within a tax-grouping context, an anti-debt-push-down mechanism restricts 
the deductibility of interest.  (See the Charasse Amendment discussed in Tax Con-
solidation, above.)

Interest Rate Test

Only interest paid at an arm’s length rate can be considered tax deductible.  When 
paid to an affiliate, interest expenses are tax deductible only within the limit of a rate 
corresponding to the average annual interest rate granted by credit institutions to 
companies for medium-term loans (i.e., 2.15% for financial years ending on Decem-
ber 31, 2015).  Interest expenses paid in excess of this limit are deductible only to 
the extent that the company establishes that they are arm’s length. 

However, these provisions are not applicable to interest paid to shareholders that 
qualify for the participation exemption regime on dividends (see The 3% Contribu-
tion on Distributions).

Excess interest paid to affiliates under the interest rate test is treated as a distri-
bution eligible for the participation exemption regime on dividends, or it may be 
subject to withholding tax (pursuant to the tax treaties) with resident lender affiliates.  
Some tax treaties may deny France the right to tax a deemed distribution where the 
dividend provision of the tax treaty does not encompass deemed distributions (see, 
e.g., Luxembourg and the Netherlands).

Anti-Hybrid Rule

In an effort to curb the use of hybrid instruments, France has unilaterally introduced 
an anti-hybrid mechanism.  This mechanism disallows interest deductibility in cases 
where it cannot be proven that the interest is actually subject to tax in the hands of 
the recipient at a rate equal to at least one-quarter of the tax that would have been 
due in France (i.e., at least 8.33% according to the French parliament, which corre-
sponds to one-quarter of the 33.33% French C.I.T. standard rate22).  The rate should 
refer only to the tax regime applicable to the gross income received from France, 
as opposed to the effective tax rate of the recipient entity.  Expenses and losses 
that reduce the taxable result of the foreign company are not taken into account to 
the extent that the corresponding income is taxable at a rate of at least 8.33%.  The 
guidelines do not provide for a case in which the recipient entity is itself indebted 

22 Under F.T.A. guidelines, the reference tax rate should account for additional 
contributions to C.I.T. to which the foreign company would have been subject if 
resident of France (BOI-IS-BASE-35-50, August 5, 2014).
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and serves a debt.  French G.A.A.R. should also be considered.

Thin Capitalization

Related-party debt within the scope of the limitation includes debt extended by the 
controlling shareholder (either direct or indirect) and sister companies that are under 
control of the same shareholder (“Affiliates”).  A shareholder directly or indirectly 
holding at least 50% of the capital of the French indebted company, or exercising 
control over the company’s decisions, is regarded as controlling the company for 
purposes of the thin capitalization rules.  Third-party debts that are guaranteed by 
related parties are assimilated to related-party debt for thin capitalization purposes.  
However, this extended scope does not apply to debts related to

• bonds offered to the public;

• loans secured by a pledge, if the pledge is (i) over the shares of the borrower 
(e.g., a parent company gives a pledge on shares of a French subsidiary to 
guarantee the loan granted by a bank to the subsidiary), (ii) on receivables 
held by the parent company on its direct subsidiary, or (iii) over securities of a 
direct or indirect shareholder of the borrowing entity, provided that the entity 
that grants the pledge and the borrower are members of the same French 
tax-consolidated group;

• refinancing resulting from the mandatory repayment of pre-existing debt after 
a change of control of the borrower; or

• loans contracted prior to January 1, 2011 for the purpose of an acquisition of 
securities, or refinancing contracted prior to January 1, 2011 for loans grant-
ed for the purpose of an acquisition of securities.  

The test applies to Affiliates only.  Two companies are regarded as Affiliates where 
(i) one holds directly or indirectly a majority in the capital of the other (legal control) 
or de facto controls it, or (ii) both companies are, within the same criteria, under the 
de facto or legal control of a third company.

It is then applied to the allowed fraction of the interest under the interest limitation 
rules explained above to determine if the interest expense is actually deductible.

Deductions claimed for interest expense will be disallowed when the creditor is an 
Affiliate and the following three tests are met:

• The related-party debt exceeds 1.5 times the amount of the net equity (taking 
into account related-party debt only).

• 25% of the operating profit before tax, related-party interest expense, de-
preciation, amortization, and certain specific lease payments is less than the 
actual related-party interest.

• The interest paid to related parties exceeds the interest received from related 
parties.

The disallowed interest is equal to the highest of the above limitations.  If it is less 
than €150,000 or if the disallowed interest is attributable to debt that does not rep-
resent leverage in excess of the level of third-party indebtedness of the worldwide 
group, the interest is allowed.

“Related-party 
debt within the 
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The disallowed interest can be carried forward to offset profits in the following years 
(up to 25% of the profits before tax, after the deduction of currently allowed relat-
ed-party interest).  The carryover is reduced by 5% each year from the second 
carryover year on.

The rules provide for two safe harbors.  First, a 1.5-to-1 debt-to-equity ratio safe 
harbor is applicable, as seen above.

Second, a worldwide group safe harbor applies.  Under the worldwide group safe 
harbor, the interest expense deduction will not be limited if the French borrower 
demonstrates that the disqualified interest is attributable to debt that does not rep-
resent leverage in excess of the level of third-party indebtedness of the worldwide 
group.  Related-party debt and reciprocal transactions within the worldwide group 
should be set aside when computing the debt-to-equity ratio of the worldwide group.  
The worldwide leverage safe harbor does not allow for the leverage test to be di-
vided by industry within the worldwide group, even though the degree of leverage 
generally differs from one industry to the next.

Interest exceeding the higher of the above limits is not tax deductible but may be 
carried forward within certain limits (they are deductible within the limit of 25% of the 
current income before taxation).  Further, the interest deduction is reduced by 5% 
annually from the second year of the carry forward period.  The excess interest is 
not regarded as a deemed distribution.  No withholding tax should apply, especially 
where the recipient is treaty protected.

Among companies filing a consolidated tax return, the thin capitalization rules are 
applied at the level of each member on a stand-alone basis.  The aggregate of 
disallowed interest may be deducted from the consolidated tax profit for an amount 
that does not exceed the difference between (i) the aggregate of the related-par-
ty interest paid by companies filing a consolidated tax return to non-consolidated 
entities and carryovers of pre-consolidation disallowed interest that was deducted 
during the consolidation and (ii) 25% of the operating profits of member companies 
before tax.

Banks and certain financial institutions are excluded from the scope of the new 
thin capitalization rules.  In addition, related-party debts incurred within the course 
of cash-pooling arrangements or asset-financing transactions involving leases or 
“credit bail” contracts may not be considered for computation purposes, for the pur-
pose of those activities only.

M&A Context Limitation

As part of the 4th Finance Amendment Bill for 2011, an anti-abuse rule was intro-
duced under §209 IX F.T.C., whereby interest charges incurred in connection with 
the acquisition of substantial shareholdings in a French subsidiary may be disal-
lowed unless the French acquiring company (or a French permanent establishment 
of a foreign company) justifies that the following cumulative conditions are met:

• “Decisions related” to the stock of the newly acquired French company are 
effectively taken in France, by the acquiring company itself or by a parent or 
a sister company established in France only.

• Where the French acquiring company actually exercises “control or influ-
ence,” it is effectively exercised in France by the same entities.
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The two conditions above must be met either with respect to the shareholding ac-
quisition fiscal year or with respect to the fiscal years relating to the 12-month period 
following the shareholding acquisition.  If the company is not in a position to perform 
the required demonstration, interest charges must be recaptured until the end of the 
eighth year following the shareholding acquisition.

This legislation aims at preventing foreign-based groups from using a French hold-
ing company to take advantage of the French consolidation regime in claiming a 
deduction of the interest on the acquisition debt against profits of the French targets.  
Originally, the bill aimed only at French targets, but for anti-discrimination purposes, 
the scope was expanded to include non-French targets.

The safe harbor for decision-making processes within French-only parents or Affil-
iates proves discriminatory vis-à-vis foreign-based groups and may be challenged 
on the basis of E.U. law (on the claim that it is an obstacle to the freedom of estab-
lishment) and treaty law (where the treaty includes an article preventing discrimi-
nation towards subsidiaries of parent companies established in the country of the 
treaty partner, comparable with Article 24.5 of the O.E.C.D. model tax treaty).

The limitation does not apply where (i) the fair market value of the acquired shares 
does not exceed €1 million; (ii) the acquisition is not financed, directly or indirectly, 
through debt; or (iii) the consolidated debt-to-equity ratio of the group is greater than 
or equal to the debt-to-equity ratio of the French acquiring company.

General Limitation on Interest Deductibility/Tax Barrier

As of January 1, 2014, only 75% of net financial expenses are deductible if the 
amount exceeds €3 million; where the amount of tax-deductible financial expenses 
(after the application of the interest tax deductibility limitation rules described above) 
less the amount of the financial profits received equals €3 million or more, 25% of 
the net amount is non-tax deductible.  The limitation applies also to third-party debt.

Withholding Tax on Interest – Exemptions

According to §§119 bis 1 and 125 A III of the F.T.C., a withholding tax is in principle 
levied on interest paid to a nonresident recipient.  However, French domestic tax 
law provides for several exemptions, resulting in the almost systematic exemption 
of withholding tax.  We have outlined three of these exemptions, for (i) interest on 
loans (ii) interest on bonds, and (iii) interest paid inside the E.U.

In addition, income tax treaties may reduce or eliminate the rate of withholding tax 
on interest payments made by a French company.  Thus, each of the income tax 
treaties between France and Germany, Austria, the U.K., Ireland, and Sweden pro-
vides for zero withholding tax on interest.

Interest on Loans

For loans contracted on or after March 1, 2010, no withholding tax applies to interest 
paid by a French company to a nonresident company.

Yet, a 75% withholding tax is still applicable where the interest is paid on an account 
held in an N.C.C.T. (see Participation Exemption or the Dividends Received De-
duction), unless the debtor justifies that the operations that gave rise to the interest 
do not principally aim or result in shifting profits to the N.C.C.T.
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For loans contracted before March 1, 2010, interest can be paid free of withholding 
tax where

• the initial lender is a nonresident individual or legal entity established outside 
of France;

• the loan is documented by an agreement executed before the loan proceeds 
are transferred to the French company; and

• the loan agreement sets forth the principal, the date of repayment, the inter-
est rate, and any additional remuneration to the lender.

The subsequent sale or assignment of the receivable should not jeopardize the 
application of the exemption.

Interest on Bonds

Under §§119 bis 1 of the F.T.C., interest paid to nonresidents on bonds from French 
issuers is exempt from withholding tax provided that the securities were issued after 
January 1, 1987.  Under §125 A III of the F.T.C., the levy at source is not applicable 
to interest on bonds (“obligations”) issued after October 1, 1984 that are paid by 
a debtor domiciled or established in France, if the beneficial owner of the interest 
demonstrates that he/she has a fiscal domicile or corporate seat outside the territory 
of the French Republic, Monaco, or a member state of the so-called “Zone Franc.”  
Evidence of the foreign domicile or seat of the beneficial owner must be furnished 
to the paying agent of the interest.  Evidence of the foreign domicile is assumed for 
bonds converted into euros on or after January 1, 1999.  The exemption applies to 
tradable securities and units in French securitization vehicles (“Fonds Commun de 
Créances”).

Interest Paid to a Related E.U. Company

The recipient is an eligible E.U. company that is subject to C.I.T. in its jurisdiction of 
residence.  The “payer” and the “beneficial owner” must be related parties.  Parties 
will be treated as related where (i) the payer or the beneficial owner directly owns at 
least 25% of the capital of the other party or (ii) a third E.U. company directly holds at 
least 25% of the capital of both the payer and the beneficial owner.  The ownership 
interest must be held for at least two years.  Payments made before the expiration 
of such two-year period can be exempted from withholding tax if the shareholder 
undertakes to hold the ownership interest for at least two years.  An E.U. permanent 
establishment of an eligible E.U. company can be treated as an eligible party (either 
as the payer or beneficial owner) as long as the interest is subject to C.I.T. in the 
E.U. Member State where the permanent establishment is constituted.  The benefi-
cial owner of the payments must give to the payer all the required evidence that the 
tests have been fulfilled.

The exemption includes an anti-abuse provision under which the exemption may be 
denied where the beneficial owner is controlled directly or indirectly by a non-E.U. 
corporate shareholder and obtaining the tax benefit is a principal reason for the 
structure.  (See E.U. Directive Exemption above, for E.U. dividends.)  A decree 
should clarify the situations covered by the anti-abuse rule.  However, where an 
income tax treaty entered into by France with the jurisdiction of residence of the con-
trolling shareholder provides for a zero withholding tax on interest, the anti-abuse 
provision may be of little practical importance.  The U.S. is one such example.
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C.F.C. Legislation

Section 209 B is the French counterpart of “Subpart F” of the U.S. Internal Revenue 
Code.  In 2002, the French high court, the Conseil d’Etat, struck down §209 B as 
discriminatory under the French-Swiss Tax Treaty.23  The Conseil found that §209 
B indeed amounted to a tax on French business profits of the foreign company, 
which, in the absence of a permanent establishment in France, was precluded by 
the France-Switzerland Income Tax Treaty applicable at that time.  In addition, §209 
B was clearly at odds with the principle of free establishment protected by the E.C. 
Treaty.  The French controlled foreign corporation (“C.F.C.”) rules were therefore 
revisited and reformed.

The law changed effective January 1, 2006.  The C.F.C. rules apply both to foreign 
enterprises (namely permanent establishments) and to foreign entities.  The foreign 
entities should be “established or formed” in a foreign country.  They include legal 
entities whether or not distinct from their shareholders (viz., companies, partner-
ships, associations, etc.).  They also include trusts.

The holding threshold increased from 10% to “more than 50%” for the foreign entity 
to be treated as a C.F.C. under §209 B.  However, that threshold drops to 5% if 
50% of the legal entity is held directly or indirectly by other “French enterprises” that 
control or are under the control of the first French company.24  In the case of related 
enterprises, the 5% test applies even if the related enterprise is not established in 
France.

The new provisions do not replace the current anti-abuse provision, pursuant to 
which an interest held by “sister entities” (whether French or foreign) is taken into 
account in determining the 50% threshold.  A sister entity is defined as any entity 
with the same controlling shareholder in terms of voting rights.

The low tax test is met if the foreign legal entity is subject to C.I.T. at a rate below 
16.66% (i.e., 50% of the French C.I.T.).

Section 209 B provides an E.U. exclusion.  The C.F.C. rules do not apply to le-
gal entities established in an E.U. Member State, unless the foreign company is 
considered to be a “wholly artificial arrangement, set up to circumvent France tax 
legislation.”  This provision follows the case law developed by the European Court 
of Justice (“E.C.J.”), particularly Cadbury Schweppes.25  In the Cadbury Schweppes 
case, the E.C.J. decided that the C.F.C. was not artificially established when it par-
ticipated in economic activity in the host country with the required substance (offic-
es, etc.) and that the subjective intent of the establishment (i.e., as tax planning) 
was not material.

23 CE, June 28, 2002, Ministre de l’Economie, des Finances et de l’Industrie c/ Sté 
Schneider Electric, no. 232276, RJF 10/02, no. 1080.

24 Control means (i) holding directly or indirectly the majority of the share capital 
of the “controlled” entity, (ii) having the majority of voting rights, directly or indi-
rectly, or (iii) having the power of decision.  In addition, the control test is met 
where a company is de facto dependent on the other one, due, for example, to 
commercial ties.

25 E.C.J., September 12, 2006, Cadbury Schweppes, C-196/04 and among oth-
ers: E.C.J., July 16, 1998, Imperial Chemical Industries plc, C-264/96, and 
guidelines issued by the F.T.A. dated January 16, 2007 (4-H-1-07).

“Section 209 B is the 
French counterpart 
of ‘Subpart F’ of the 
U.S. Internal Revenue 
Code.”
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A second exclusion (the “Trade or Business Exclusion”) may apply to C.F.C.’s estab-
lished in non-E.U. countries.

Where the C.F.C. derives passive income from financial activities or the manage-
ment of intangibles, the exclusion applies unless (i) the passive income comprises 
more than 20% of the profits of the C.F.C. or (ii) more than 50% of the profits of the 
C.F.C. are derived from financial activities, management of intangibles, and services 
rendered to affiliates.  In such a case, the French taxpayer must demonstrate that 
using the foreign entity or enterprise does not primarily result in locating profits in a 
low tax jurisdiction.

From March 1, 2010, where the C.F.C. is established in an N.C.C.T., the trade and 
business exclusion does not apply unless the taxpayer can justify the effectiveness 
of the business carried out and compliance with the 20% and 50% ratios.

If the C.F.C. does not qualify for either the E.U. or the Trade or Business Exclusions, 
the French taxpayer may still prove that the establishment of the C.F.C. does not 
primarily result in locating profits in low tax jurisdictions in order to avoid the taxation 
of the C.F.C.’s profits in France.

In response to a 2002 decision by the Conseil d’Etat, a new law provides that profits 
derived from the legal entity established or formed abroad and attributed to the 
French company by virtue of §209 B would be treated as “deemed distributions.”  
The F.T.A. contends that under these conditions conflict with the tax treaties would 
be eliminated.

N.O.L.’s of the French company are available to reduce the taxable income arising 
from the attribution of profits from a C.F.C.  Moreover, tax credits of the C.F.C. on 
the receipt of dividends, royalties, and interest are available to the French company 
to reduce tax due, provided that an income tax treaty containing an exchange of 
information provision exists between France and the source country.

Transfer Pricing

The arm’s length principle applies to transactions between related parties.  France 
follows the O.E.C.D. guidelines.

Transfer pricing documentation is mandatory in France for (i) French companies 
with a gross annual turnover or gross assets equal to or exceeding €400 million; 
(ii) French subsidiaries of a foreign-based group if more than 50% of their capital or 
voting rights are owned, directly or indirectly, by French or foreign entities meeting 
the €400 million criteria; (iii) French parent companies that directly or indirectly own 
at least 50% of companies meeting the €400 million criteria; or (iv) worldwide con-
solidated (without any financial threshold) or tax consolidated French companies 
(with at least one tax consolidated entity meeting the €400 million criteria within the 
perimeter).

The documentation – corresponding to the E.U. documentation proposed by the 
Joint Transfer Pricing Forum of the European commission – must include (i) general 
information about the group and its subsidiaries, known as the “master file,” and 
(ii) detailed information on the French audited company (i.e., a description of its 
activities and transactions, including a presentation of the applied transfer pricing 
method), known as the “country-specific file.”  This documentation must be present-
ed to the F.T.A. when the company is audited.
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If the company fails to provide the documentation, a fine amounting to the greater of 
€10,000 or 5% of the adjusted profits26 may apply.  For tax audits realized on or after 
January 1, 2015, the fine may be as much as 0.5% of the amount of the transactions 
for which no documentation has been presented.

Since 2014, the same companies must now also annually file a simplified trans-
fer pricing form within the six-month period following the filing of their tax return.  
Where transactions carried over from affiliated companies involve an amount below 
€100,000 per type of transaction, the company does not have to file the simplified 
transfer pricing documentation.

For companies not subject to the mandatory transfer pricing documentation, the 
F.T.A. may request information regarding transactions with affiliated nonresident 
companies, information on the transfer pricing method used by the company, and 
details regarding the activities of the nonresident affiliated companies and the tax 
regime applicable to them.

In order to avoid uncertainty, taxpayers may want to reach an advance transfer pric-
ing agreement with the F.T.A.  The advance pricing agreement could be unilateral, 
bilateral, or multilateral.  The French program proves to be efficient and pragmatic.

Finally, in accordance with the O.E.C.D.’s B.E.P.S. Action Plan, the Finance Bill for 
2016 introduced CbC reporting obligations for French companies that (i) control 
foreign subsidiaries or have permanent establishments overseas, and (ii) have a 
consolidated turnover exceeding €750 million.

This disclosure obligation concerns

• the activities and places of activity of the entities in the group; and

• information about profit splitting among these entities.

This new measure also applies to international groups that meet the turnover thresh-
old and have either a French permanent establishment or a French subsidiary, un-
less they are subject to a similar obligation in their respective country of residence.  
A contrario, French entities that are held by foreign companies subject to a similar 
obligation in their respective country of residence are not subject to CbC reporting 
in France.

These mandatory filing requirements aim to provide tax authorities with an overview 
of the states where expenses, income, and profits are located, and are likely to 
support future reassessments. 

The new CbC reporting obligations apply to fiscal years beginning on or after Janu-
ary 1, 2016.  Failure to comply with the requirements will trigger the imposition of a 
penalty which cannot exceed €100,000 per default.

A draft of a European directive is currently underway and may soon provide for a 
similar mechanism at the E.U. level.

Financial Transaction Tax

Introduced by the former French president Nicolas Sarkozy as a push toward an 

26 The actual rate will depend on the behavior of the company.

“If the company 
fails to provide the 
[transfer pricing]
documentation, a 
fine amounting to the 
greater of €10,000 or 
5% of the adjusted 
profits may apply.”

http://www.ruchelaw.com


Insights Special Edition  | Table of Contents  |  Visit www.ruchelaw.com for further information. 190

E.U.-wide tax, the Financial Transaction Tax (“F.T.T.”) imposes participation by the 
financial industry in the restoration of public accounts.  This 0.1% tax applies to 
acquisitions of listed stock issued by companies whose legal seat is in France with 
a market capitalization above €1 billion on January 1 of the year during which the 
acquisition takes place.27

Taxable transactions involve French-issued equity securities, as defined above, and 
securities that may give rise to equity rights (for example, preferred stocks, convert-
ible bonds, and any other bonds that may give rise to equity rights).

Acquisitions of options and futures are not taxable.  With tax being due at the time 
the stock is delivered at maturity (if not issued by the company), double taxation 
may arise.

The F.T.T. also applies to instruments equivalent to French-listed stock or stock 
rights even if issued by another issuer under a foreign law (e.g., American deposi-
tory receipts).

The term “acquisition” includes a transfer of ownership through a purchase, ex-
change, contribution, or exercise of an option or through a futures contract.

To be subject to the F.T.T., the stock or equivalent instruments would be negotiable 
on a regulated market in France, the E.E.A., or on some limited non-E.U. regulated 
markets, such as in Switzerland (Bourse Suisse) and Montreal (Bourse de Montreal 
Inc.).  The N.Y.S.E. is not included.  Stocks listed on a multilateral trading system 
are also outside the scope of the tax.

After ten Member States including France, Belgium, and Germany implemented an 
F.T.T., the question arose as to whether an E.U.-wide F.T.T. would be implemented.  
A growing number of Member States are resisting the proposal over concerns re-
garding competitiveness.  The project is controversial, especially in the context of 
a potential Brexit, since the U.K. is one of its major opponents.  A new meeting to 
address the issue is planned after June 15, 2016, the effective date of this article. 

Transfer Taxes

Transfers of shares and assets may give rise to transfer tax.

Regarding the sale of shares, the following rates generally apply:

• As of August 1, 2012, a fixed tax rate of 0.1% applies to transfers of stocks 
issued by a French S.A., S.C.A. or S.A.S. – except if they qualify as real es-
tate holding companies for tax purposes (intra-group transactions can benefit 
from a transfer tax exemption).

• Transfers of units issued by French partnerships, the capital of which is not 
divided into stocks – except if the entities qualify as real estate holding com-
panies for tax purposes – are subject to a fixed transfer tax rate of 3%.  A 
relief equal to €23,000 divided by the total number of units issued by the 
entity is applied to the taxable value of each unit.

• Transfers of shares issued by French real estate holding companies – irre-
spective of their legal form – are subject to a 5% transfer tax. 

27 This could affect about 100 French companies.
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• Transfers of shares issued by foreign-deemed-French real estate holding 
companies are also subject to a 5% transfer tax.  In addition, the transfer 
should be documented and executed by and before a French notary, unless 
the documentation is executed in France by the parties or their representa-
tives.

Regarding the sale of assets, the following rates generally apply:

• Transfers of real property assets located in France are subject to tax at a 
rate of 5.09% or 5.81%.28  A 0.6% additional tax applies to the sale of assets 
allocated to a commercial purpose (e.g., offices, retail, or  storage) that are 
located in the Île-de-France region (and in some cases, such transfers may 
be subject to V.A.T. instead).

• A progressive tax rate for transfers of business as going-concerns (“Fonds 
de Commerce”) or goodwill: (i) 0% for the fraction of the transfer price below 
€23,000, (ii) 3% for the fraction between €23,000 and €200,000, and (iii) 5% 
for the fraction exceeding €200,000.

B.E.P.S. and France

France is one of the founding members of the O.E.C.D. and is highly involved in 
the O.E.C.D.’s work relating to the B.E.P.S. Project.  Soon after the publication of 
the O.E.C.D. report “Addressing base erosion and profit shifting,” in February 2013, 
the Parliament Commission of Finances released a report on the same topic, which 
reaffirmed prevention of tax evasion and tax fraud as a priority for the French gov-
ernment and formally endorsed the B.E.P.S. Project.  The French government itself 
also actively encourages the European Union to act on these issues.  

A report relating to the taxation of the digital economy, ordered by the French Min-
istry of Economy and Finance, was published in January 2013.  In a related press 
release, the French government stated its intention to take more decisive action in 
the G20, the O.E.C.D., and the E.U., in order to adapt international tax rules to the 
reality of the digital economy and, in particular, to seek a more efficient definition of 
“permanent establishment.”  The report especially raised the possibility of tax on the 
digital economy in relation to personal data.  The French government hopes that this 
proposition will be further analyzed.

In particular, the French government places a higher priority on the elimination of in-
appropriate double non-taxation, the reinforcement and effectiveness of anti-avoid-
ance rules, and addressing profit shifting issues that arises in the context of the 
digital economy.  B.E.P.S. issues are regularly debated in commissions and assem-
blies of the French parliament, and several legal provisions have been introduced 
in recent finance bills.  For example, the 2013-2016 finance bills included provisions 
relating to

• the obligation of tax professionals to disclose tax optimization schemes to 
the F.T.A.;

• the modification of the abuse-of-law provisions from an exclusively tax-driven 
test to a principally tax-driven test;

28 The tax rate applicable depends from the location of the asset.
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• the application of a penalty for tax professionals who advise the use of abu-
sive tax schemes; and

• the limitation of the D.R.D. regime (see Participation Exemption or the 
Dividends Received Deduction above) to dividends issued from profits re-
sulting only from activities subject to C.I.T.

The French Constitutional Court dismissed these provisions, as they do not in con-
form with the French Constitution on various grounds.  However, other provisions 
have been successfully enacted:

• The limitation of the D.R.D. regime so that it excludes dividends that have been 
deducted when determining the distributing company’s taxable income,29 or 
when the ownership structure cannot be considered genuine because it is not 
justified by a valid commercial reason (see Participation Exemption or the 
Dividends Received Deduction above).

• The anti-hybrid mechanism, which disallows interest in cases where it cannot 
be proven that the interest is actually subject to tax in the hands of the recip-
ient at a rate equal to at least one-quarter of the tax which would have been 
due in France (see Deductibility of Interest Charges).

• The annual CbC reporting requirements for French companies controlling 
foreign entities or having permanent establishments overseas (see Transfer 
Pricing). 

Certainly, the French government is highly involved in the B.E.P.S. Project at the 
level of the O.E.C.D., as well as at the level of the E.U., and it is expected to be a 
pioneer in implementing new regulations that may be proposed to combat B.E.P.S. 
within either organization, or at a federal level.

On the ground, experience shows that tax auditors do not hesitate to retain positions 
inspired by the current work of the O.E.C.D. on B.E.P.S., even if it is not compliant 
with the current tax law.  

In light of the above, it appears that France has already started the process of 
adopting some anti-B.E.P.S. measures unilaterally.  Such action gives rise to ques-
tions of potential double taxation unless a multilateral policy is adopted.

In any case, implementation of of the B.E.P.S. Action Plan continues within member 
countries of the the E.U.  Additionally, a project known as the Anti-Tax Avoidance 
Directive (“A.T.A.D.”), directly inspired by the B.E.P.S. Project, is currently being 
discussed by the Council of the European Union.

The European Parliament passed a resolution on June 15, 2016, to take forward 
the Anti-Tax Avoidance Directive (“A.T.A.D.”), approving recommendations made by 
the Economic and Monetary Affairs Committee in May 2016.  The proposal builds 
on the principle that tax should be paid where profits are made.  It includes legal-
ly-binding measures to block the methods most commonly used by companies to 
avoid paying tax.  It also proposes common definitions of terms such as permanent 
establishment, tax havens, transfer prices, royalty costs, patent boxes, and letter-
box companies.  The main measures relate to the following:

29 Transposition of the E.U. Directive 2014/86/EU of July 8, 2014
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• A general interest limitation rule restricting the tax deductibility of net borrow-
ing costs (all deductible borrowing costs minus taxable financial incomes) 
to 20% of the taxpayer’s earnings before interest, taxes, depreciation and 
amortization (“E.B.I.T.D.A.”)

• An anti-hybrid general rule denying the tax deductibility of an expense in the 
state of the beneficiary when it is also considered a tax-deductible expense 
in the source state

• A “switch-over” clause substituting a tax credit for low-taxed foreign incomes 
(less than 15%) in place of an exemption

• An exit tax for the transfer of assets under certain conditions

• A C.F.C. rule where passive income or income derived from “non-genuine 
arrangements implemented for a tax purpose” received by permanent estab-
lishments and foreign subsidiaries located in a low-tax jurisdiction would be 
included in the taxable basis of the parent company

The A.T.A.D. would oblige E.U. Member States to conform their domestic legislation 
with the A.T.AD. provisions.  This reality may trigger difficulties for certain countries, 
France included, which have already implemented comparable but not totally similar 
anti-abuse provisions regarding, inter alia, C.F.C. rules and exit taxation.

“A project known 
as the Anti-Tax 
Avoidance Directive 
(‘A.T.A.D.’), directly 
inspired by the 
B.E.P.S. Project, 
is currently being 
discussed by the 
Council of the 
European Union.”
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ITALY

CORPORATE TAX RATE

As with any Italian-resident company, an Italian-resident holding company is subject 
to corporation income tax (“I.R.E.S.”) levied on the worldwide income of the compa-
ny at a flat rate of 27.5% (24% starting from 2017), as provided in the Income Tax 
Code (“I.T.C.”).1

A regional tax on productive activities (“I.R.A.P.”) also applies to the net value of 
production performed in Italy.  This tax is imposed at the general rate of 3.90%.2  
Higher rates are applicable to banks and other financial institutions (4.65%) and to 
insurance companies (5.90%).  In addition, different regions of Italy may provide for 
a 0.92% variation of the above-mentioned rates.3

It should be noted that a holding company that is legally classified as an Italian 
fixed capital investment company (“Società di Investimento a Capitale Fisso” or 
“S.I.C.A.F.”) is subject to the tax regime applicable to undertakings for collective 
investment (see The Automatic Exchange of Information below).

DIVIDEND EXEMPTION

Domestic Dividends

In general, the I.T.C. provides for a 95% exemption with regard to dividend distribu-
tions received from a domestic Italian company, whereby no withholding tax is im-
posed and the effective tax rate is 1.375% (0.05 x 0.275 = 0.01375).4  This effective 
tax rate will be reduced to 1.2% starting in 2017.5  There are no minimum ownership 
or holding period requirements.

For companies adopting I.A.S./I.F.R.S. accounting, profits received from shares or 

1 Presidential Decree dated December 22, 1986, n. 917. Pursuant to Article 1 
(61-65) of Law n. 208 of December 28, 2015, starting from 2017 (i) the corpora-
tion income tax rate will be reduced from 27.5% to 24% and (ii) 3.5% surtax will 
be applicable to banks and financial institutions (including holding companies 
of banks and financial institutions).

2 Legislative Decree dated December 15, 1997, n. 446.
3 Article 16 of Legislative Decree n. 446 of December 15, 1997 as amended by 

the Law Decree n. 66 of April 24, 2014, converted into Law n. 89 of June 23, 
2014.

4 Article 89(2) I.T.C.
5 Pursuant to Article 1 (62) of Law n. 208 of December 28, 2015, starting from 

2017, the corporation income tax rate will be reduced from 27.5% to 24%, 
therefore the effective tax rate on dividends will be 1.2% (0.05 x 0.24 = 0.012).
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other financial assets qualifying as “held for trading” are fully taxable.6  It is also 
worth noting that these companies must determine the positive and negative com-
ponents of their tax base according to I.A.S./I.F.R.S. criteria, as, in principle, the 
accounting standards prevail over the ordinary I.T.C. rules.

Foreign Dividends

According to Article 89(3) I.T.C., the 95% exemption is also applicable to for-
eign-source dividends provided that the payment is not deductible by the payer in 
its country of residence.  (Non-deductibility must be stated by the foreign company 
in a declaration or must result from other objective evidence.)

If dividends are directly or indirectly distributed by a company resident in a “Black-
list” country or territory (i.e., characterized as having a privileged tax regime for 
controlled foreign company (“C.F.C.”) purposes), the exemption does not apply and 
dividends are fully taxable, unless income has been already taxed in the hands of 
the Italian recipient under the applicable C.F.C. rules7 or a favorable ruling is ob-
tained from the Italian tax authorities.8  To receive a favorable ruling, the taxpayer 
must demonstrate that the purpose of the investment was not to obtain the benefits 
of a preferential tax regime (i.e., “Condition 2” of the C.F.C. legislation, as defined in 
C.F.C. Legislation below).9  Effective 2015, the advance ruling is no longer manda-
tory, provided that Condition 2 can be proved during a tax audit.  Where an advance 
ruling has not been requested or a positive ruling was not obtained, dividends from 
Blacklist-resident entities must be disclosed on the relevant tax return.10

Dividends corresponding to profits already taxed in the hands of an Italian-resident 
controlling company under the C.F.C. rules are not taxed again upon actual receipt 
(see also C.F.C. Legislation below).

PARTICIPATION EXEMPTION FOR GAINS

The I.T.C. provides for a 95% exemption regime for gains derived from the sale of 
shares of a subsidiary.  According to Article 87 I.T.C., the exemption applies to the 
disposal of participations in both Italian and foreign subsidiaries.

Several conditions must be met to qualify for the exemption:  

• Shares in the subsidiary must have been held for an uninterrupted period 

6 Article 89(2-bis) I.T.C
7 In this case, a foreign tax credit will be available with regard to taxes paid on 

C.F.C. income.
8 See C.F.C. Legislation below.
9 The Italian shareholder may also be exempt from application of the C.F.C. rules 

if the nonresident subsidiary carries out an effective industrial or commercial 
business activity in the Blacklist jurisdiction (i.e., “Condition 1” of the C.F.C. leg-
islation, as defined in C.F.C. Legislation below).  However, under Condition 1, 
dividends from Blacklist countries are fully taxable and a foreign tax credit will 
be available with respect to tax paid on the income of the Blacklist subsidiary 
(see Article 47 I.T.C., as modified by Article 3 of Legislative Decree n. 147 of 
September 14, 2015).

10 Article 89(3) I.T.C., as modified by Article 3 of Legislative Decree n. 147 of 
September 14, 2015.
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of 12 months prior to disposal.  In measuring the holding period of shares 
acquired over time, a “Last-In, First-Out” rule applies; direct tracing is not 
permitted.  

• The participation must be classified as a fixed financial asset on the share-
holder’s first balance sheet reflecting the beginning of the holding period for 
the shares.  

• In the three fiscal years preceding the disposal of the participation, the sub-
sidiary must be tax resident in Italy or in a jurisdiction that is not a Blacklist 
country or territory (see also C.F.C. Legislation below).  If the company is 
resident in a Blacklist jurisdiction but it was formed for the purpose of carrying 
out active business operations, the shareholder may request a ruling from 
the Italian tax authorities verifying that the purpose of the investment was 
not to obtain the benefits of a preferential tax regime.  Beginning in 2015, an 
advance ruling is no longer mandatory, provided that this condition can be 
proven in the course of a tax audit.  Where an advance ruling has not been 
requested or a positive ruling was not obtained, capital gains from Black-
list-resident entities must be disclosed on the relevant tax return.11

• The subsidiary must have been engaged in an active business since the 
beginning of the third financial year preceding the sale of the participation 
(unless its shares are traded on a stock exchange).

Several conditions apply to the foregoing tests.  Under the anti-avoidance rules, a 
company is deemed not to be carrying out an active business if the predominant as-
set is real estate, as reported on a company’s balance sheet.  Where a subsidiary is 
a holding company, the law requires that tests regarding tax residence and business 
activity be applied at the level of the subsidiary operating companies.  Where the 
participation exemption applies to a gain, only a portion of costs related to the sale 
is deductible, equal to the percentage of the gain that is taxable, viz., 5%.12

INTEREST DEDUCTION

Finance Act 2008 has completely redefined the interest deduction regime for com-
panies subject to I.R.E.S.

The new regime, in general, provides as follows:13

• Interest expense is fully deductible in each tax period for an amount equal to 
interest income.

• The excess amount of interest expense can be deducted subject to a cap of 
30% of an amount substantially corresponding to earnings before interest, 
taxes, depreciation, and amortization (“E.B.I.T.D.A.”), as measured in the 
borrower’s profit and loss statement. Starting from 2016, dividends received 
from C.F.C.’s can be included in E.B.I.T.D.A.14

11 Id., Article 87(1).
12 Article 86(2), I.T.C.
13 See new Article 96, I.T.C.
14 Article 96(2) I.T.C., as modified by Article 4 of Legislative Decree n. 147/2015.
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• The amount of interest expense that exceeds the 30% limit is, therefore, not 
deductible in the tax period incurred but may be carried forward indefinitely 
until it can be absorbed in a year when sufficient E.B.I.T.D.A. exists.

• The excess E.B.I.T.D.A. generated in each fiscal year may be carried forward 
and used to increase the E.B.I.T.D.A. of the following periods.

While banks and insurance companies, along with their holding companies and 
certain other financial institutions, are excluded from the interest deduction regime, 
this does apply to so-called “industrial holding companies,” i.e., companies whose 
main business consists of holding participations in other entities that do not carry 
on lending activities or financial services.15  Industrial holding companies are likely 
to be penalized by these provisions.  Although, if they participate in domestic con-
solidation rules (see Group Consolidation), the excess interest expense of the 
holding company can be used to reduce the consolidated tax base generated by 
other associated companies, if and to the extent that such other group companies 
report E.B.I.T.D.A. not used to support their own deductions.  This rule also applies 
in the case of interest expense carried forward by a company, provided it has been 
generated during the period of fiscal consolidation.  

Specific rules apply to banks and insurance companies.

MINIMUM TAXABLE INCOME FOR NON-
OPERATING COMPANIES

Specific anti-avoidance rules apply to non-operating companies and non-operating 
permanent establishments in Italy.  Under Article 30 of the Law dated December 23, 
1994, n. 724, an entity is deemed to be a non-operating company when the sum of 
its turnover, increase in inventory, and revenue (as reported on its profit and loss 
statement) is lower than a specified base.  The base is the sum of the following 
items: (i) 2% of the total value of participations in resident and nonresident com-
panies, bonds, other financial instruments, and financial credits; (ii) 4%-6% of the 
value of real estate and ships owned or leased by the company; and (iii) 15% of the 
value of other fixed assets.  The calculation is made on the average values over a 
three-year period (i.e., the tax period concerned and the two preceding periods).

When a company is a non-operating company under the foregoing definition, it is 
taxed at 38% (34.5% starting from 2017)16 on minimum income.  Minimum income 
is calculated by applying a deemed return to the assets mentioned above.  The 
deemed returns are (i) 1.50% of participations, other financial instruments, and fi-
nancial credits; (ii) 4.75% of real estate values (reduced to a 3%-4% rate for resi-
dential real estate assets and offices); and (iii) 12% of other fixed assets.

A non-operating company may attempt to demonstrate to the Italian tax authorities 
that specific facts and circumstances prevented it from achieving the minimum turn-
over and thereby receive a ruling to qualify for the exception.  Where an advance 
ruling has not been requested or a positive ruling was not obtained, the taxpayer 

15 Article 96(5), I.T.C.
16 In particular, a surtax of 10.5% is applicable.  See Article 2(36-quinquies) of 

Decree Law n. 138 of August 13, 2011.
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can disclose the existence of such conditions on the relevant tax return.17  There 
are also certain automatic exclusions from the scope of the general rule.  Finance 
Act 2008 has increased the number of these exclusions, notably for (i) companies 
in the first year of activity; (ii) companies whose shares are traded on a stock ex-
change, as well as the subsidiaries and controlling shareholder of such companies; 
(iii) companies that have had at least ten employees in the two preceding fiscal 
periods; (iv) companies whose value of production, as measured on the profit and 
loss statement, is greater than the total value of assets reported on the balance 
sheet; (v) companies holding participations in subsidiaries that are considered to be 
“operating” companies or that have obtained a positive ruling; and (vi) companies in 
insolvency proceedings.

Subsequent to the amendments made by Article 2 of Law Decree n. 138 of August 
13, 2011, the foregoing provisions are also applicable to companies that have (i) 
incurred fiscal losses for at least five consecutive tax years or (ii) incurred fiscal 
losses for four out of the five years of assessment and in one year have reported 
income that is lower than the minimum income, as determined in the manner de-
scribed above.  Beginning in the sixth consecutive tax year, those companies will 
be deemed to be non-operating companies even though they do not meet the usual 
requirements provided by Article 30(1) of the Law dated December 23, 1994, n. 724.

ALLOWANCE FOR CORPORATE EQUITY (“A.C.E.”)

In order to encourage companies to strengthen their financial structures by using 
equity rather than debt, Article 1 of Law Decree n. 201 of December 6, 2011 intro-
duced the Allowance for Corporate Equity (“A.C.E.”), whereby a notional return on 
the increase in equity generated after 2010 may be deducted from total net income, 
if it is derived from capital contributions and the retention of earnings.  The amount 
of A.C.E. that exceeds the net taxable income of the year can be carried forward 
and used to offset the net taxable base of a subsequent tax period, or – starting from 
2014 – it can be converted into a tax credit equal to 27.5% of the notional yield to 
offset (in five equal annual installments) the I.R.A.P. due for each tax year.

Ministerial Decree of March 14, 2012 (hereinafter “the Decree”) contains the oper-
ative provisions of this rule.  The A.C.E. provision is effective from the tax year in 
which December 31, 2011 falls.  The benefit may be claimed by

• companies resident in Italy, as indicated by Article 73(1)(a) I.T.C.;

• state and private entities other than companies, as well as trusts resident in 
Italy, whose main or exclusive objective is to carry out a commercial activity, 
as indicated by Article 73(1)(b) I.T.C.;

• Italian permanent establishments of nonresident companies and entities, as 
indicated by Article 73(1)(d) I.T.C.; and

• individuals, S.N.C.’s, and S.A.’s regulated by ordinary accounting rules.

A.C.E. is determined by applying a given percentage rate to the net increase in eq-
uity, which in turn is calculated as the excess of the equity book value at the end of 

17 Article 30 of Law n. 724/1994, as modified by Article 7 of Legislative Decree n. 
156 of September 24, 2015.
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the year over the equity book value resulting from the balance sheet as of December 
31, 2010.  The increase in equity book value attributable to the increase in retained 
earnings for the year is not taken into account.18

In order to determine the net increase in equity, Article 5(2) of the Decree states that 
the following items must be taken into account:

• Cash contributions paid by existing or new shareholders

• The shareholders’ unconditional relinquishment of an obligation of the com-
pany and the release of an obligation upon the underwriting of a new issue 
of shares

• Income accumulated, with the exception of income accumulated in non-avail-
able reserves19

The net increase in any particular year cannot exceed the value of the net equity at 
the end of that year.20

In computing the net increase in equity, Article 5(3) of the Decree provides that 
decreases in equity through any type of distribution to a shareholder must be taken 
into account (for instance, through dividend distributions or equity reductions).

With reference to the tax year 2016, the notional deduction is 4.75%.21  In subse-
quent tax years, the percentage will be determined by a decree of the Minister of 
Economy and Finance issued by January 31 following the close of the tax year.

In August 2014, Law n. 116/2014 introduced a new tax incentive aimed at encourag-
ing Italian companies to go public by strengthening A.C.E.  In particular, new listed 
companies would benefit from a 40% increase on new equity raised during the first 
three years of admission to the regulated markets or E.U./E.E.A. multilateral trading 
platforms (“super-A.C.E.”).22

Specific rules are provided for companies participating in a group consolidation23 
and for companies opting for the “transparency regime” under Articles 115 and 116 
I.T.C.24

Article 10(3) of the Decree provides specific anti-avoidance rules, especially for 
companies belonging to a group.

GROUP CONSOLIDATION

After the introduction of the participation exemption regime, holding companies can-
not reduce income through unrealized losses in participations.  However, group 

18 Article 2 of the Decree.
19 See id., Article 5(5) for the definition of “non-available reserves.”
20 Id., Article 11.
21 Article 1 of Law Decree n. 201 of December 6, 2011, as modified by the Article 

1(137) of the Law n. 147 of December 27, 2013.
22 This measure is still subject to E.U. Commission approval.
23 Article 6 of the Decree.
24 Id., Article 7.
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consolidation is permitted.  Two consolidation regimes exist.  One is known as the 
domestic consolidation regime;25 the other is the international or worldwide consol-
idation regime.26

Domestic Consolidation

For the purposes of the domestic consolidation regime, a group of companies is 
comprised of a common parent company and its controlled subsidiaries.  A subsid-
iary is deemed to be a controlled subsidiary if two factors exist.  First, the common 
parent must, directly or indirectly, have more than 50% of voting rights at the subsid-
iary’s general shareholders’ meeting.  Second, the common parent must, directly or 
indirectly, be entitled to more than 50% of the subsidiary’s profits. The “de-multiplier 
effect” must be considered in both cases.

Under certain circumstances, a nonresident company may participate in a domestic 
consolidation as the common parent of the group.  First, the foreign parent must be 
a resident in a country that has a tax treaty in effect with Italy.  Second, it must carry 
out business activities in Italy through a permanent establishment (“P.E.”).  Legisla-
tive Decree n. 147 of September 14, 2015 introduced a “horizontal” tax consolidation 
regime.  With effect from 2015, this regime allows a parent entity – i.e., a resident 
in an E.U. Member State or an E.E.A. Country that has signed an agreement with 
Italy allowing an effective exchange of information – to designate an Italian-resident 
subsidiary or P.E. as a “consolidating” entity.  The consolidating entity may then form 
a single fiscal unit with another direct or indirect subsidiary of the same parent com-
pany.  Legislative Decree n. 147 also introduced legislation whereby Italian P.E.’s 
of E.U./E.E.A. companies may form a consolidated fiscal unit with other Italian-res-
ident companies of the same group.

The domestic consolidation regime only applies when an election has been made by 
the common parent and the participating controlled subsidiaries; all subsidiaries are 
not required to participate in the regime.  Once an election is made, the domestic 
consolidation is effective for three tax periods.  If the requisite degree of control in 
a subsidiary is relinquished during this time, that subsidiary no longer participates.

The domestic consolidation regime works as follows.  Each company determines 
its taxable income or loss on an individual basis, according to the ordinary rules, 
and submits its own tax return (without computing the relative income tax or cred-
it).  Then, the common parent aggregates the group’s taxable income or loss and 
computes the consolidated income tax or credit.  The total taxable income or loss of 
each controlled subsidiary is taken into account, regardless of the percentage held 
by the common parent.

Domestic consolidated groups may take advantage of a rule that allows for a com-
bined computation of E.B.I.T.D.A. and interest expense (see Interest Deduction 
above).

A separate limitation rule applies to losses incurred during a tax period in which a 
company did not participate in the consolidation regime.  These losses are ring-
fenced in that company and cannot be brought forward to reduce group income.

25 Article 117-129, I.T.C.
26 Id., Article 130-142.
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Worldwide Consolidation

In addition to the domestic regime, Italian law allows for worldwide consolidation 
where an Italian-resident company controls one or more nonresident companies.  
In order for a nonresident company to participate, its financial statements must be 
audited and an advance approval must be obtained from the Italian tax authorities.

Several differences exist between the domestic consolidation regime and the world-
wide regime.  First, the worldwide regime is not selective among group members.  
The option must be exercised by all of the nonresident controlled subsidiaries.  Fur-
thermore, the first election for worldwide consolidation is effective for five tax peri-
ods, and any subsequent renewal is effective for three tax periods.  It is believed 
that the option for worldwide consolidation has been exercised only by a few Italian 
groups of companies.

C.F.C. LEGISLATION

Profits realized by a C.F.C. are deemed to be the profits of an Italian company if the 
two following conditions are met: 

• The resident company directly or indirectly controls the nonresident entity. 

• The foreign entity is resident in a jurisdiction that has a privileged tax regime.27

As of 2016, these jurisdictions are defined as countries and territories in which the 
nominal income tax rate is less than 50% of the Italian rate.  Until 2015, the jurisdic-
tions with privileged tax regimes were listed in Ministerial Decree dated November 
21, 2001 (the so-called Blacklist), as modified by the Ministerial Decree of March 
30, 2015.  

For purposes of the C.F.C. regime, control is defined according to the Italian Civil 
Code.28  A company may be deemed to be controlled in one of three circumstances: 

• The Italian resident holds, directly or indirectly, the majority of the voting rights 
exercised at the general shareholders’ meeting of the company.

• The Italian resident holds, directly or indirectly, sufficient votes to exert a 
decisive influence in the shareholders’ meeting of the company.

• The Italian resident exercises a dominant influence over the company by 
virtue of contractual relationships.

In order to avoid the application of the C.F.C. regime, an Italian-resident company 
may request a ruling from the Italian tax authorities and provide evidence that (i) 
the nonresident company carries out an effective industrial or commercial business 
activity in the market/territory of the country where it is located (“Condition 1”) or 
that (ii) the Italian company does not benefit from a diversion of income into a privi-
leged tax regime (“Condition 2”).  Starting from 2015, an advance ruling is no longer 
mandatory, provided that the taxpayer can prove that the aforementioned conditions 
have been met in a tax audit.  Where an advance ruling has not been requested or 

27 Article 167, I.T.C, as recently modified by Article 1 (142) of Legislative Decree 
n. 147/2015.

28 Article 2359 of the Civil Code.
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a positive ruling was not obtained, the holding of C.F.C. participations must be dis-
closed on the relevant tax return.  Concerning Condition 1, Law Decree n. 78/2009 
introduced the following changes:

• With respect to banking, financial, and insurance activities, the condition is 
deemed to be met when the main portion of the respective sources, invest-
ments, and proceeds originate in the state or territory where the foreign com-
pany is located.

• The condition is never met when more than 50% of the foreign company’s 
proceeds are derived from (i) the management, holding, or investment in 
securities, shares, receivables, or other financial assets; (ii) the transfer of or 
license to use intangible rights of industrial, literary, or artistic property; or (iii) 
the supply of services, including the financial ones, within the group.29

Law Decree n. 78/2009 has also broadened the scope of the C.F.C. rules to include 
controlled companies not resident in Blacklist jurisdictions if the following conditions 
are both met:

• The C.F.C. is subject to actual taxation that is less than 50% of the tax that 
would have been levied if it were resident in Italy.

• More than 50% of the profits of the C.F.C. are derived from the management, 
holding, or investment in securities, shares, receivables, or other financial 
assets, from the disposal or licensing of intellectual property rights, or from 
the performance of intra-group services.30

A safe harbor clause provides that under certain circumstances the C.F.C. rules will 
not be applicable, although the company meets the conditions outlined above.  To 
qualify for the safe harbor exemption, the resident shareholder must demonstrate 
that the formation of the C.F.C. in a specific foreign country does not constitute an 
artificial scheme aimed at achieving undue tax advantages.31  This can be achieved 
by applying for an advance tax ruling.  In cases where an advance ruling was not 
requested or a positive ruling was not obtained, an exemption under the safe harbor 
clause may also be disclosed on the taxpayer’s relevant tax return.

If the C.F.C. rules apply, the profits of the C.F.C. are deemed to be the profits of the 
Italian resident.  These profits are taxed separately at the average tax rate of the 
Italian resident, which is 27.5% for corporations (24% starting from 2017).

Italian law contains a previously-taxed income concept.  As a result, when profits 
that were previously attributed to the resident company are distributed in the form of 
a dividend, the dividend does not constitute taxable income upon receipt.

TREATY PROTECTION

Italy has tax treaties in effect with 93 jurisdictions, including certain developed coun-
tries and significant trading partners.  In general, the treaties provide for reduced 
withholding tax rates, in line with the O.E.C.D. Model Treaty.  Notable exceptions 

29 Article 167(5-bis)
30 Id., Article 167(8-bis).
31 Id., Article 167(8-ter).
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exist for withholding tax on interest.  In the new treaty with the U.S., the withholding 
tax rate is 10%.

WITHHOLDING TAXES ON OUTBOUND PAYMENTS

Dividend Withholding – Domestic Law

In general, Italian law provides that dividends distributed by Italian companies are 
subject to a 26% withholding tax.32  The rate may be reduced to 11% for dividends 
paid out to pension funds established in E.U. Member States or E.E.S. Countries 
(i.e., Iceland, Liechtenstein, and Norway) listed in Ministerial Decree September 4, 
1996.  The recipient can claim a refund of up to eleven twenty-sixths of the with-
holding tax incurred, if taxes have been paid on the same income in its country of 
residence.33  If a treaty applies, the favorable provisions of a treaty will reduce the 
Italian withholding taxes.

For dividends distributed to companies or other entities resident and subject to in-
come tax in E.U. Member States or E.E.S. Countries included on the above-men-
tioned list, a reduced 1.375% (1.2% starting from 2017) withholding tax applies.  
Thus, the tax on these payments is the same as the tax applicable to distributions 
made to domestic companies (see Dividend Exemption above).  If dividends come 
from a participation related to a P.E. in Italy, no withholding tax applies and dividends 
are treated as described above (subject to a 95% exemption).

Parent-Subsidiary Directive

Under the Parent-Subsidiary Directive (the “P.S.D.”), as implemented in the Italian 
tax system, qualifying parent companies resident in other E.U. Member States may 
claim a refund of 26%  or 1.375% (1.2%, starting from 2017) for withholding tax lev-
ied on dividends distributed by Italian subsidiaries.  After the amendments brought 
by Directive 2003/123/C.E.,34 the required minimum for direct shareholding in the 
Italian company is reduced to 10%.

In order for a company to qualify as a parent for the benefit of the P.S.D., it must 
meet certain requirements.  First, it must have one of the corporate forms listed in 
the P.S.D.  Second, it must reside for tax purposes in an E.U. Member State.  For 
this purpose, a dual resident company is not considered to be a resident of an E.U. 
Member State if its residence is allocated to a jurisdiction outside the E.U. under 
an income tax treaty.  Third, the company must be subject to one of the income tax 
regimes listed in the P.S.D. without the possibility of opting for favorable regimes or 
exemptions.  Finally, it must have held the participation for an uninterrupted period 
of at least one year.

To demonstrate compliance with the first three conditions, a certificate issued by 
a foreign tax authority must be submitted.  The last condition is corroborated by a 
declaration.  Once the foregoing conditions have been met, the exemption is man-
datory. 

32 Law Decree n. 66/2014, converted into Law n. 89 of June 23, 2014.
33 Article 27(3) of Presidential Decree n. 600/1973.
34 Implemented in Italy by Legislative Decree dated February 6, 2007, n. 49. Arti-

cle 27-bis of Presidential Decree n. 600/1973.
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As far as the anti-avoidance rules are concerned, the exemption applies in favor 
of a parent company that is, in turn, directly or indirectly controlled by a non-E.U. 
resident company.  Additionally, the E.U. parent company must prove that the sole 
or primary purpose of the holding is not to take advantage of the exemption.35

Thus, the anti-avoidance rules provide for an inversion of the burden of proof when 
the E.U. parent company is controlled by a non-E.U. shareholder.  This provision 
must be read in conjunction with the binding general anti-abuse rule (“G.A.A.R.”), 
which was recently adopted by the European Council and will ultimately be included 
in the P.S.D.

Moreover, under G.A.A.R., the intermediate entity is deemed to have been set up 
merely as a “conduit entity” or as a part of a “conduit arrangement” if at least one of 
the following circumstances is met:

• The intermediate entity has a light organization (e.g., employees, offices, and 
equipment are made available by third companies through management ser-
vice agreements) and does not carry out real economic activity or has little or 
no discretion in the decision-making process (a conduit entity).

• The intermediate entity acts merely as a financial conduit in the context of a 
specific arrangement (e.g., inbound and outbound payments are symmetrical 
in term of amount, maturity, etc.), allowing payment to flow through without in-
curring an additional tax burden because it is not subject to further withholding 
tax in the state where the intermediate is located (a conduit arrangement).36

Interest and Royalties

Italy has implemented the Interest and Royalties Directive providing for a withhold-
ing exemption on payments of interest and royalties made to associated companies 
resident in E.U. Member States.37  In order to qualify for the exemption, the recipient 
must be an associated company resident in another Member State that (a) is subject 
to one of the taxes listed in P.S.D. Annex B and (b) has one of the corporate forms 
listed in P.S.D. Annex A.  Alternatively, the recipient can be a P.E. of a company 
resident in a Member State, granted the P.E. is also situated in a Member State.  
Moreover, the nonresident recipient must be the beneficial owner of the payments.38

Two companies are deemed associated under one of two tests:  (i) one of the com-
panies holds directly at least 25% of the voting rights at the general shareholders’ 
meeting of the other company, or (ii) a third company, resident in a Member State 
and having one of the corporate forms listed in P.S.D. Annex A, holds directly at 
least 25% of the voting rights in both companies.  The requisite ownership must be 
held for at least one year.

Article 23(1) of Law Decree n. 98 of July 6, 2011 introduced a new 5% withholding 
tax applicable to interest paid to a nonresident that is not the beneficial owner of 

35 See the last paragraph of Art. 27-bis of Presidential Decree n. 600/1973.
36 See Circular Letter n. 6/E, issued by the Italian Revenue Agency on March 30, 

2016.
37 Article 26-quater, Presidential Decree n. 600/1973.
38 For the definition of “beneficial owner” see id., Article 26-quater (4).
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the payments, provided that (i) the aforementioned conditions (a) and (b) are met; 
(ii) the interest payment is intended to finance the payment of interest and other 
proceeds on bonds issued by the recipient; (iii) the bonds are traded on an E.U.- or 
E.E.S.-regulated market; and (iv) the bonds are guaranteed by the paying company, 
the holding company, or another subsidiary.39

Nonresident Company with a P.E.

Companies with a P.E. in Italy are taxed on the income of the P.E.  P.E. income 
is determined under the rules applicable to income of resident companies, includ-
ing the Participation Exemption regime (see Participation Exemption for Gains).  
Pursuant to the new Article 152(2) I.T.C., as replaced by Article 7(3) of Legislative 
Decree n. 147/2015 (the “International Tax Decree”), Italy applies the O.E.C.D.’s 
“functionally separate entity approach” when determining P.E. income.  According to 
this methodology, income attributed to the P.E. will reflect an arm’s length amount, 
i.e., the amount the P.E. would have earned if it were a separate and independent 
enterprise engaged in comparable activities under comparable conditions.  This 
arm’s length amount should account for the functions performed, assets used, and 
risks assumed by the enterprise through the P.E.

Article 152(2) also provides that adequate “free capital” must be attributed to the 
P.E. for tax purposes.  Again, the amount is determined based on O.E.C.D. princi-
ples (i.e., taking into account the functions performed, assets used, and risks as-
sumed by the P.E.).

Nonresident Company with No P.E.

Nonresident companies without a P.E. in Italy are taxed on income generated in Italy 
under the rules applicable to resident individuals.40  In particular, they are deemed 
not to have business income.

Where the foreign corporation sells an interest in an Italian subsidiary, the tax treat-
ment depends on whether the participation is qualified.  If the participation is qual-
ified,41 49.72%42 of the capital gains are included in taxable income and is subject 
to I.R.E.S.  If the participation is not qualified and the disposition relates to a par-
ticipation in a listed company, capital gains are deemed to have been generated 
outside of Italy.43  If the participation is not qualified and the disposition relates to a 
participation in a private company, capital gains are not taxed if the shareholder is 
resident in a country that has an agreement allowing for an adequate exchange of 
information with Italy.44

As far as the anti-avoidance rules are concerned, the exemption applies in favor of 
an intermediate company resident in a country that allows for adequate exchange of 

39 For more details, see id., Article 26-quater.
40 Article 151-152(2) I.T.C.
41 Id., Article 68(3).
42 A forthcoming Ministerial Decree will amend this percentage, in order to ac-

count for the new corporation income tax rate of 24%, which is applicable from 
2017 (see Article 1(64) of Law n. 208 of December 28, 2015).

43 Article 23(1)(f) I.T.C.
44 Article 5(5)(a), Legislative Decree n. 461/1997.
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information with Italy, if the entity is directly or indirectly controlled by a shareholder  
resident in a country that does not meet this standard.  Additionally, the shareholder 
must prove that the sole or primary purpose of the holding is not to take advantage 
of the exemption (see Parent-Subsidiary Directive above).  Finally, if (i) the partic-
ipation is not qualified, (ii) the disposition relates to a participation in a private com-
pany, and (iii) the shareholder is resident in a country without adequate exchange of 
information, capital gains are subject to a 26% substitute tax.45

A participation in a listed company is deemed to be qualified if the total participation 
sold during a period of 12 months represents an amount that is greater than 2% 
of the company’s voting rights or 5% of the capital of the listed company.  If the 
company is not listed, a participation is qualified if the total participation sold during 
a period of 12 months represents an amount that is greater than 20% of the compa-
ny’s voting rights or 25% of the capital of the company.

These rules are subject to modification under an applicable treaty.

BRANCH EXEMPTION REGIME

The International Tax Decree introduced the “branch exemption regime.”46  Starting 
in 2016, an Italian-resident company may be exempt from Italian taxation of income 
and losses arising from foreign P.E.’s. 

The election of exempt treatment is irrevocable and “all-in” –  it is applicable to all 
qualified existing P.E.’s.  Branches falling within the scope of the C.F.C. rules are not 
qualified for the exemption regime, unless one of the conditions for C.F.C. exemp-
tion is met (see C.F.C. Legislation conditions). 

A loss recapture provision applies if the branch has incurred a net tax loss over the 
five-year period prior to the election.  In this case, branch income will be included in 
the taxable basis of the Italian parent company, up to the amount of the pre-existing 
tax losses, with a corresponding foreign tax credit.

FOREIGN TAX CREDIT

A foreign tax credit is granted to avoid international double taxation.47  The tax credit 
is calculated on a per-country basis.  Excess credits may be carried back and car-
ried forward over an eight-year period.48

TRANSFER PRICING

The Italian transfer pricing regime is currently contained in Articles 110(7) and 9(3) 
I.T.C.

45 Id., Article 5(2).
46 See the new Article 168-ter I.T.C., introduced by Article 14 of Legislative Decree 

n. 147/2015.
47 Id., Article 165.
48 Id., Article 165(6).
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Pursuant to Article 110(7), business income of an Italian-resident enterprise derived 
from (i) transactions with a nonresident company49 that is directly or indirectly con-
trolled by the Italian enterprise; (ii) operations where the foreign company controls 
the Italian company; or (iii) transactions between resident and nonresident compa-
nies that are under the common control of a third company, is assessed on the basis 
of the “normal value” of the goods transferred or received, or the services rendered 
or received (if an increase in taxable income is derived therefrom).

The normal value of goods and services must be determined on the basis of the 
rules established under Article 9(3) I.T.C.; this value is similar to the arm’s length 
value defined by the O.E.C.D. Guidelines and the O.E.C.D. Model Convention.

Legislative Decree 78 of May 31, 2010 introduced Italian regulations for intercompa-
ny transfer pricing documentation.  Although such documentation is not mandatory, 
this decree provides for the non-application of administrative penalties (otherwise 
ranging from 90% to 180% of the tax assessed), if the taxpayer provides the rele-
vant transfer pricing documentation to the tax authorities during a tax audit.

Over the past few years, the Italian tax authorities have paid increasing attention to 
intra-group transactions during tax audits, and the number of audits of intra-group 
transactions within multinational groups has risen.

PATENT BOX REGIME

Starting from 2015, an optional “Patent Box” regime was introduced in Italy by Ar-
ticle 1 of Law n. 190 of  December 23, 201450 and enacted by Ministerial Decree 
dated July 30, 2015. 

The exercise of this option is binding for a period of five years and it can be renewed. 

The Patent Box regime grants a 50% exemption (reduced to 30% for 2015 and 40% 
for 2016) from I.R.E.S. and I.R.A.P. on income derived from certain intangible as-
sets, such as patents, trademarks, and other intellectual property (“I.P. assets”).  I.P. 
income – which is eligible for the exemption – is determined using a specific ratio of 
“qualifying expenses” (i.e., certain research and development (“R&D”) expenditures 
related to I.P. assets) to “overall expenses” (i.e., the sum of the qualifying expenses 
and the acquisition costs of I.P. assets).51

In addition to the benefit for income generated from I.P. assets, the Patent Box 
regime also provides a special exemption for capital gains arising from the disposal 
of these assets.  In order to benefit from this measure, at least 90% of the proceeds 
from the sale must be reinvested in maintenance or development of other I.P. as-
sets.  Reinvestment must take place by the end of the second fiscal year following 
the year in which the transfer occurred.

49 In this regard, Article 5(2) of Legislative Decree n. 147/2015 clarifies that the 
arm’s length rule is not applicable to transactions between resident enterprises.

50 Law Decree n. 3 of January 24, 2015 introduced a number of amendments to 
the regime introduced by Law n. 190/2014.  These changes take into account 
the guidelines set out in the O.E.C.D. report on “Action 5 Agreement on Modi-
fied Nexus approach for I.P. Regimes” (see Patent Box Regime).

51 Article 9 of Ministerial Decree dated July 30, 2015.
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THE AUTOMATIC EXCHANGE OF INFORMATION 

Italy supports Automatic Exchange of Information (“A.E.O.I.”) for tax purposes and 
is actively involved in implementing A.E.O.I. within the E.U. and O.E.C.D., and on a 
bilateral basis.

On January 10, 2014, the U.S. and Italy signed an intergovernmental agreement 
(“I.G.A.”) to implement the Foreign Account Tax Compliance Act (“F.A.T.C.A.”) re-
gime.  The I.G.A. was then ratified and enacted in Italy by Law n. 95 of June 18, 
2015.  Moreover, the Ministerial Decree of August 6, 2015 and the Provisions of the 
Director of the Italian Revenue Agency dated August 7, 2015 and April 28, 2016 pro-
vided the technical rules for the collection and the communication of the requested 
information. 

In accordance with the F.A.T.C.A. rules, the Italian legislation provides, in brief, for 
A.E.O.I. as follows:

• Italy will engage in bilateral exchange of information with the U.S. in relation 
to accounts held in Italian financial institutions by U.S. persons.

• Financial institutions must forward specified information to the Italian Tax Au-
thorities, which will, in turn, transmit the data to Internal Revenue Service 
(“I.R.S.”).

• If certain conditions are met, holding companies may be subject to the 
F.A.T.C.A. reporting regime.

• The reporting deadline for information related to tax year 2015 is June 15, 
2016.  (From 2016, the deadline will be April 30 of the following year.)

Similar reporting requirements have recently been introduced in relation to countries 
other than U.S.  Starting from 2016, the Common Reporting Standard (the “C.R.S.”) 
and Directive 2014/107/E.U.52 (“D.A.C.2”), regarding A.E.O.I. between tax authori-
ties, are applicable in Italy.  These rules were implemented in Italy by Law n. 95 of 
June 18, 2015 and enacted by the Ministerial Decree dated December 28, 2015.

Italian implementation of F.A.T.C.A., the C.R.S., and D.A.C.2 has a common pur-
pose: to prevent tax evasion by foreign individuals who maintain financial relation-
ships with Italian financial institutions.  In particular, these regulations require Italian 
financial institutions to identify their customers in accordance with specific criteria 
and to communicate certain information (regarding, inter alia, interest income, div-
idends and similar types of income; account balances; and sales proceeds from 
financial assets) to the relevant tax authorities.

ITALIAN MEASURES TO COMBAT B.E.P.S.

Fifteen specific actions are being developed in the context of the O.E.C.D./G-20 
project to combat base erosion and profit shifting (the “B.E.P.S. Project”).  In sub-
stance, these actions cover all the principal aspects of international taxation – as 
they relate to C.F.C. rules, interest deductibility, artificial avoidance of P.E. status, 

52 For exchanges between E.U. Member States, the E.U. has transposed the 
C.R.S. by virtue of D.A.C.2 – the amended Directive 2014/107/EU.
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transfer pricing rules, curbing harmful tax practices, data collection, mandatory dis-
closure rules, and dispute resolution.53

Italy is already compliant with most of these actions:

• As recommended by Action 13, Italy introduced country-by-country (“CbC”) 
reporting obligations into domestic law (see Article 1(145-147) of Law n. 208 
of December 30, 2015).

• In order to incorporate the guidelines under Action 5, Italy introduced a num-
ber of amendments to the Patent Box regime, provided by Law n. 190/2014 
(see Transfer Pricing above).  Revisions to the regime – introduced by De-
cree Law n. 3/2015 – ensure that Patent Box benefits are granted only to in-
come that arises from intellectual property for which actual R&D activity was 
undertaken by the taxpayer.  This treatment is in line with the so-called nexus 
approach recommended in Action Item 5 (see the explanatory document of 
Law n. 190/2014).

• In order to promote tax transparency and disclosure initiatives under Action 
Items 5 and 11, a voluntary disclosure procedure has been introduced in 
Italy.  In furtherance of this procedure (and O.E.C.D. recommendations), the 
Italian government has recently signed agreements with Andorra, Barbados, 
the Cayman Islands, Chile, Cook Islands, Gibraltar, Guernsey, Hong Kong, 
the Isle of Man, Jersey, Liechtenstein, Luxembourg, Monaco, San Marino, 
Switzerland, Taiwan, and Vatican City regarding the exchange of information.  

Moreover, many of the new tax rules provided by the International Tax Decree ap-
pear to be closely linked to B.E.P.S. Project reports released in 2014 and 2015, such 
as

• the modification of advance ruling procedures for international companies 
related to (i) transfer pricing operations, (ii) the existence of a permanent 
establishment, and (iii) the attribution of profits to a permanent establishment, 
in order to provide for  the spontaneous exchange of information by the Italian 
tax authorities (see new Article 31-ter of Presidential Decree n. 600 of  Sep-
tember 29, 1973, introduced by Article 1 (2) of the International Tax Decree);

• the (i) adoption of an “effectively connected income concept” for P.E.’s, re-
pealing the so-called force of attraction rules, which – pursuant to previous 
rules – provided for the taxation of certain income produced in Italy but not 
effectively linked to the P.E., and (ii) introduction of the branch exemption 
regime (see Nonresident Company with a P.E. above); and

• the reform of the C.F.C. rules, to provide for (i) the repeal of the manda-
tory ruling procedure in order to obtain exemption for foreign subsidiaries 
and (ii) the abolition of C.F.C. regimes for “affiliated” companies (i.e., at least 
20%-owned by an Italian resident, or 10%-owned if the parent company is a 
listed company), among other revisions (see C.F.C. Legislation above).

Other tax measures provided by the International Tax Decree are intended to com-
ply with rulings of the European Court of Justice (“E.C.J.”), these include

53 For a list of all B.E.P.S. Actions, see B.E.P.S. and Holding Companies.
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• the new rules regarding domestic tax consolidation, which extend the possi-
bility to apply the Italian consolidation regime to “sister” companies (including 
P.E.’s) controlled by the same foreign company that is a resident of an E.U. 
Member State or E.E.A. Country, allowing adequate exchange of information 
(see Domestic Consolidation above);54 and

• revisions to the regime for outbound transfers of tax residence, which (i) ex-
tend the possibility to defer exit tax on transfers of residence out of Italy as 
the result of a business merger, and (ii) expressly confirm application of the 
regime to Italian P.E.’s of foreign companies.55  (See Articles 166 and 179 
I.T.C., as modified by Article 11 of the International Tax Decree.)

Furthermore, Legislative Decree n. 128 of August 5, 2015 (the “Certainty Decree”) 
reviewed Italy’s anti-avoidance rules and anti-abuse regime.  The Certainty Decree 
introduced a legal definition of “abuse of law” (see the new Article 10-bis of Law n. 
212 of July 27, 2000) in order to improve “cooperative compliance,” as suggested 
by the O.E.C.D., and to comply with European Commission recommendations on 
aggressive tax planning (2012/772/E.U.).

TAX REGIME FOR HOLDING COMPANIES 
CLASSIFIED AS S.I .C.A.F.’S

According to the new definitions of Undertakings for Collective Investment (“U.C.I.’s”) 
and Alternative Investment Fund Managers (“A.I.F.M.’s”) provided by Legislative De-
cree n. 44/2014 (the “A.I.F.M. Decree”) – which implements Directive n. 2011/61/E.U. 
on Alternative Investment Fund Managers (the “A.I.F.M. Directive”) – some Italian 
holding companies could be deemed to be S.I.C.A.F.’s and, therefore, subject to the 
tax regime applicable to U.C.I.’s.  It should be noted that such treatment would be 
an exception to the general rule, according to which holding companies do not fall 
within the new definitions of U.C.I. and A.I.F.M.

In particular, both the A.I.F.M. Decree and the A.I.F.M. Directive provide that a hold-
ing company is outside the scope of the respective legislation, if it is a company

[w]ith shareholdings in one or more other companies, the commer-
cial purpose of which is to carry out a business strategy or strategies 
through its subsidiaries, associated companies, or participations in 
order to contribute to their long-term value, and which is either a 
company: (i) operating on its own account and whose shares are 
admitted to trading on a regulated market in the Union; or (ii) not es-
tablished for the main purpose of generating returns for its investors 
by means of divestment of its subsidiaries or associated companies, 
as evidenced in its annual report or other official documents.56

Conversely, it seems that holding companies other than those described above 
could fall within the scope of the A.I.F.M. Decree and A.I.F.M. Directive and, in partic-
ular, within the definition of a S.I.C.A.F. (i.e., a closed-end U.C.I. in the form of a joint 
stock company with fixed capital and a registered office and general management in 

54 E.C.J. C-39/13, C-40/13, C-41/13 of June 2014.
55 E.C.J. C-371 of November 29, 2011 and C-38/10 of September 6, 2012.
56 Article 4 of the A.I.F.M. Decree and A.I.F.M. Directive.
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Italy, its exclusive purpose being the collective investment of assets obtained by the 
offer of its own shares and other financial instruments of equity held by the same).

If a holding company is deemed to be a S.I.C.A.F., it is subject to the tax regime ap-
plicable to U.C.I.’s, which is unlike the tax regime for holding companies described 
above.

In principle, a U.C.I. is considered liable for tax in Italy as if it were a normal joint 
stock company – but it is exempt from income tax, and as a consequence, the group 
tax consolidation regime mentioned above is not permitted.  While the S.I.C.A.F. 
itself is exempt from income tax, the profits arising from investments carried out by 
such an entity are taxed at the investors’ level through the application of a withhold-
ing tax.  The withholding tax rate will depend on tax residence and subjective status 
of the investor.  Hence, certain tax regimes described above, such as the dividend 
exemption or the participation exemption, are not applicable.57

57 Therefore, in the absence of specific transitional rules, the transformation of a 
holding company (having the legal form of a corporate entity) into a S.I.C.A.F. 
could lead to taxation of any unrealized gains on its assets, since such an op-
eration could be considered – from a tax point of view – to be a transformation 
of a corporation into a “non-commercial” entity.
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INTRODUCTION

In the past few years, several steps have been taken to make Germany a more 
attractive jurisdiction for holding companies, especially within the European Union.  
At the same time, efforts have been made to prevent multinational businesses from 
using international financing structures which treat interest paid to shareholders 
as business expenses in Germany while leaving the profits of business operations 
taxable in tax havens.  

In determining Germany’s advantages as an investment location, judgment should 
not rest solely on the tax rate: whereas the base corporate tax rate of 15% seems 
to be very attractive, the effective tax rate can range to about 30% due to the added 
trade tax burden.  Nevertheless, preferred tax treatment for dividends received from 
other companies and capital gains from the sale of participations in addition to an 
exemption from dividend withholding tax for dividends paid to companies resident 
in E.U. Member States has ultimately created a competitive tax environment for 
investments in Germany.  This is particularly interesting given that the German 
economy has not suffered from the worldwide financial crisis to the same extent 
as other European economies, making Germany an attractive location for holding 
companies and active investments.  In addition, Germany has one of the largest tax 
treaty networks, with only a few countries, such as Brazil and Saudi Arabia, being 
excluded.

GENERAL TAXATION OF GERMAN CORPORATE 
ENTITIES

A German holding company is subject to both corporate tax and trade tax.  The reg-
ular corporate tax rate is 15% (plus a 5.5% solidarity surcharge on the corporate tax 
liability).  On top of the corporate tax, trade tax has to be paid by most of the compa-
nies.  Trade tax is a municipal tax and the rate is determined by each municipality, 
which leads to an effective trade tax rate between 7% and 17% (average: 14%).  
Therefore, the effective tax burden for a corporate entity is about 30%.  It should be 
mentioned that there is special trade tax treatment for pure real estate companies.  
Under certain circumstances these companies are fully exempt from trade tax.  This 
makes Germany a very attractive place for real estate holding companies no matter 
where in Germany the real estate is located.

The taxable base for corporate tax, solidarity surcharge, and trade tax is the income 
defined through the tax balance sheet, with certain adjustments for income taxable 
as defined by the Trade Tax Act.  
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GENERAL PARTICIPATION AND DIVIDEND 
EXEMPTION

Background

In Germany, corporate tax is levied on the profit of a corporation as computed in the 
company’s commercial balance sheet and adjusted for tax purposes.  There is no 
difference in the treatment of distributed or retained profits. 

Dividends and capital gains received from corporations within or outside of Germa-
ny are essentially exempt from German corporate tax, provided that, in the case of 
dividends, the corporation holds at least 10% of the corporation making the dividend 
payment.  However, 5% of these dividends or capital gains are treated as nonde-
ductible expenses, resulting in an effective tax of less than 2% on these profits.  To 
avoid the use of hybrid financing structures, this beneficial treatment has recently 
been restricted.  The dividends received are now fully taxable in cases where they 
are treated as a deductible expense for the subsidiary making the distribution.

The corporation is obliged to remit withholding tax on dividends paid to shareholders 
at a rate of 25%, plus solidarity surcharge.  This withholding tax (“Kapitalertrags-
teuer”) is credited in full against the individual tax liability of the recipient.  As the 
final tax rate on dividend income and capital rate gains for individuals is basically a 
flat tax rate (irrespective of the individual tax rate), no further tax is due.  In the case 
of business income, 60% of the income derived from dividends and capital gains is 
subject to the regular tax rate resulting from the tax assessment.  Again, the with-
holding tax will fully be credited against the respective income tax liability. 

Participation Exemption

A 95% participation exemption applies to capital gains on participations in domestic 
and foreign entities.  Neither a certain holding period, nor any minimum participation 
is required.  It also applies for trade tax purposes.  The 95% participation exemp-
tion includes profits from recaptures and hidden profit distributions upon the sale of 
shares below fair market value. 

The participation exemption applies to a participation held directly or indirectly 
through a partnership.  This may be the case when Corporation A disposes of a 
share in a partnership that owns an interest in Corporation B, or when a partnership 
disposes of a participation.1  The participation exemption in partnership structures 
also applies for trade tax purposes.

However, there are certain exceptions with regard to this tax-free treatment, the 
most important of which are as follows:

• The exemption does not apply when a tax-deductible write-down of the 
shares has been carried out in the past and has not been reversed by the 
time of sale.2

• The exemption does not apply to shares held by a company engaged in 

1 Sec. 8b, para. 6 German Corporate Income Tax Act (“C.I.T.A.”).
2 Id., Sec. 8b, para. 2, sent. 4.
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financial business (“Finanzunternehmen”), where the shares were acquired 
with the intent of realizing short-term profit.3  According to the tax courts, 
companies mainly engaged in holding activities may fall under this provision.4

• A general exception from the 95% participation exemption exists for banks 
and financial institutions, and also for life and health insurance companies. 

Reductions in profits arising in connection with corporate stock holdings (in particu-
lar, extraordinary write-downs) are disregarded in determining taxable income.  This 
exception also applies to shareholder debt in the following circumstances:

• Reductions in profits in connection with a loan (e.g., write-downs to go-
ing-concern value, forgiveness of the unrecoverable portion of a debt claim)

• Reductions in profits in connection with securities and guarantees given for 
a loan

• Reductions in profits resulting from legal acts that are the economic equiva-
lent of a loan

This provision applies to loans made or security posted by: (i) substantial sharehold-
ers (those holding more than 25% of the share capital either directly or indirectly), 
(ii) persons related to substantial shareholders, and (iii) third parties with a right 
of recourse against the aforementioned persons.  The statute continues to apply 
even when the shareholder is no longer a substantial shareholder at the time of the 
reduction in profits.  

The denial of a deduction does not apply where it is shown that an unrelated third 
party would have made the loan under the same circumstances or would not have 
required its repayment (arm’s length exception).  Only security given by the com-
pany in question (the debtor) is taken into account for purposes of the arm’s length 
exception.

Dividend Exemption

The dividend exemption applies to dividends received from domestic and foreign 
participations.5  For corporate tax purposes, there is no holding period.  However, 
the dividend exemption applies only if the corporation holds a minimum participation 
of 10%.6  Below that threshold, the entire dividend payment is subject to tax of about 
30%. 

The dividend exemption also applies for trade tax purposes, if a participation of at 
least 15% has been held at the beginning of the tax year.  In the case of foreign div-
idends received, a participation of at least 15% has to be held for an uninterrupted 
period since the beginning of the tax year and the foreign company has to pass an 
activity test.  For participations in E.U. subsidiaries, a participation of 10% qualifies 
for the dividend exemption and no activity test is required.

3 Id., Sec. 8b, para. 7, sent. 2.
4 Judgment of the Federal Tax Court dated January 14, 2009.
5 Sec. 8b, para. 1 C.I.T.A.
6 Id., Sec. 8b, para. 4.
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Similar to the 95% participation exemption, the dividend exemption is limited to 95% 
of the dividend received, as 5% of all dividends received are deemed to be nonde-
ductible expenses.  In principle, this applies regardless of the amount of effective 
business expenses related to the dividend.  The hybrid mismatch rule applies as 
explained above under Background. 

If the entity receiving the dividend has a participation of less than 10% in the paying 
entity, the dividends received do not qualify for the exemption and are not deemed 
to be 5% nondeductible. 

Financing Expenses

Despite the capital gains and dividend exemption, financing costs related to the 
acquisition of shares are, in principle, fully deductible for corporate tax purposes, 
within the limitations of the earning stripping rules (see Earnings Stripping Rules 
below).  This is an exception to the general rule of German tax law which provides 
that business expenses incurred in relation to tax-exempt income (i.e., dividends or 
capital gains) are not tax deductible.7

A different rule is applicable for trade tax purposes.  When computing trade tax 
income, 25% of the interest on debt exceeding €100,000 is added back to the tax 
base.

TRADE TAX ADD-BACKS AND DEDUCTIONS

The income computed for corporate tax purposes is adjusted for trade tax purposes 
by various add-backs and deductions.

The add-backs include one-fourth of the sum (exceeding €100,000) of the following 
items:

• Loan remuneration (e.g., interest)

• Recurring payments

• Profit shares of a silent partner

• 20% of rental and leasing payments for moveable fixed assets

• 65% of rental and leasing payment for immoveable fixed assets

• 25% of payments to obtain license rights for a limited time period, except for 
licenses that merely confer entitlement to license to third parties the rights 
derived there under

The additional deductions include

• 1.2% of 140% of the assessed value (“Einheitswert”) of real property;

• the distributive share of profits from an investment in a domestic or foreign 
partnership; and

• dividends from a domestic corporation in which the taxpayer holds an interest 

7 Sec. 3c, para. 1 Income Tax Act (“I.T.A.”).
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of at least 15% (10% in a case where the E.U. Parent-Subsidiary Directive 
is applicable) since the beginning of the tax year, provided this corporation 
(almost exclusively) generates active income.8

EARNINGS STRIPPING RULES

General Concept

Within the 2008 Business Tax Reform Act, earnings stripping rules were introduced 
to the German income tax law replacing the former thin capitalization rules.9  The 
earnings stripping rules apply in general to all types of debt financing for sole entre-
preneurships, partnerships, and corporations.  The scope of the rules is far broader 
than the former thin capitalization rules, as any third-party debt financing (whether or 
not there is back-to-back financing) will be included.  Interest expense is completely 
deductible from the tax base only to the extent the taxpayer earns positive interest 
income in the corresponding financial year.  Interest expense in excess of interest 
revenue (net interest expense) is deductible only up to 30% of tax E.B.I.T.D.A. (in-
terest deduction ceiling). 

Tax E.B.I.T.D.A. is defined as taxable profit before application of the interest deduc-
tion ceiling, increased by interest expenses and by fiscal depreciation and amortiza-
tion and reduced by interest earnings. 

For purposes of the earnings stripping rules, the controlling company and the con-
trolled companies of a tax group are treated as a single entity.  Thus, the earnings 
stripping rules are not applicable at the level of the controlled company.  The interest 
expense and interest revenue of the controlled company and the controlling compa-
ny are aggregated.

Nondeductible interest expenses in a considered period may be carried forward 
(interest carryforward).  They increase the interest expenses in the following year, 
but they are not taken into account to determine the tax E.B.I.T.D.A.  On the other 
hand, any tax E.B.I.T.D.A. amount that is not consumed by interest expenses for the 
purposes of the earnings stripping rules may also be carried forward (E.B.I.T.D.A. 
carryforward).

Exemptions

The earnings stripping rules do not apply provided that interest expense exceeds 
positive interest income by less than €3 million (tax threshold).  Thus, small and 
medium business enterprises are generally exempt from the scope of the earnings 
stripping rules. 

The earnings stripping rules also do not apply to businesses that are not members 
of a controlled group.  A business is regarded as part of a controlled group if it 
is or at least may be included in consolidated financial statements in accordance 
with I.F.R.S., E.U. G.A.A.P. (G.A.A.P. of an E.U. Member State), or U.S. G.A.A.P.  

8 The active business requirement is not applicable to companies resident in an 
E.U. Member State.

9 Sec 4h I.T.A., Sec 8a C.I.T.A.

“Earnings stripping 
rules apply in general 
to all types of debt 
financing for sole 
entrepreneurships, 
partnerships, and 
corporations.  The 
scope of the rules 
is far broader than 
the former thin 
capitalization rules.”
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principles.  Consolidated financial statements in principle have to be drawn up in 
accordance with I.F.R.S.  Consolidated financial statements in accordance with any 
E.U. G.A.A.P. can be used if there is no obligation to prepare I.F.R.S. consolidated 
financial statements and no I.F.R.S. consolidated financial statements have been 
prepared in the five preceding years.  Consolidated financial statements in accor-
dance with U.S. G.A.A.P. can be used if there is neither an obligation to prepare 
I.F.R.S. consolidated financial statements nor consolidated financial statements ac-
cording to the G.A.A.P. of any E.U. Member State.

Furthermore, there is an escape clause for businesses that are part of a controlled 
group.  Provided that the equity ratio of the entity in question is equal or greater 
than the equity ratio of the controlled group, the earnings stripping rules do not 
apply.  There is a 2% safety cushion for the equity ratio of the business in question.  
As a consequence, the escape clause is still met when the equity ratio of the entity 
is 48% and the equity ratio of the controlled group is 50%.  The calculation of the 
equity percentage of the business must be based on the values of the assets and 
liabilities as reflected in the consolidated financial statements.

The exemption for non-controlled corporations and the escape clause apply only if 
the corporation establishes that remuneration on shareholder debt accounts does 
not exceed 10% of the net interest expense.10  Shareholder debt is defined as debt 
that is granted by a substantial shareholder,11 by an affiliated person, or by a third 
party having recourse against a substantial shareholder or affiliated person.  Debt 
financing between companies of the same consolidated group is not adversely af-
fected by these rules.  The Federal Supreme Tax Court has raised concerns that 
these rules violate the constitutional right of equal treatment in certain cases involv-
ing third party financing and has referred the decision to the Federal Constitutional 
Court.  As of June 15, 2016, a final decision has not yet been reached.  

LOSS CARRYFORWARD

As a general rule, losses may be carried forward to the following fiscal years.  The 
deduction of losses incurred in previous years is only limited by the minimum-tax-
ation rules.12  According to these rules, losses may only be deducted from recent 
profits up to an amount of €1 million.   Of the loss in excess of this amount, only 60% 
may be deducted.  The nondeductible 40% of the exceeding amount will again be 
carried forward.

However, in the event of a transfer of more than 25% of the shares in a compa-
ny within a five-year period, the portion of the losses representing the transferred 
shares will be lost.  If more than 50% of the shares are transferred within five years, 
all of the loss carryforward will become nondeductible.13  This is a critical point when 
investing in companies because (oftentimes considerable) loss carryforwards can-
not be used after the acquisition of the target to compensate the profits resulting 
from financial restructuring measures. 

10 Id., Sec. 8a, para. 2.
11 Shareholder of more than 25%.
12 Sec. 10b I.T.A.
13 Sec. 8c C.I.T.A.
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C.F.C. TAXATION 

German tax law provides specific regulations for a shareholder of a controlled for-
eign corporation (“C.F.C.”) to curtail the perceived abuse of shifting income into 
low-tax jurisdictions.  The C.F.C. rules apply if

• more than 50% of the share capital or voting rights in the foreign corporation 
are held by taxpayers who are subject to unlimited tax liability in Germany; 

• the foreign corporation generates passive income; and 

• the foreign corporation is subject to low taxation (i.e., its effective tax burden 
as determined according to German tax principles is below 25%).

Passive income is defined as income that is not explicitly classified as active under 
the C.F.C. regulations.  Classified active income includes income from manufactur-
ing, trading, the provision of services, and some forms of licensing and renting, with 
the exception of certain structures designed to reallocate taxable income from Ger-
many to a tax haven.  Dividends, constructive dividends, and, in principle, capital 
gains are active income as well.  The classification of capital gains as active income 
depends on the activity of the sold company.

Special rules apply for companies generating investment type income.  Investment 
type income derived by a C.F.C. can be apportioned to a German shareholder own-
ing directly or indirectly at least 1% of the shares of the C.F.C.  Investment type in-
come is income generated from liquid assets such as cash, securities and participa-
tions.  The C.F.C. rules also apply where the ownership interest is less than 1% if the 
foreign company derives gross revenue that exclusively or almost exclusively gives 
rise to investment type income, unless the principal class of the foreign company’s 
stock is actively traded in significant volume on a recognized stock exchange.

If the aforementioned conditions are fulfilled, passive income as determined un-
der German tax legislation is apportioned to all German resident individual and 
corporate shareholders.  The apportioned income is treated as a profit distribution 
received in the year following the year in which it is realized by the C.F.C.  The Ger-
man shareholder does not benefit from applicable treaty provisions, and the general 
dividend exemption does not apply.14

Losses of the C.F.C. are not deductible by the German shareholder, but they may 
be carried forward or backward against profits of the C.F.C. to offset C.F.C. dividend 
income of the shareholder.

An exemption from the C.F.C. rules applies for a C.F.C. with its registered office 
or place of management in a member country of the European Union or Europe-
an Economic Area provided the company carries on genuine economic activities 
in this country.15  Genuine economic activities require a full-fledged business with 
an appropriate office, employees, and technical equipment.  Generally, “genuine 
economic activities” are determined by the criteria stated by the European Court 
of Justice (“E.C.J.”) in the Cadbury Schweppes decision.  Only such income that 
is attributable to the genuine economic activity, which is derived by that particular 

14 Sec. 10 para. 2, sent. 3 Foreign Relations Taxation Act (“F.R.T.A.”).
15 Sec. 8 para. 2, F.R.T.A.

http://www.ruchelaw.com


Insights Special Edition  | Table of Contents  |  Visit www.ruchelaw.com for further information. 219

activity (and only insofar as the arm’s length principle is observed) is exempt from 
the C.F.C. rules.  This exemption was introduced in response to the E.C.J.’s Cad-
bury Schweppes decision.

DIVIDEND WITHHOLDING TAX

A nonresident’s dividend income is subject to withholding tax collected at the source.  
The statutory rate of German withholding tax is 25% (plus solidarity surcharge of 
5.5%).  Foreign corporations may claim a refund of two-fifths of the withholding tax 
(effective withholding tax rate is 15% plus solidarity surcharge).  In many cases, 
lower rates will be levied by virtue of a double tax treaty.  No dividend withholding 
tax will be levied on dividends paid to a parent company resident in the E.U., if the 
parent has been holding a participation of at least 10% in the subsidiary for the last 
12 months.16

However, Germany has enacted anti-treaty/anti-directive-shopping rules regarding 
the use of intermediate holding companies and has modified these rules to avoid 
further requests for changes from European Commission.17  A foreign company is 
denied a reduced withholding tax rate to the extent it is owned by persons who 
would not be entitled to a reduced rate if they would have derived the income direct-
ly and at least one of the following conditions applies:

• A foreign corporation may not claim to be exempt from the withholding tax on 
dividends insofar as its shareholders would not be entitled to this benefit, if 
they receive the dividends directly.

• The gross income of the respective company in the respective fiscal year 
does not come from its own business activities.

• There are no economic or other substantial reasons for involving that 
company.

• The company has no business of its own set up to take part in general 
business activities. 

Nevertheless, the aforementioned anti-treaty-shopping rules may still be considered 
to be in violation of European law, and the European Commission may request that 
the Federal Republic of Germany amend these rules.  If Germany fails to react to a 
formal request, the case may go before the E.C.J.

For shareholdings of less than 10%, withholding tax is applicable for both resident 
and nonresident shareholders.  A different holding percentage may be applicable 
under the various treaties that are in effect.

TRANSFER PRICING

German Administrative Principles

German tax authorities are empowered to adjust reported income from transac-
tions between related parties that are carried out on a non-arm’s length basis if the 

16 Sec. 43b para. 2 I.T.A.
17 Id., Sec. 50d, para. 3.
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transfer price otherwise agreed upon by the parties would lead to lower taxable 
income in Germany.

The standard transfer pricing methods confirmed by the legislators are the compa-
rable uncontrolled price method, the resale price method, and the cost-plus-method.  
In practice, these standard methods may be extended to include other elements, 
such as global cost allocations.  Under certain circumstances, profit-based global 
methods such as the profit split method and the transactional net margin method are 
accepted by the German tax authorities, whereas the comparable-profit method is 
not accepted.  A hypothetical arm’s length test will be applied if it is not possible to 
determine arm’s length transfer prices on the basis of a recognized transfer pricing 
method.

It should be noted that, whether or not the requirements of the arm’s length principle 
are met, business expenses in favor of majority shareholders are only tax deductible 
if the expenditures are made on the basis of clear and unambiguous agreements 
concluded in advance of the transaction.  Charges made to German corporations 
without a clear and unambiguous advance agreement will be treated as a formal 
constructive dividend even if the transaction is carried out at arm’s length.

From 2013, the arm’s length principle is also applicable for any transaction with a 
permanent establishment.

Transfer of Functions

As of 2008, provisions on the transfer of functions are included in the transfer pric-
ing legislation.  This means that a function is relocated abroad with the associated 
opportunities and risks, including the assets and other benefits, also transferred or 
otherwise provided.  In principle, a payment in consideration of the transfer shall be 
calculated for the transfer as a whole.  The calculation of this payment is to be based 
on the impact of the function shifted on the profits of the transferring and receiving 
companies.  The administration issued an extensive legal decree (“Funktionsver-
lagerungsverordnung”) in July 2008 and administrative guidelines with practical ex-
amples in October 2010.  

Documentation Requirements

Germany has introduced extensive rules regarding transfer pricing documentation 
and penalties.  According to the rules, a German taxpayer must document the type 
of cross-border business transaction carried out with a related party or a permanent 
establishment abroad and the reasons for setting the transfer price.  For extraordi-
nary business transactions, documentation must be prepared on a contemporary 
basis.  On the other hand, for ordinary business transactions, documentation must 
be presented within 60 days (for extraordinary transactions, within 30 days) of a 
request during a tax audit.  The Federal Ministry of Finance has issued a federal 
ordinance on transfer pricing documentation obligations, which has further been 
specified by a decree from the tax authorities. 

If a taxpayer fails to comply with the documentation requirements, there is a re-
buttable presumption that the income of the German taxpayer is understated.  The 
tax authorities are granted broad discretion to estimate the income of the taxpayer 
from the transaction.  In addition, penalties may be due.  The penalties range from 
5 to 10% of the additional estimated income, with a minimum penalty of €5,000.  If 

“The aforementioned 
anti-treaty-shopping 
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documentation is not presented on a timely basis, penalties of €100 may be im-
posed for each day of the delay, up to €1 million.

GERMAN INVESTMENT LAW TAXATION

The German government is currently in the process of passing a new bill concerning 
the taxation of German investment funds.  Until now, investment funds have widely 
been exempt from taxation and only individual investors were subject to tax, even if 
gains were not distributed.  The new legislation will change this in respect of funds 
that are not special funds.  The key point of the new legislation is that gains will be 
taxed at the level of the fund, not at the level of the investors.  The aim is to tax na-
tional and foreign public investment funds equally.  In order to avoid double taxation, 
certain distributions will be partially exempt from tax.  The new law is expected to 
come into force in 2018, and the details of how it will be enacted remain to be seen.
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CYPRUS

GENERAL

Now that the effects of the financial crisis have been addressed, Cyprus remains an 
active and well-structured international business center catering to the requirements 
of international business entities and professionals.  The key factors contributing to 
the status of Cyprus as an international base for holding companies remain

• its strategic geographic location;

• a favorable tax package with one of the lowest corporate tax rates in Europe;

• a well-developed double tax treaty network;

• a legal system and legislation based on English law; and

• the existence of an efficient, high-level professional services sector.

The Constitution of Cyprus and international treaties ratified by Cyprus safeguard 
the basic rights of legal entities and individuals.

The main tax provisions relating to Cypriot holding companies have recently been 
revised to adhere to E.U. directives based on the O.E.C.D.’s recommendations for 
combatting base erosion and profit shifting (“B.E.P.S.”).  Tax structures are now 
carefully scrutinized with regard to the commercial reasoning behind various ar-
rangements.

On December 10, 2015, the House of Representatives voted to approve additional 
changes to the tax law related to income and capital gains tax, and in the recent 
months, the government has negotiated with the private sector regarding implemen-
tation.  These changes, which are summarized in the relevant sections below, are 
intended to improve the tax system of Cyprus, eliminate provisions that complicate 
day-to-day application of the law, and make Cyprus more attractive to both the local 
and international business community.

It should be noted that Cyprus has two revenue raising measures that should be 
considered when planning to use Cyprus as a base for a holding company.  One is 
the income tax, and the other is the defense levy.  Each is discussed in turn.

INCOME TAX

Tax Rate

The flat-rate tax on annual net profit is 12.5%.
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Basic Concept

Both Cyprus-resident companies and individuals are taxed on their worldwide in-
come, which includes the following:

• Business income

• Rental income

• Dividends, interest, and royalties

• Goodwill

• Employment income, pensions, and director’s fees

Nonresident companies are taxed on the following categories of income:

• Profits of a permanent establishment (“P.E.”) in Cyprus

• Rental income on immovable property in Cyprus

• Goodwill for a Cyprus business

• Royalties

Nonresident individuals are taxed only on the following:

• Employment income for services in Cyprus

• Pensions received in Cyprus

• Directors’ fees

• Rental income on immovable property in Cyprus

• Royalties

• Fees paid to professionals

New tax-resident, non-domiciled foreigners are exempt from income tax for 17 years.

Residence

The concept of residency status for corporations was adopted in 2003, and tax 
liability in Cyprus is dependent upon the status of a company as a resident.  This is 
determined by examining the exercise of management and control in Cyprus.

Although “management and control” is not defined in Cypriot tax legislation, it is 
generally accepted to be in line with international tax principles, namely, that the 
following conditions should be considered when determining if a company qualifies 
as a resident of Cyprus for tax purposes:

• All strategic (and preferably also day-to-day) management decisions are 
made in Cyprus by directors exercising their duties from Cyprus.  This is 
usually achieved by holding meetings of the Board of Directors in Cyprus 
and signing written resolutions, contracts, agreements, and other relevant 
company documents relating to the management, control, and administrative 
functions of the company in Cyprus.

“Although 
‘management and 
control’ is not 
defined in Cypriot 
tax legislation, it is 
generally accepted 
to be in line with 
international tax 
principles.”
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• The majority of the directors of the company are tax-resident in Cyprus and 
exercise their offices from Cyprus.

• A physical (administrative) office is maintained in Cyprus, from which actual 
management and control of the business is exercised.

• Hard copies of commercial documentation (e.g., agreements, invoices, etc.) 
are stored in the company’s office facilities in Cyprus.

• Accounting records of the company are prepared and kept in Cyprus.

• Bank accounts of the company are operated from Cyprus, even if the ac-
counts are maintained with banks established outside Cyprus.

Permanent Establishments

In Cypriot income tax law, the definition of a P.E. follows the definition found in Arti-
cle 5 of the O.E.C.D. model convention.  

Profits from the activities of a P.E. outside of Cyprus are exempt. 

New Amendments Since July 2015

As a general rule, residents of Cyprus are taxed on worldwide income.  However, 
several important exceptions apply to this rule.  They may be summarized as fol-
lows:

Notional Interest Deduction on Equity

Existing Provisions

• Currently, interest paid is deducted while calculating the taxable income only 
when such interest is actually incurred on a loan or other credit facility ob-
tained.  The deductibility of the interest expense depends on whether the 
funds for which the interest is paid have been used to finance taxable op-
erations of the company and to acquire assets considered to be used in the 
business.

• Interest paid to finance intercompany loans is deductible, provided certain 
minimum margins are kept at the level of the Cypriot-resident company.

• In practice, the use of back-to-back loans can create beneficial ownership 
issues with regard to the provisions of certain double tax treaties.

• It should be noted that interest paid on loans to finance the acquisition of 
investments is only allowed in the case of 100% subsidiaries acquired after 
January 1, 2012.

New Provisions

• Recently, Cyprus has introduced provisions to allow the notional deduction 
of interest in cases where investment is by way of equity instead of inter-
est-bearing loans.  Similar provisions have existed for years in other compet-
ing jurisdictions.

• The main provisions of the law are as follows:
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 ○ A deemed interest deduction will be allowed on “new equity” funds 
introduced into a Cyprus-resident company and funds that are used 
for the business of the company.

 ○ The deemed interest will be calculated on the basis of a “reference in-
terest rate.”  This rate is equal to the yield on the ten-year government 
bonds of the country where the new funds are invested, plus 3%, with 
the minimum rate being the yield on the ten-year government bonds 
of Cyprus, plus 3%. 

 ○ New equity means any equity funds introduced into the business after 
January 1, 2015, not including capitalization of reserves resulting from 
the evaluation of movable and immovable property.

 ○ Equity includes both share capital and share premium (ordinary or 
preferred) to the extent that it has actually been paid up.  The con-
sideration for the issue of the shares can also be assets (other than 
cash), in which case the consideration cannot exceed the market val-
ue of the assets contributed.  Other forms of equity contribution are 
not acceptable.

 ○ The notional interest to be deducted cannot exceed 80% of the tax-
able income of the company for the year before the deduction of this 
notional interest.  Therefore, in years with a tax loss, such a benefit 
will not be applied.

 ○ The deductibility of the deemed interest will be subject to the same 
rules as actual interest paid, i.e., it will be tax deductible only if it re-
lates to assets used in the business.

 ○ Claiming of the notional interest is at the discretion of the taxpayer on 
a yearly basis.

Anti-Avoidance Provisions

A number of anti-avoidance provisions are included in the legislation to protect 
against abuse of the new benefit, such as “dressing up” old capital into new capi-
tal, claiming notional interest twice on the same funds through the use of multiple 
companies, or introducing arrangements that lack valid economic or commercial 
purposes.

Practical Uses

• Taking advantage of the new incentive for deemed interest deductions would 
result  in various benefits and eliminate   potential issues.  These include 
the following scenarios:

 ○ Higher share capital, rather than large loans, would be more beneficial 
from a business operational perspective.

 ○ Under the participation exemption rules, it may benefit the parent com-
pany to receive dividends rather than interest, which would be taxable.

For example, rather than lending its own funds to a subsidiary, a par-
ent company (“Company A”) may make an equity contribution to its 
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subsidiary (“Company B”). In the case of an equity contribution, Com-
pany A will not have taxable interest income, whereas Company B 
will get a deemed interest deduction.  If Company B distributes the 
profits (without any actual interest cost) to Company A, then dividends 
received by Company A could be exempt from taxation.

 ○ In cases where funds are used on back-to-back loans, beneficial own-
ership issues for interest received under a double tax treaty may be 
addressed.

For example, Company A borrows funds from Company B, which is 
located in another jurisdiction, and then Company A lends the same 
funds to Company C, which is located in a third jurisdiction.  In this 
case, the tax authorities of the country of Company C may refuse tax 
treaty benefits to Company C, since Company A has to pay a substan-
tial part of the interest received to Company B, meaning that Company 
A is not the ultimate beneficiary of the interest.

As an alternative, Company A would receive funds in the form of equity 
from Company B, and then it would lend the funds to Company C.  
Since Company A would have no legal or contractual obligation to use 
the interest received from Company C to pay interest to another entity, 
no beneficial ownership issues would arise in the country of residence 
of Company C.

Expansion of the Definition of the Republic of Cyprus

The law has been amended so that the definition of the term “Republic of Cyprus” 
now includes, specifically and clearly, the territorial sea, the contiguous zone, the 
exclusive economic zone, and the continental shelf of Cyprus. 

The law has also been amended so that the definition of P.E. now includes all ac-
tivities for the exploration and exploitation of the seabed in the exclusive economic 
zone and services related to such exploration or exploitation activities.

Gross income earned from sources within Cyprus (including those mentioned 
above) by a person who is not a tax resident of Cyprus or who does not have a P.E. 
in Cyprus that provides services listed in Basic Concept above would be subject to 
tax at the rate of 5%.

This provision applies as of January 1, 2016.

Tax Losses Group Relief

• Under the current provisions of the law, group loss relief can only be given 
for losses incurred by Cyprus-resident companies.  This means that losses 
incurred by a member of a group of companies can only be surrendered to 
another member of the same group, provided that both companies are tax 
residents of Cyprus.

• In order to align the Cypriot tax law with the decision by the Court of Justice 
of the European Union (“E.C.J.”) in the Marks & Spencer case, the law has 
been amended so that a subsidiary company which is tax resident in an-
other E.U. Member State can surrender its taxable losses to another group 

http://www.ruchelaw.com


Insights Special Edition  | Table of Contents  |  Visit www.ruchelaw.com for further information. 227

member that is tax resident in Cyprus, provided the subsidiary has exhausted 
all the means of surrendering or carrying forward the losses in its Member 
State of residence or to any intermediate holding company.

• When surrendering tax losses, as above, taxable losses must be calculated 
on the basis of Cypriot tax law.

• The law has also been amended to allow, for the purpose of determining 
whether two companies are members of the same group, the interposition of 
holding companies established in (a) another E.U. Member State, (b) a state 
with which Cyprus has concluded a double tax treaty, or (c) a state that has 
signed the O.E.C.D. multilateral convention for exchange of information.

• These provisions apply as of the tax year 2015.

Reorganization of Companies and Anti-Avoidance Provisions

The E.U. directive on mergers, acquisitions, and spinoffs has been implemented in 
Cyprus.  Consequently, mergers, divisions, transfers of assets, and exchanges of 
shares can be effected without the imposition of income tax.  In addition, the losses 
of the target company may be transferred to the acquiring company provided that 
both companies are Cypriot tax residents and certain conditions are met.

The scope of the exemption is broad.  Gains resulting from the exchange of shares 
in a merger or reorganization will not be subject to tax.  When immovable property 
is included in the reorganization, capital gains on the transfer will not be subject to 
capital gains tax.  No land transfer fees will be payable on the transfer of immovable 
property, except if the property is located in Cyprus. 

A number of anti-avoidance provisions have been introduced which will give the 
Tax Commissioner the right to refuse to accept tax-free reorganizations if the Com-
missioner is not satisfied that there were real commercial or financial reasons for 
such reorganization and he can determine that the main purpose or one of the main 
purposes of the reorganization is the reduction, avoidance, or deferment of payment 
of taxes.

The Commissioner will also have the right to impose conditions on the number of 
shares which can be issued as part of the reorganization and the period for which 
such shares should be held (not more than three years).

However, such restrictions cannot apply in the case of publicly-listed companies and 
transfers of shares as a result of succession.

These provisions apply as from January 1, 2016.

Related-Party Transactions

Under current legislation, the Tax Commissioner has the right to adjust the value of 
transactions between related parties if such transactions are not carried-out on an 
arm’s length basis.  

In practice, correlative adjustments to remove income from one party were not made 
when the income of the other party was increased.  However, the law has now been 
amended to correct this anomaly.  As of January 1, 2015, in the case of an adjust-
ment in the income of one party, a corresponding deduction should be given to the 
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other party to the transaction.  

Specific Income Tax Benefits

Certain types of income are subject to favorable tax treatments. These may be 
summarized as follows:

• Under the reciprocal exemption provisions, in the case of a shipping and air-
craft business, profits or benefits arising from the business of operating ships 
or aircraft are exempt from tax in Cyprus if they are carried on by a person 
who is not a resident of Cyprus, provided that the Cypriot Minister of Finance 
is satisfied that there is an equivalent exemption from income tax granted by 
the country in which such person is resident to persons resident in Cyprus 
who carry similar business in that other country.

• The income of ship-owning companies is tax-exempt, as well as V.A.T.-
exempt.

• Ship management income is subject to tax under the new Tonnage Tax legis-
lation, which reduces taxation to very low effective rates.  However, there are 
specific conditions to be met for this to be implemented; otherwise, the 12.5% 
corporate rate applies.

• Income derived by a nonresident from the licensing of intellectual property 
(“I.P.”) rights in Cyprus is subject to tax at the effective rate of 5% of the 
amounts paid.  A similar rate of tax is imposed on film-rental income derived 
by a nonresident.  However, the E.U. Royalties Directive applies in the case 
of film rentals.

• Royalties granted for the use of I.P. rights outside Cyprus are not subject to 
withholding tax.

• Royalties granted for the use of I.P. rights outside Cyprus to a Cyprus-resi-
dent company are not subject to withholding tax, and corporation income tax 
is applied only on the profit margin left in the Cypriot company at an effective 
rate of 2.5% on net income.

Specific Allowances and Deductions

Cyprus income tax law now imposes stricter limitations on the ability of a corporation 
to deduct expenses when calculating net annual taxable income. 

• Interest income derived from trading activities is subject to the flat 12.5% tax 
rate, and this is the only tax payable for interest income from ordinary trading 
activities.  Interest income derived from investments attracts the Special De-
fense Levy, which is discussed below.

• For corporations, gains from trading in stocks, shares, and securities are 
generally exempt from income tax.  The definition of securities has recently 
been substantially expanded to grant a broader exemption for Cypriot holding 
companies that deal in securities. 

Pursuant to I.T.L. §8(22), the following instruments are considered to be se-
curities for purposes of the exempt capital gains rules:
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 ○ Short positions in titles

 ○ Rights of claim on bonds and debentures

 ○ Options on titles

 ○ Founders shares

 ○ Units in open-end and closed-end collective schemes

 ○ Index shares or Index bonds

 ○ Futures/forwards on titles

 ○ Preference shares

 ○ Swaps on titles

 ○ Repurchase agreements or repos on titles

 ○ Depositary receipts on titles

 ○ Participations in companies

 ○ Shares in L.L.C.’s registered in the U.S. 

• Dividends paid into a Cypriot holding company are exempt from income tax, 
and no withholding tax is payable when dividends are paid by a Cypriot hold-
ing company to its nonresident shareholders.  The combination of an exemp-
tion for share gains and an absence of tax on dividend income received or 
paid by a Cypriot holding company likely accounts for the notable increase 
in the number of nonresident-owned holding companies in Cyprus since its 
accession to the E.U.

• A unilateral tax credit is allowed in Cyprus for taxes withheld or paid in other 
countries where there is no bilateral agreement or double tax treaty in force.

Loan Interest

The 9% notional interest on loans or other financial facilities has been eliminated, 
but if Cyprus-resident individuals are the recipients, such loans are considered to be 
benefits and are taxed as personal income.  For corporate shareholders, the arm’s 
length principle will now be applicable, and much lower interest rates are accepted.  
Regarding back-to-back loans, once more, no notional interest rates will be applied.

Whenever a loan or other financial instrument is provided to individual shareholders 
or directors of a company (or to their first- or second-degree relatives), the recipient 
is deemed to receive a benefit of 9% per annum, calculated on the outstanding bal-
ance of the loan on a monthly basis.  This benefit is assessed in the hands of both 
resident and nonresident directors and shareholders.  In the case of nonresident 
directors and shareholders, the benefit should be deemed to arise only in relation to 
actual days spent in Cyprus (on a pro rata basis).

Also, no restriction is imposed on interest with respect to the acquisition of shares 
of a, directly or indirectly, wholly-owned subsidiary company, provided that the 
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subsidiary does not hold assets that are not used in the performance of its business.

Losses may be offset within a group of companies, even if derived in the year in 
which an entity is incorporated.

In order to encourage investment, factories and machinery acquired during the 
years 2012, 2013, and 2014 are permitted a 20% depreciation allowance rather 
than the standard allowance of 10%.

Payroll costs and contributions are not tax deductible if contributions to the Social 
Insurance Fund, Redundancy Fund, Human Resources Development Fund, Social 
Cohesion Fund, Pension Fund, and Provident Fund are not paid in the year in which 
they are due.

In 2012, Cyprus introduced an I.P. Box regime.  Under this regime, a Cyprus-resi-
dent owner of I.P. will not be required to pay tax on royalties received from a zero-tax 
country, and an 80% deduction may be claimed on royalties received prior to taxa-
tion in Cyprus.

Anti-Avoidance Provisions for Hybrid Instruments and Artificial 
Transactions for Dividends

Under current law, dividends are exempt from income tax but are subject to defense 
tax for individuals and, in a number of cases, for companies.

In some cases, a payment received by a Cypriot company from a company located 
outside of Cyprus may be considered a dividend in Cyprus, while also being treat-
ed as tax-deductible expense in the country of the company making the payment.  
These are known as “hybrid instruments.”  

An example of a hybrid instrument may arise where dividends are paid on preferred 
shares.  In Cyprus, these payments are considered dividend income, whereas in the 
payer’s country of residence (e.g., Luxembourg), these payments may be consid-
ered interest paid, and therefore, they may be allowed as a tax-deductible expense.

The E.U. Parent-Subsidiary Directive (“P.S.D.”) was amended last year to exclude 
these payments from benefits, and Member States must introduce legislation in 
order to avoid double nontaxation of these dividends.  Cypriot tax law has been 
amended so that dividends that fall under the above provisions will no longer be 
exempt from income tax when received by a Cyprus-resident company.  Instead, 
these dividends will be taxed as normal business income subject to income tax but 
exempt from defense tax.

In addition, the P.S.D. has been amended so that it does not apply in cases where 
there is an arrangement, or series of arrangements, between the dividend-paying 
company and the dividend-receiving company which has been put into place with 
the main purpose, or one of the main purposes, of obtaining a tax advantage that 
defeats the object or purpose of the P.S.D.  This type of arrangement or series of 
arrangements shall not be regarded as genuine to the extent that it is not put in 
place for valid commercial reasons, which reflect economic reality.

The tax law has been amended to incorporate the above changes into the Cypriot 
tax legislation.  The changes apply as of January 1, 2016.

“Under current 
law, dividends are 
exempt from income 
tax but are subject 
to defense tax for 
individuals and, in a 
number of cases, for 
companies.”
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THE SPECIAL CONTRIBUTION FOR THE DEFENSE 
OF THE REPUBLIC

The second revenue raising measure in Cyprus is the Special Defense Levy.  It is a 
separate income tax imposed on certain dividends and interest.

• The Special Defense Levy on interest income from investments has now 
increased from 15% to 30%, but this only applies to residents of Cyprus.  
Furthermore, interest received in the ordinary course of business is exempt 
from the Special Defense Levy.

• Nonresident shareholders of Cyprus-resident companies are not subject to 
the Special Defense Levy.

• Dividends paid from one Cyprus-resident company to another are exempt.  
Dividends received by a resident company from a nonresident are also ex-
empt if (i) the investment income of the nonresident company is less than 
50% of its total income or (ii) the foreign tax burden is not substantially lower 
than the tax burden in Cyprus.  This condition is met if either alternative is 
met.  The term “substantially lower” is not defined within Cypriot law and is, 
therefore, left to the discretion of the tax authorities.

Penalties

New amendments impose much higher and stricter penalties for noncompliance 
with the provisions of Special Contribution for the Defense of the Republic.

OTHER TAXES

Capital Gains Tax

Capital gains tax is not applicable to profits earned from the sale of securities, as 
seen above, but it is applicable to real estate sales within Cyprus.

New Amendment – Capital Gains from the Sale of Shares in a Property Company

Currently, capital gains tax is charged on the disposal of immovable property located 
in Cyprus or on the disposal of shares of companies that directly own immovable 
property located in Cyprus.

Under the new legislation, the scope of capital gains tax is expanded.  Consequently, 
gains from the sale of shares in a company that indirectly owns immovable property 
in Cyprus, by directly or indirectly holding of shares in a company that owns such 
property, will also be subject to capital gains tax.  However, this tax will only apply if 
the value of the immovable property represents more than 50% of the value of the 
assets of the company whose shares are sold.

The change in the legislation can be illustrated as follows:

• Company A owns shares of Company B, which owns the shares of Company 
C, which in turn owns immovable property located in Cyprus.

• Currently, capital gains tax will arise if
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 ○ Company C sells the immovable property, or

 ○ Company B sells the shares of Company C.

• Under the new legislation, capital gains tax will also arise if Company A sells 
the shares Company B.

In the case of the sale of shares of a company owning immovable property, the gain 
to be taxed will be calculated only based on the market value of the immovable 
property, which is held directly or indirectly.

Trading Gains from the Sale of Shares of Property Companies

Currently, if an entity is engaged in the sale of shares of companies such that the 
transactions are considered to be of a trading nature, any gains from the sale of 
such shares are exempt from income tax pursuant to the provisions of Cypriot in-
come tax laws.  Since these gains are not within the scope of capital gains tax law, 
the gains are tax free, even if the company whose shares are sold owns immovable 
property located in Cyprus.

Under the new legislation, these gains would remain exempt from income tax but 
would now be subject to capital gains tax.

Transactions Between Related Parties

In the case of the sale of property between related persons, the Tax Commissioner 
will have the right to replace the sale price declared by the parties concerned with 
the market value of the property sold, if, in his opinion, the selling price declared is 
lower than the market value.

Inheritance and Estate Taxes

There are no such taxes on shares held in a Cyprus company.

Thin Capitalization Rules

Cypriot tax law does not contain specific thin capitalization or transfer pricing rules.  
Nonetheless, transaction values in related-party transactions should be based on 
the “arm’s length principle.”

ARM’S LENGTH TRANSFER PRICING

Section 33 of the tax law provides specific rules to address business structures 
where

• a Cyprus business participates directly or indirectly in the management, con-
trol, or capital of a business of another person, or the same persons partic-
ipate directly or indirectly in the management, control, or capital of two or 
more businesses; and 

• commercial or financial relations between said businesses differ substantially 
from those that would exist between independent businesses.

Under these circumstances, any profits that would have accrued to one of the busi-
nesses in absence of these special conditions may be included in the profits of that 
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business and be taxed accordingly.

This provision allows the Inland Revenue Department to adjust the profits of a res-
ident company or other person for income tax purposes where it is of the opinion 
that, because of the special relationship between the Cyprus-resident person and 
the other party to a transaction, the Cyprus profits have been understated.

TAX REGISTRATION PROVISIONS

Regarding the obligation to register for a Tax Identification Code (“T.I.C.”) in Cyprus, 
although a company should register itself with the Cyprus Tax Authorities, a legal 
framework did not previously exist for such registration or for noncompliance pen-
alties.

Now, a company is obliged to submit the relevant return and obtain a T.I.C. within 60 
days of the date of its incorporation.  Failure to comply will now result in heavy fines.

EXCHANGE OF INFORMATION AND BANK 
CONFIDENTIALITY RULES

Cyprus is one of the “Early Adopters” of the Common Reporting Standard (“C.R.S.”).  
As a consequence, a decree based on the income tax laws was enacted in Decem-
ber 2015 and this decree was amended in May 2016.  The amended decree imposes 
the obligation upon Cypriot financial institutions to effect an automatic exchange of 
information through the Central Bank of Cyprus with all other jurisdictions which are 
signatories of the C.R.S. convention.  Banks have already introduced new forms, 
which include the requirement for the provision of the tax residence I.D. numbers of 
ultimate beneficial owners (“U.B.O.’s”). 

Cyprus is a signatory of the O.E.C.D. Multilateral Convention on Mutual Admin-
istrative Assistance in Tax Matters.  This is a multilateral agreement to exchange 
information and provide assistance on the basis of inquiries from one signatory state 
to another.

Consequently, if and when the Cyprus Tax Authorities receive an inquiry from the 
tax authority of another signatory state, Cyprus is obliged in practice to provide 
such information without resorting to the procedure described below, so long as 
certain conditions of the local legislation are satisfied.  Fishing expeditions will not 
be permitted.

Currently, the Director of Inland Revenue (the “Director”) retains the right to request 
any bank to provide any information it possesses in relation to any existing or closed 
bank account of a person under investigation by the tax authorities, relating to the 
period of up to seven years preceding the date of the request.  Prior to making 
such a request, the Director must obtain written consent from the Attorney General 
(“A.G.”) and furnishing the person under investigation with a relevant written notice.

The Director must inform the A.G. of the tax purpose and the reasons for which 
the information is requested.  In order to obtain consent from the A.G., the Director 
should apply directly to the A.G. and furnish both the A.G. and the bank with
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• the identity of the person under examination;

• a description of the information requested, including the nature and manner 
in which the Director wishes to receive the information from the bank;

• the reasons which lead to the belief that the requested information is in the 
custody of the bank;

• the (specific and reasoned) period of time for which the information is re-
quested; and

• a declaration that the Director has exhausted all means at his/her disposal 
to obtain the requested information, except where resorting to such means 
would have imposed an undue burden.

Furthermore, the Director must inform the person under investigation of the written 
consent, or the refusal of such consent, by the A.G. as soon as this information is 
made available.

Provision of Information by Civil Servants

The confidentiality bar on civil servants is now removed, and civil servants are now 
under the obligation to reveal to the tax authorities, upon request, any information 
they may have on taxpayers.

Bookkeeping and Field Audits

Following the provision of a reasonable notice to the interested party during a field 
audit, the Director is entitled to enter and inspect any business premises, building 
premises, or rooms (during business hours), except residential dwellings, including 
any goods and documents found in them.

MORE STRINGENT REQUIREMENTS FROM THE 
E.U. AND OTHER JURISDICTIONS

Various E.U. Member States and other jurisdictions now require more detailed 
explanations from clients using private Cypriot companies within their structures.  
Such disclosures include the length of time shares are held, copies of the transac-
tion documents, confirmation from the Board of Directors that the Cypriot company 
is managed and controlled in Cyprus, and evidence of an actual physical presence 
in Cyprus.

With planning, proper record keeping, and adoption of rules regarding economic 
substance, corporate residents of Cyprus have successfully claimed treaty benefits 
from foreign tax authorities.

DOUBLE TAX TREATIES

Cyprus has developed an extensive network of double tax treaties that offer excel-
lent opportunities for international tax planning for a wide range of businesses.  Set 
out below is the table of countries.
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Armenia
Austria
Belarus
Belgium
Bulgaria
Canada
China
C.I.S.1

Czech Republic
Denmark
Egypt
Estonia
Ethiopia

Finland 
France
Germany
Greece
Hungary
Iceland
India
Iran
Ireland
Italy
Kuwait
Kyrgysztan
Lebanon

Lithuania
MaltaMauritius
Moldova
Montenegro
Norway
Poland
Portugal
Qatar
Romania
Russia
San Marino
Serbia
Seychelles

Singapore
Slovakia 
Slovenia
South Africa
Spain
Sweden
Syria
Tajikistan
Thailand
U.A.E.
U.K.
Ukraine
U.S.A.

In addition, Cyprus concluded new treaties with Switzerland and Guernsey in 2014.  
The new treaties will enter into force once both countries conclude their ratification 
procedures.1

THE B.E.P.S. PROJECT – IMPLICATIONS FOR 
CYPRUS

As previously noted, the main tax provisions relating to Cypriot holding companies 
have recently been revised in light of E.U. directives and O.E.C.D. recommenda-
tions under its initiative to combat B.E.P.S. (the “B.E.P.S. Project”).  The B.E.P.S. 
Project contains 15 specific actions.  The impact of these actions on Cypriot tax law 
is detailed below.

B.E.P.S. Action 2

The effects of B.E.P.S. Action 2 have been discussed above in Related-Party 
Transactions.

B.E.P.S. Action 3

Although there are no controlled foreign corporation (“C.F.C.”) rules in Cyprus as of 
yet, amendments to Cypriot tax law are currently being discussed.

B.E.P.S. Action 4

B.E.P.S. Action 4 will likely affect Cypriot companies receiving interest income as 
a consequence of the jurisdictions of the loan recipient company introducing mea-
sures to disallow interest expense.

B.E.P.S. Actions 5 & 8

The I.P. Box regime in Cyprus will become fully compliant with O.E.C.D. Guide-
lines, with the adoption of the “nexus approach,” as of 2016.  Subsequent to the 

1 The treaty concluded between Cyprus and the former U.S.S.R. is applicable to 
Azerbaijan and Uzbekistan, Republics of the Commonwealth of Independent 
States (“C.I.S.”), until such time they wish to abrogate the treaty.

“Cyprus has 
developed an 
extensive network of 
double tax treaties 
that offer excellent 
opportunities for 
international tax 
planning for a wide 
range of businesses.”
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implementation, intangible assets must be developed in Cyprus in order to claim any 
tax benefits.  Current benefits will be phased out in 2021.  

Since 2012, the I.P. Box regime has allowed the owner of an intangible asset to 
receive a significant deemed deduction on I.P. revenue.  With the introduction of the 
nexus approach, it will be difficult for many international businesses to continue to 
take advantage of the Cypriot I.P. Box regime beyond the expiration of the grandfa-
ther period, at the end of the year 2021.  For the benefit to extend further, the Cypriot 
government must develop an incentive program outside the bounds of low tax for 
I.P. Box companies.   Implementation of B.E.P.S. Actions 5 & 8 will make Cyprus an 
ideal location for the internal development of intangibles.

B.E.P.S. Action 6

A Limitation of Benefits (“L.O.B.”) provision is expected to be included in new trea-
ties concluded by Cyprus.  The provision will deny treaty benefits to structures in 
which the Cypriot company does not maintain sufficient contact with Cyprus.

It is expected that pressure will be placed on Cyprus to amend existing double tax 
treaties to include an L.O.B. provision.

B.E.P.S. Action 10

Cypriot companies are often used to provide administrative services to intra-group 
companies.  Following the implementation of B.E.P.S. Action 10, the Cypriot com-
pany must maintain the necessary infrastructure and substance to provide these 
services from a base in Cyprus.  In particular, the Cypriot entity must demonstrate 
that it has incurred sufficient costs to justify a “cost plus” transfer price for services 
to intra-group companies.  If real costs are not incurred, the fee will be reduced in 
the course of a tax examination in the jurisdiction of residence for the related party. 
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MALTA

GENERAL OVERVIEW OF BUSINESS FORMS AND 
RESPONSIBILITIES 

Forms of Business

Malta is distinctive for its hybrid body of law, which blends traditional civil law and 
U.K. common law principles and has been further refined by E.U. regulations and di-
rectives.  The result is a unique body of pragmatic law with international application.

The Companies Act envisages three forms of commercial arrangements as vehicles 
for conducting business: the partnership en nom collectif, the partnership en com-
mandite, and the limited liability company.1  

Each has its particular features and advantages. The first two arrangements have 
decreased in popularity and have been largely replaced by the limited liability com-
pany, which provides limited liability and separate juridical personality.  

Generally, the limited liability company – whether private exempt or private non-ex-
empt, single-member or public – is the vehicle for conducting any kind of business 
activity without territorial limitation.

In addition, new laws allow for the increased use of the S.I.C.A.V. and the I.N.V.C.O. 
for companies undertaking the provision of investment services:  

• S.I.C.A.V. incorporated cell companies and recognized incorporated cell 
companies have been used in connection with structuring multi-class or 
multi-fund professional investment funds.  

• The insurance sector regularly uses the protected cell company and the in-
corporated cell company as vehicles to conduct insurance business.  

• Securitization cell companies have become increasingly common.  They may 
establish an infinite number of segregated cells for the performance of securi-
tization transactions.  The assets and liabilities contained within each cell are 
considered to constitute a separate and distinct patrimony that is protected 
from the general assets of the company and the assets and liabilities of the 
other cells.  Cells are not vested with separate juridical personality, which is 
vested in the company itself; in fact, the cells are managed and administered 
by the Board of Directors of the company.

1 Since joining the European Union, Maltese company law offers a fourth type of 
vehicle, the European Economic Interest Grouping (“E.E.I.G.”), but this option 
is not very popular and rarely used.
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Governance and Responsibilities

The management of a Maltese company rests with its board of directors.  Members 
of the board may be individuals or corporate entities.  Directors are not required to 
be resident in Malta, although the appointment of Maltese residents may be advis-
able as a symbol of substance in Malta, particularly to fulfill the requirements under 
the O.E.C.D.’s initiative to combat base erosion and profit shifting (the “B.E.P.S. 
Project”).  

For companies engaging in licensed activities – primarily investment services – the 
appointment of Maltese-resident directors is required by the Malta Financial Ser-
vices Authority (“M.F.S.A.”).  In addition, Maltese-registered banks emphasize the 
contacts with Malta that are maintained by a company, its management and its 
shareholders and ultimate beneficial owners when conducting due diligence tests 
and onboarding procedures.  Banks may reserve the right to decline services if 
their assessment indicates an insufficient degree of contact with Malta.  Having 
Maltese-resident directors is viewed to be an important contact with Malta.

The M.F.S.A. has issued corporate governance guidelines with respect to the man-
agement of public companies.  The guidelines are intended to promote a desired 
standard for members sitting on the board of directors of public companies.  For 
private companies, the guidelines represent best practice and are recommended in 
connection with the management and administration of larger private companies.

The directors of a Maltese company are personally responsible for the company’s 
compliance with Maltese tax law and are personally liable for taxes owed by the 
company. Although court decisions vary, the prevalent view is that all officers are 
obligated to ensure that the company is compliant with the Value Added Tax Act.  
Responsibility extends to all directors and officers of a company, including the com-
pany secretary and persons occupying managerial positions.  Comparable liability 
is also imposed on the liquidator of a company.

Identical obligations are imposed upon the directors with regard to the registration 
of employment contracts and the fulfillment of monthly and annual social security 
compliance requirements.

Audit Requirements

In Malta, the preparation of audited financial statements is regulated by the Com-
panies Act, the Maltese Income Tax Acts, and the Accountancy Profession Act.  
Financial statements are prepared in accordance with the International Financial 
Reporting Standards (“I.F.R.S.”) or under Maltese Generally Accepted Accounting 
Principles, as permitted by the Accountancy Profession Act.  

As a general rule, all companies are subject to a mandatory audit of their annual 
reports and financial statements.  However, stand-alone “small companies”2 and 

2 Pursuant to Article 185(1) of the Companies Act, small companies cannot ex-
ceed two of the following thresholds, as reported on their balance sheets: (i) a 
balance sheet total of €2,562,310.74, (ii) a turnover of €5,124,621.48, and (iii) 
an average number of employees during the accounting period of 50; and small 
private companies cannot exceed two of the following thresholds: (i) a balance 
sheet total of €46,587.47, (ii) a turnover of €93,174.94, and (iii) an average 
number of employees during the accounting period of 2.

“Malta is distinctive 
for its hybrid body 
of law, which blends 
traditional civil law 
and U.K. common law 
principles and has 
been further refined 
by E.U. regulations 
and directives.”
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“small groups”3 of companies are not required to have their financial statements 
audited, although the Income Tax Acts may require audited financial statements in 
specific circumstances.

As a general rule, the Companies Act requires the preparation of consolidated 
accounts whenever a Maltese company is the parent of a subsidiary, regardless 
of where the registered offices or principal offices of the subsidiaries are located.  
Certain exemptions apply to (i) private exempt companies, and (ii) single-member 
companies.

Specific Industry Incentives

The Maltese Aircraft Registry was launched in 2010, building on the success of the 
Maltese Shipping Registry.  Favorable rules exist with regard to income tax, ton-
nage tax, and V.A.T. for yacht-leasing operations, short-term yacht chartering, and 
aircraft-leasing arrangements.

Specific fiscal incentives launched by the Maltese government in various business 
sectors include exemptions for royalty income derived from the exploitation of pat-
ents, copyrights, and trademarks intended to transform Malta into an intellectual 
property (“I.P.”) hub and tax incentives for lotteries and gaming.

Malta provides a low tax rate (15%) on a portion of income of individuals employed 
under a qualifying contract in eligible offices.4

Malta provides tax incentives and, through Malta Enterprise, provides assistance to 
businesses that establish factories on Maltese territory for production activities in 
sector-specific industries.

3 Pursuant to Article 185(1) of the Companies Act, small groups of companies 
cannot exceed any of the following thresholds: (i) an aggregate balance sheet 
total of €2,562,310.74 net or €3,074,772.89 gross, (ii) an aggregate turnover 
of €5,124,621.48 net or €6,149,545.77 gross, and (iii) an aggregate number of 
employees of 50.

4 Pursuant to the Highly Qualified Persons Rules (Subsidiary Legislation 123.126), 
qualifying employment includes  employment with companies licensed and/or 
recognized by the competent authority or with undertakings holding an air op-
erators’ certificate issued by the competent authority such as Chief Executive 
Officer, Chief Risk Officer (including Fraud and Investigations Officer), Chief 
Financial Officer, Chief Operations Officer (including Aviation Accountable Man-
ager), Chief Technology Officer, Chief Commercial Officer, Portfolio Manager, 
Chief Investment Officer, Senior Trader/Trader, Senior Analyst (including Struc-
turing Professional), Actuarial Professional, Chief Underwriting Officer, Chief 
Insurance Technical Officer, Odds Compiler Specialist, Head of Research and 
Development (including Search Engine Optimization and Systems Architec-
ture), Aviation Continuing Airworthiness Manager, Aviation Flight Operations 
Manager, Aviation Training Manager, and Aviation Ground Operations Manager, 
Head of Marketing (including Head of Distribution Channels), or Head of Inves-
tor Relations; and employment with undertakings holding an aerodrome license 
issued by the competent authority, consisting of employment as Chief Execu-
tive Officer.  Pursuant to the Qualifying Employment in Innovation and Creativity 
(Personal Tax) Rules of Subsidiary Legislation 123.141, which shall remain in 
force until December 31, 2014 (unless further extended), includes roles directly 
engaged in industrial research, experimental development, product develop-
ment, product design, product or process innovation, or senior management.
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Malta is a center for international credit institutions that operate as limited liabili-
ty companies registered under the provisions of the Companies Act and licensed 
under the Maltese Banking Act by the M.F.S.A.  These entities conduct business 
across the E.U. and the local legislation is compliant with E.U. directives, including 
the Markets in Financial Instruments Directive (“M.i.F.I.D.”), the Alternative Invest-
ment Fund Managers Directive (“A.I.F.M.D.”), the European Market Infrastructure 
Regulations (“E.M.I.R.”), and their variations promulgated from time to time.

TAXATION OF COMPANY PROFITS

Unless an exemption from tax or a special fiscal regime applies to a company as a 
result of industry-specific or license-specific tax incentives under Maltese law, Mal-
tese companies are generally taxed at the flat rate of 35%.  However, the Income 
Tax Acts allow for certain types of income to be taxed separately at the source, such 
as

• bank interest, which may be taxed at the source at the rate of 15% upon an 
election to that effect by the taxpayer; and 

• real property transfers, when performed as a one-off transaction and not by 
a company whose trade is real property speculation, which are by default 
subject to the final withholding tax of 8%, calculated on the value of the prop-
erty transferred, as of January 1, 2015.  A few exceptions may also result in 
different tax rates, ranging between 2% and 10%,5 depending on the circum-
stances of the particular case.

The tax on trading income is levied on the taxable income earned in the fiscal year 
being assessed, after accounting for deductible expenses wholly and exclusively 
incurred in the production of the income.  Malta applies the full imputation system 
of taxation, as a result of which the tax paid by the company is allowed as a credit 
when dividends are received by the shareholders.

Upon written request, companies that are in compliance with their taxing obligations 
may be furnished with a Fiscal Residence Certificate issued by the Commissioner 
for Revenue, proving their fiscal good standing in accordance with Maltese law.

TAX ACCOUNTING

Profits generated by a company are allocated to the final taxed account, foreign 
income account, immovable property account, the Maltese taxed account, or the 
untaxed account, depending on the revenue streams flowing into the company.  The 
allocation of profits to these accounts is relevant when considering the distributions 
made by the company and, in particular, when a shareholder who has received a 
dividend, files an application for a tax refund.  Distributions are to be made in the 
following order of priority: (i) profits allocated to the final tax account, (ii) profits 

5 The 12% tax on property transfers will continue to be applicable with respect to 
promise of sale agreements registered with the Commissioner for Revenue pri-
or to November 17, 2014.  Transfers of inherited immovable property will remain 
subject to a 12% final tax on the difference between the transfer value and the 
cost of acquisition, and to a 7% final tax on the consideration, if inherited before 
November 25, 1992.
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allocated to the immovable property account, (iii) distributions from the foreign in-
come account, and (iv) profits allocated to the Maltese taxed account.  

The allocation of profits is classified as follows: 

• Final Taxed Account.  The profits allocated to this account consist of income 
that, in accordance with the provisions of the Income Tax Act, is subject to a 
final withholding tax or upon which no further tax is payable.  The full imputa-
tion system does not apply to the final taxed account.  Distributions from the 
final taxed account are not subject to further tax.

• Immovable Property Account.  The profits allocated to the immovable prop-
erty account consist of income that is derived from immovable (real) property 
situated in Malta.  Such profits include, inter alia, gains on the sale of prop-
erty, rents, interest on loans to finance the acquisition of property situated 
in Malta, income from hotel accommodations, insurance premiums related 
to property situated in Malta, and any other income which is connected with 
Maltese immovable property.  It also includes a notional allocation in those 
instances where the property is owned by a company and is used for the 
purpose of its business activities (notional rent).

• Foreign Income Account.  The profits allocated to this account consist of in-
come from sources outside Malta and include, inter alia, royalties, dividends, 
capital gains, interest, rents, income derived from participating holdings, and 
profits attributable to a permanent establishment outside of Malta. 

• Maltese Taxed Account.  The profits allocated to the Maltese taxed account 
have been subject to tax generally at the rate of 35%.  It also includes profits 
on which a lower rate of tax has been applied. 

• Untaxed Account.  The allocation to this account represents the arithmeti-
cal difference between the total profits earned by the company and those 
that are allocated to the various other tax accounts.  Distributions out of the 
untaxed account are subject to a 15% withholding tax if the recipient is a 
Maltese-resident individual.  On the other hand, nonresident individuals and 
Maltese-resident companies fall outside the definition of “recipient” and, in 
the case of such distributions, withholding tax is not applicable.

MALTESE REFUNDABLE TAX SYSTEM

The Maltese refundable tax system, as approved by the E.U., offers a significant ad-
vantage because when a company distributes its profits, the shareholders receiving 
the dividends are entitled to a refund of the tax paid by the company.  The amount of 
the refund depends on the nature of the income and the manner in which the income 
has been allocated to the different tax accounts.  The various types of refunds and 
the circumstances under which they apply are illustrated hereunder:

• Six-Sevenths Refund.  The six-sevenths refund is applicable to distributions 
made from profits allocated to the Maltese taxed account or to the foreign 
income account where such income does not consist of passive income or 
royalties.

“The Maltese 
refundable tax 
system . . . offers 
a significant 
advantage because 
when a company 
distributes its profits, 
the shareholders 
receiving the 
dividends are 
entitled to a refund 
of the tax paid by the 
company.”
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• Five-Sevenths Refund.  The five-sevenths refund applies to distributions of 
profits derived from passive interest, royalties, and dividends received from 
participating holdings that do not meet the anti-abuse provisions.

• Full Refund.  Shareholders may apply for a full refund of the Maltese tax paid 
by the company in those instances where a dividend has been paid from prof-
its derived from income received in connection with a participating holding.  
When such income qualifies for the participation exemption, the company 
receiving the income may exclude it from the income tax computation.  In this 
instance, such income will be allocated to the final tax account, and no further 
tax will arise on the distribution of income allocated to this account when paid 
to nonresidents of Malta.

PARTICIPATION EXEMPTION

Any income or gains derived by a Maltese-registered company from a participation 
in a company or from the transfer of a company qualifying as a participation is ex-
empt from tax.  

With respect to a dividend derived from a participating holding, this exemption ap-
plies only when either of the following conditions are satisfied:

• The body of persons in which the participating holding is held satisfies any 
one of the following conditions: (i) it is a resident of or incorporated in an 
E.U. Member State, (ii) it is subject to foreign tax at a rate of at least 15%, or 
(iii) it does not derive more than 50% of its income from passive interest or 
royalties.

• If none of the above conditions are satisfied, then both of the following con-
ditions must be met in order to qualify for the exemption.  First, the equity 
holding is not a portfolio investment.6  Second, the passive interest, or its 
royalties have been subject to foreign tax at a rate which is not less than 5%.

An investment qualifies as a participation where any of the following conditions is 
met:

• A company holds directly 10% or more of the equity of a company whose 
capital is wholly or partly divided into shares, and the shareholding confers 
an entitlement to at least 10% of any two of the following:

 ○ Voting rights

 ○ Profits available for distribution

 ○ Assets available to shareholders upon liquidation

• A company is a shareholder in another company (the “target company”) and 
is entitled, at its option, to acquire the entire balance of the issued and out-
standing shares in the target company held by others.

6 For this purpose, the holding of shares by a Maltese-registered company in 
a body of persons not resident in Malta which derives more than 50% of its 
income from portfolio investments is deemed to be a portfolio investment.
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• A company is a shareholder in the target company and holds a right of first 
refusal over all shares in the target company that are owned by others in the 
event of a proposed disposal, redemption, or cancellation.

• A company is a shareholder in the target company and is entitled to board 
participation.7

• A company is a shareholder in the target company and the value of its invest-
ment was at €1,164,000 at purchase and the investment must be held for at 
least 183 consecutive days.

• A company is a shareholder in the target company where the investment was 
made for the furtherance of its own business and the holding is not main-
tained for the purpose of a trade.

OTHER EXEMPTIONS

Other exemptions apply, of which the most important include the following:

• Permanent Establishment.  Income or gains derived by a company registered 
in Malta (“the particular company”) are exempt from Maltese taxation if they 
are attributable to a permanent establishment (including a branch) situated 
outside of Malta, including a sale of the assets of the permanent establish-
ment.  For purposes of the exemption, “profits or gains” shall be calculated 
as if the permanent establishment is an independent enterprise operating in 
similar conditions and at arm’s length.8

• Intellectual Property.  Royalties, advances, and similar income derived from 
(i) patents, (ii) copyrights, or (iii) trademarks are exempt from tax in Malta.  
Profits from exempt income remain exempt at the level of shareholders when 
distributed by way of a dividend.  The exemption continues as dividends are 
distributed through a chain of shareholders. 

TRANSFERS OF SHARES IN A MALTESE 
COMPANY

Malta imposes a stamp duty on transfers of shares in a Maltese company.  However, 
an exemption applies to transfers of shares in a Maltese company in which (i) more 
than 50% of the ordinary share capital, voting rights, and rights to profits are held 
by persons not resident in Malta (or by the trustee of a trust in which all beneficia-
ries are not resident in Malta) and (ii) ownership or control is not held, directly or 
indirectly, by persons resident in Malta.  No capital gains tax is due on a transfer by 
nonresidents.  The exemptions do not apply where the company is a company that 

7 To be considered a participation, the right to nominate members of the Board of 
Directors should be a majority right.

8 If, in the opinion of the Commissioner, a series of transactions is effected with 
the main purpose of reducing the income tax liability of any person through the 
operation of the permanent establishment exemption, that a person is assess-
able as if the exemption did not apply.  A series of transactions means two or 
more corresponding or circular transactions carried out by the same person, 
either directly or indirectly, as the case may be.
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owns immovable property in Malta.

Similar exemptions from stamp duty and income tax liability apply when the value of 
the ownership is shifted from one shareholder to another shareholder by way of the 
issuance of shares by the company.  The value of the ownership is represented by 
the percentage share capital held or the voting rights held in the company.  In terms 
of Maltese law, these are considered as deemed transfers.

DOUBLE TAXATION RELIEF

With respect to the Income Tax Acts, relief from double taxation may take one of 
three forms: (i) treaty relief, (ii) unilateral relief, or (iii) flat rate foreign tax credit.

Treaty Relief

Treaty Relief is available if all the following criteria are satisfied:

• Under the relevant double tax treaty, the foreign tax paid in the other state is 
allowed as a credit against tax payable in Malta.

• The foreign tax is of a similar character to the tax imposed in Malta.

• The person making the claim is a resident of Malta during the year immedi-
ately preceding the year of assessment, and tax is payable on such income.

A person may elect to forego the credit in any given year.  A claim for treaty relief 
must be made not later than two years after the end of the year of assessment to 
which the claim relates.  If there is an adjustment to tax in Malta or the foreign coun-
try, the two-year period begins on the date of the adjustment.

Malta’s double tax treaty network is made up of treaties in force with 70 states:

Albania
Australia 
Austria
Bahrain
Barbados
Belgium
Bulgaria
Canada
China
Croatia 
Cyprus
Czech Republic
Denmark
Egypt 
Estonia 
Finland
France
Georgia

Germany
Greece
Guernsey
Hong Kong
Hungary
Iceland
India
Ireland
Isle of Man
Israel
Italy
Jersey
Jordan
Kuwait
Latvia
Lebanon
Libya
Liechtenstein

Lithuania
Luxembourg
Malaysia
Mauritius
Mexico
Moldova
Montenegro
Morocco
Netherlands
Norway
Pakistan
Poland
Portugal
Qatar
Romania
Russia
San Marino
Saudi Arabia

Serbia
Singapore
Slovakia
Slovenia
South Africa
South Korea 
Spain
Sweden
Switzerland
Syria
Tunisia
Turkey
U.A.E.
U.K.
Uruguay
U.S.A.

“Relief from double 
taxation may take  
one of three forms:  
(i) treaty relief,  
(ii) unilateral relief, or 
(iii) flat rate foreign 
tax credit.”
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Double tax treaties have also been signed with Curaçao (November 18, 2015) and 
the Ukraine (September 4, 2013), but these have not yet entered into force.  Three 
treaties are currently in various stages of negotiation, i.e., those with Bosnia and 
Herzegovina, Oman, and Thailand.  A protocol on the exchange of information with 
regard to the treaty in force between Malta and Belgium was signed on January 19, 
2010, but as of this publication it is still pending ratification and entry into force.

The double taxation agreement between the U.S. and Malta was signed on Novem-
ber 2, 2010, and entered into force as of January 1, 2011.  An earlier agreement that 
focused only on income from ships and aircraft was terminated in 1997.

Unilateral Relief

In order to claim unilateral relief, the following conditions must be met:

• Treaty relief is not available to the person making the claim.

• The income in question arises outside of Malta and is subject to tax in the 
state of source.

• The foreign tax is of a similar character to the tax imposed in Malta.

• The person entitled to the income is resident in Malta, or is a company reg-
istered in Malta for the year immediately preceding the year of assessment, 
and tax is payable on such income.

• The person making the claim proves to the satisfaction of the Commissioner 
of Inland Revenue that the foreign income has borne foreign tax and proves 
the amount of the tax.

A person may elect to forego the credit in any given year.  A claim for treaty relief 
must be made not later than two years after the end of the year of assessment to 
which the claim relates.  If there is an adjustment to tax in Malta or the foreign coun-
try, the two-year period begins on the date of the adjustment.

Flat Rate Foreign Tax Credit

The Flat Rate Foreign Tax Credit is available if the following conditions are met:

• Treaty relief and unilateral relief are not available to the person making the 
claim.

• Income or gains are received by a company registered in Malta, which in-
cludes a Maltese branch of a nonresident company.

• The Company is empowered to receive such income or gains.

• The income or gains are allocated to the foreign income account.

• Documentary evidence is available indicating to the Commissioner for Reve-
nue’s satisfaction that the income or gains are to be allocated to the foreign 
income account.

A person may elect to forego the credit in any given year.  A claim for treaty relief 
must be made not later than two years after the end of the year of assessment  
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to which the claim relates.  If there is an adjustment to tax in Malta or the foreign 
country, the two-year period begins on the date of the adjustment.

B.E.P.S. AND OTHER INITIATIVES

Malta actively participates in initiatives against harmful tax competition, which in-
cludes cooperation in foreign tax-related matters.  It was one of the first states to en-
ter into an Inter-Governmental Agreement (“I.G.A.”) with the United States to allow 
for the implementation of the Foreign Account Tax Compliance Act (“F.A.T.C.A.”).9  
Maltese implementation of the F.A.T.C.A. provisions was published on March 7, 
2014.10  This legislation constitutes a new regime regulating reciprocal exchange of 
information between Malta and the U.S.  The first exchanges between the two states 
under the I.G.A. took place in the third quarter of 2015.

Malta is also an active participant in the B.E.P.S. Project.  It is a member of the ad 
hoc group of countries mandated by the O.E.C.D. and the G-20 in February 2015 to 
complete work on B.E.P.S. Action 15, which addresses the development of a multi-
lateral instrument on tax treaty matters.  Progress towards this deliverable began in 
Paris on May 27, 2015, and focused on the adoption of recommended procedures 
for onboarding customers.

Following the implementation of a 2010 protocol amending the Joint Council of 
Europe/O.E.C.D. Convention on Mutual Administrative Assistance in Tax Matters, 
Malta ratified the amended convention on May 23, 2013.  The Amended Convention 
was adopted into Maltese law and became effective on September 1, 2013.  The 
E.U. Administrative Cooperation Directive (Council Directive 2011/16/E.U. of Feb-
ruary 15, 2011 on administrative cooperation in the field of taxation) was adopted 
into Maltese law effective July 22, 2011.  Furthermore, Malta is an early adopter of 
the Common Reporting Standard and is expected to submit its first report in 2017 
regarding the financial year ending on December 31, 2016.

Malta signed an Exchange of Information Agreement with Macau (signed on May 
30, 2013, but not yet in force).  Other agreements already in force include the Baha-
mas (January 15, 2013), Bermuda (November 5, 2012), the Cayman Islands (April 
1, 2014), and Gibraltar (June 12, 2012).

CONCLUSIONS APPLICABLE TO MALTA

The legal framework in Malta offers a number of key advantages for those seeking 
to conduct international business in a sound and reputable jurisdiction.  The taxation 
system in Malta contains no ad hoc thin capitalization rules.  Transfer pricing rules 
are relatively flexible, and there are no withholding taxes on remittances to non-
residents with respect to dividends, interest, and royalties.  The legislation in Malta 
permits companies to migrate to and from Malta.  Branches of overseas companies 
enjoy the same tax treatment applicable to companies incorporated in Malta.  Incor-
poration and winding up procedures are relatively easy.

9 Malta and the U.S. signed a Model 1 I.G.A. on December 16, 2013.
10 See Exchange of Information (United States of America) (F.A.T.C.A.) Order, 

Legal Notice 78 of 2014.

“Malta is an early 
adopter of the 
Common Reporting 
Standard and is 
expected to submit 
its first report in 
2017.”
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