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Welcome to the 100th edition of the Taxlink, the regular tax update on international tax
developments which is based on the contribution from the member firms of Nexia Inter-
national. In the first instance, I would like to thank all my colleagues who have contributed 
to this and previous editions. I hope that you will continue to support the publication.

You will have noted that the continued stagnation of global economies has triggered changes
in the business communities so that they are able to adapt to the tougher conditions and 
manage their global tax risks. Governments with reduced funds have forced the Tax 
Authorities in their respective countries to take a more aggressive stance with global 
companies to ensure that businesses contribute their share of taxes to the local economy.

The more successful businesses in the current economy are those who derive a greater 
proportion of their value from their intangible assets. You will have noted that Apple Inc. 
has become the largest company by market capitalisation and it vigorously guards its 
intellectual property. The dispute between the company and Samsung illustrates the 
importance of intellectual property.

Globalisation coupled with technological advances have resulted in increasingly complex 
supply chains, compensation for the use of intellectual property in the form of royalties, 
payment for technical services and intra group financing to replace bank financing. It is 
important that tax advisers work alongside their clients to ensure that the tax risks are 
minimised, cash flows are not adversely affected by withholding taxes and that profits 
can be extracted efficiently to compensate the providers of capital to the businesses. 
There is an increased amount of scrutiny from Tax Authorities and we need to work with 
our clients to provide them with the support so as to ensure that they can conduct their 
respective businesses effectively.

Finally, there will be a greater trend towards a free exchange of information between the 
regulators worldwide so that harmful tax practices in the form of tax evasion are stamped out.
This is one of the principal objectives of the OECD and has been resoundingly accepted 
by Tax Authorities.

Rajesh Sharma
Partner, Smith & Williamson LLP, UK
rajesh.sharma@smith.williamson.co.uk
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Belgium

Impact of the new Belgium thin 
capitalisation rule
Unlike most other jurisdictions, Belgium until recently did not 
have a ‘general’ thin capitalization rule. As part of the Belgian tax 
reform however, a new thin capitalization rule has been introduced, 
as a result of which intercompany interest payments can become 
only partially tax- deductible. This new rule has entered into force 
on 1 July 2012.

Thin capitalization rules prior to 1 July 2012
Prior to 1 July 2012, Belgium tax law contained two specific thin 
capitalization rules. These regulations are “specific” as they only 
apply to certain well-defined scenarios and hence do not have a 
general scope. These rules can be summarized as follows:

• According  to  a 1/1  thin capitalization rule, interest payments
to a natural person that is either a shareholder or Director 
of the Belgium company are reclassified into “dividend” 
distributions to the extent the underlying interest- generating 
debt exceeds the sum of the company’s  taxable reserves  
at the 1st day of the financial year and its paid-up capital at 
B/S date and/or to the extent the interest rate exceeds a fair 
market interest rate. Such reclassified “interest” is not tax-
deductible for the debtor and always attracts 25% Belgium 
“dividend” withholding tax at the charge of the beneficiary. 
However, there is no impact whatsoever if the beneficiary of 
the interest is not a shareholder or Director of the Belgium 
company at hand.

• According to a 7/1 thin capitalization rule, interest payments
made to a lowly taxed beneficiary are disallowed for Belgium 
corporate tax purposes to the extent that the tainted debt 
exceeds 7 times the sum of the Belgium company’s taxable 

reserves at the 1st day of the financial year and its paid-up 
capital at B/S date. The impact of this anti-base erosion rule 
is thus that the interest is only partially tax-deductible. However, 
in practice, this anti-abuse rule came only into play when a 
Belgium company made interest payments to either a (former) 
Belgium Coordination Center or a tax haven beneficiary, e.g. 
based in Panama, Bermuda or the Bahamas.

New “general” 5/1 thin capitalization rule
First of all, note that no changes have been made to the above-
mentioned 1/1 thin capitalization rule. This rule remains applicable 
as before.

As of 1 July 2012, the above-mentioned 7/1 thin capitalization rule 
however has been amended as follows:

• The 7/1 limit has been reduced to a 5/1 ratio, and;

• The rule now applies to all intercompany interest payments,  i.e.
even when the beneficiary is not based in a tax haven jurisdiction.

To  avoid abuse, also a so-called anti- channelling rule has been 
introduced: only the beneficial owner of the interest income has 
to apply the 5/1 thin capitalization test. Specifically, if an affiliate 
either provides a “3rd party” (e.g. a bank) with the funds to be 
borrowed by a Belgium company or guarantees such lending opera-
tion and is exposed to the actual debtor’s risk, then such affiliate 
is treated as the genuine lender for the purpose of the 5/1 limit.

What is “intercompany interest”?
To define “intercompany interest” Belgium tax law refers to the 
Belgium company law concept of a “Group”, i.e. lender and borrower 
are deemed to  be part of the same Group if:

• The  Belgium  borrower has  power of control over the  lender,
or vice versa;

• Both borrower and lender are part of a consortium;
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• The Belgium Board of Directors is aware of  the  fact  that  both
borrower and lender are under their control.

As a general rule, control implies that one has a significant impact 
on the nomination of Directors and/or on the orientation of 
strategic decisions.

Which intercompany financial transactions are 
out-of-scope?
To avoid that the new 5/1 thin capitalization rule would affect inter-
company loans of Groups of which the core business consists 
of financial transactions, certain companies have been excluded 
from this rule. This is e.g. the case for companies active in the 
banking, insurance, qualifying financial and real estate leasing 
transactions, factoring, etc. It is rumoured that other exceptions 
may still be added to this safe-harbour list.

Example
A Belgium company (“BelCo”) has borrowed EUR 1.000.000 from  
its Dutch parent company. Assume the interest rate is 5% and 
meets open-market conditions.

• If the sum of BelCo’s taxable reserves and paid-up capital  equals
EUR 220.000, all interest payments are tax-deductible since EUR 
1.000.000 is lower than EUR 1.100.000 (or 5 x EUR 220.000) ;

• If the sum of BelCo’s taxable reserves and paid-up capital equals
EUR 150.000, only 75% (or 5 x EUR 150.000 / EUR 1.000.000) 
of the total interest payments is tax-deductible.

What do our neighbours do?
As already mentioned, Belgium was one of the few countries 
that did not yet have a general thin capitalization rule. Indeed, 
to compare, please find hereafter a brief and simplified overview 
of some thin capitalization provisions laid down in the tax law of 
other jurisdictions:

• In The Netherlands, a general 3/1 thin capitalization rule is
applicable: interest expenses are disallowed to the extent 

that intercompany debts exceed 3 times the borrowing 
Dutch company’s  net equity;

• The Luxembourg thin capitalization rule stems from adminis-
trative practice only and is thus not explicitly defined in tax 
law. That is, the Luxembourg tax authorities generally accept 
a 85/15 debt-equity ratio for intercompany loans  that  are 
concluded to acquire shares. Conversely, in the event of real 
estate companies, a 90/10 debt-equity ratio is often retained. 
Excessive interest payments are reclassified into a dividend 
distribution and generally attract 15% Luxembourg dividend 
withholding tax;

• In France, thin capitalization can arise if one of the following 3 
thresholds is exceeded: (i) a 1,5/1 debt-equity ratio, (ii) 25% of 
the profit-before-tax in the hands of the French borrower includ-
ing, amongst others, intercompany interest expenditure or (iii) 
intercompany interest income. Excessive interest is disallowed 
for French corporate tax purposes and, if conditions are satisfied, 
can be carried-forward to a subsequent financial year;

• A recent trend that we see  in many European jurisdictions  (e.g.
Germany, Italy and Spain) is that a thin capitalization rule in 
essence comes down to an EBITDA-test. For example and simpli-
fied: in Germany, all (i.e. both intercompany and 3rd party) 
net interest expenses (i.e. interest expenses minus interest  
income) are only tax- deductible up to 30%  of the German 
borrower’s  EBITDA. This European trend is inspired by US 
interest capping rules.

This comparison shows that the Belgian 5/1 limit is actually fairly 
competitive compared with similar foreign anti-base erosion 
regulations.

What to do next?
It goes without saying that the new general 5/1 thin capitalization 
rule will have a significant impact on the Belgium market, not in 
the least since Belgium taxpayers have “psychologically” never 
been confronted with such an anti-base erosion test before. Con-
sequently, it is strongly advised that Belgium companies take the 
following actions:

Belgium
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• Map all intercompany loans, including applicable interest 
rates and guarantee arrangements; 

• Consider the Group’s core business to ascertain whether an 
exemption is available; 

• Simulate the 5/1 thin capitalization impact;

• Consider conversion of debt-into-equity to satisfy the 5/1 
safe-harbour rule; 

• Consider (partial) reimbursement of outstanding loans; 

• Etc.

Contributed by 
Kurt de Haen, VMB, Belgium
kurtd@vmb.be 

China

China Continues Efforts to 
Strengthen Tax Collection
Since the latest Enterprise Income Tax (EIT) law and Individual Income
Tax (IIT) law changes in 2008 and 2011 respectively, China’s State 
Administration of Taxation (SAT) has slowed its promulgation 
of new laws and shifted its focus to efficient collection of taxes 
and detection of tax avoidance or non-payment by both enter-
prises and individuals. In addition to the numerous circulars and 
announcements that have been released to clarify tax implemen-
tation rules, systems are being upgraded and communications 
between various agencies are being improved with the aim to 
collect those taxes that already are available for collection through 
the existing tax laws. SAT’s investigation unit has also stepped up 

efforts to improve its anti-avoidance investigation capabilities. 
While efforts are universal in nature, particular attention is being 
paid to both foreign enterprises operating in China and foreign 
workers working in China.

In the last four years, SAT has released more than 30 circulars 
related to taxation of foreign enterprises doing business in China.  
Such enterprises include those with registered foreign-invested 
entities in the country and those with no registered entities but 
derive revenues from doing business in the country. In 2011 alone, 
the efforts increased tax collection from non-resident enterprises 
by nearly 32% year on year.

This year the tax departments are continuing to tighten the tax 
management of non-resident enterprises, as well as to step up 
investigation efforts. Special attention is being directed toward  
capital transactions including: industrial investments; IPO financ-
ing and corporate internal restructuring; mergers and acquisitions 
(M&A); shareholding alliances; outbound venture capital invest-
ments; financial investments and others. Investigations are also 
being focused towards enterprises that apply for export tax refunds 
or exemptions, as well as trading companies that handle exportation 
of goods on behalf of clients. Increased levels of inspection are also 
expected in the real estate industry, construction and installation 
industries, and also for non-resident financial enterprises, local 
commercial banks, and joint stock banks.

Individuals are also being targeted by SAT’s improved tax collection 
efforts; especially those individuals classified as high income earners. 
Targeted high income earners include foreigners working in China, 
as well as individuals with non-labor sourced incomes such as 
assets transfers or bonuses and dividends. Additional focus includes 
individuals with income from partnership enterprises’ equity 
investments, privately offered funds, advertising and performances.

One tool being utilized to increase tax collection from individuals 
is an improved inter-departmental communications system in  which
related information is shared effectively. Due to increasingly 
shared access to information between various government agencies, 
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it is becoming easier for tax bureaus to detect tax non-compliance 
by individuals, especially as related to foreigners working in China 
for extended periods. In the past, it was difficult for tax bureaus 
to assess whether individuals were liable to file year-end tax returns 
(incomes over RMB 120,000 per year).  With current investigation 
capabilities in place, it is expected that higher numbers of individuals 
will be targeted for filing year-end returns and settling taxes that 
may be due because of insufficient or non-existent withholding 
by employers.

In light of the increasing tax bureau activities related to investigation 
and tax collection, it is recommended that all foreign enterprises 
operating in China seek knowledgeable advice as to their tax liabili-
ties and compliance obligations. Likewise for expatriate workers in 
China; there are numerous methods of ensuring IIT tax compliance 
for individuals, and proper expatriate assignment planning will not 
only ensure compliance, but also may assist foreign workers to 
enjoy significant tax savings during their work periods in China.

Contributed by
Flora Luo and Scott Heidecke, Nexia TS, China
floraluo@nexiats.com.cn and scott@nexiats.com.cn

Germany

German Tax Law - 
Implementation of the 
Authorized OECD Approach 
by 2013 Tax Act
On 23 May 2012 the German Federal Cabinet initiated the legislation 
procedure for the 2013 Tax Act, which includes changes to § 1 
AStG (Foreign Transactions Tax Law). The German Parliament and 
Federal Council are expected to decide on the passing of the Tax 
Act in the last quarter of 2012 respectively.

§ 1 AStG concerns the adjustment of cross-border profit attribution 
between related parties, if the prices for the cross-border transactions 
are not in accordance with the arm’s length principle.

With the changes to § 1 AStG, the German legislator will adopt 
the principles of the Authorized OECD Approach, which impacts 
permanent establishments mainly.

Regulations to Date
The business relationships for which § 1 AStG is currently applicable 
are defined as transactions between two independent but related 
parties on a contractual basis.

The profit allocation between an enterprise and its foreign per-
manent establishment is based on the attribution of assets to the 
permanent establishment of which the permanent establishment 
is the legal or the economic owner or which are attributed based 
on their functions or the will of the directors.

§ 1 AStG is currently not applicable for transactions between an 
enterprise and its foreign permanent establishment, since business 
relationships don’t exist on a contractual basis due to the legal 
structure as one entity. 



Expected changes
The modified § 1 AStG shall determine by law that a partnership or 
a Co-entrepreneurship is treated according to § 1 AStG. The German 
fiscal authority already applies the rules in this way.

The alteration of § 1 AStG also covers the profit allocation and 
the treatment of cross-border transactions between an enterprise 
and its foreign permanent establishment. The profit allocation 
between an enterprise and its foreign permanent establishment 
is to be effected just as between two independent enterprises 
(functionally separate entity approach). The profit allocation shall be 
based on assets attributed on the basis of significant people functions. 
Also the arm’s length principle shall be applicable for transactions 
between an enterprise and its permanent establishment. 

In order to establish the functionally separate entity approach, § 1 
(5) AStG adopts a two-step approach.

First Step:
• The functions that are performed by the personnel (people 

functions) of the permanent establishment have to be deter-
mined and attributed to the permanent establishment.

• On the basis of the attributed people functions, the assets that
are required to perform those functions have to be attributed 
to the permanent establishment.

• On the basis of the attributed assets and people functions, 
opportunities and risks of the enterprise have to be attributed 
to the permanent establishment (risks follow function).

• On the basis of the attributed opportunities, risks, assets and 
people functions, an appropriate amount of free capital (dota-
tion capital) has to be attributed to the permanent establishment 
(capital follows risk).

Second Step:
Based on the first step, the type of business relationship between 
the enterprise and its permanent establishment as well as the 
transfer prices have to be determined. Since contractual agreements 

for business relationships between an enterprise and its permanent 
establishment don’t exist, business relationships for which § 1 
AStG is applicable don’t have to be on a contractual basis anymore. 
This also holds for business relationships between two enterprises. 
If there are no contractual agreements, such agreements have to 
be assumed on the basis that a prudent and conscientious managing 
director would establish the same. Those assumed contractual 
agreements are called dealings. The transfer prices for those dealings 
have to be determined based on the OECD transfer pricing guidelines. 
However, there will be limits to the functionally separate entity 
approach, if the affiliation of the permanent establishment requires 
a different handling. According to the reasoning of the Act, a 
permanent establishment of an enterprise is to have the same 
credit rating as the enterprise itself or a loan contract can only be 
assumed with similar restrictions.

In order to avoid double taxation, a Double Tax Treaty only takes 
precedence over § 1 AStG, if the application of the DTT regulations 
leads to no or fewer adjustments and the taxpayer is able to provide 
evidence that the other state performs its right to taxation according 
to the DTT. 

§ 1 (5) AStG shall only be applicable for legally dependent permanent 
establishments and not for a partnership or a Co-entrepreneurship, 
since contractual agreements are possible in such cases.

Based on § 1 (6) AStG, the Federal Ministry of Finance is authorized 
to adopt a Regulation to regulate details of the application of the 
arm’s length principle and the allocation of free capital (dotation 
capital).

The new regulations shall be first applicable for the assessment 
period 2013.

Consequences
The application of the arm’s length principle for profit allocation 
may lead to the taxation of profits of the permanent establishment, 
while there is actually no overall profit of the company. This may 
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lead to liquidity issues. This would be a change compared to a situ-
ation where the indirect method for profit allocation (redistribution 
of the overall profit) is used to date.

The use of the at arm’s length principle for transactions between 
an enterprise and its foreign permanent establishment may lead 
to an unwanted redistribution of profits.

The dealings for which the transfer prices have to be determined 
have to be documented in the transfer price documentation to 
avoid penalties and/or an estimation of the transfer prices to the 
detriment of the taxpayer. According to the reasoning of the Act, 
dealings can be documented for example by protocols, internal 
instructions or accounting records.

Because of the modification of § 1 AStG one has to pay attention 
to the issue of a transfer of functions between the enterprise and 
its permanent establishment, for which the correct transfer price 
has to include the profit potential of the transferred function. So 
far the avoidance of a transfer of functions has been a factor in 
favor of a permanent establishment compared to a subsidiary.

Due to the changes of § 1 AStG and the possible consequences in 
taxation, enterprises with permanent establishments that fall un-
der German legislation or are planning to establish such a permanent 
establishment may have to reassess their business model.

Contributed by:
Volker Schmit and Sten Guensel, Ebner Stolz Monning Bachem 
Partnerschaft, Germany
Volker.Schmidt@ebnerstolz.de and Sten.Guensel@ebnerstolz.de

Hungary

International opportunities via 
Hungarian TPD rules
Over the past 10 years, multinational corporations have been 
challenged by increasingly complex transfer pricing (TP) regulations 
in regard of transactions between related parties. More than 60 
countries have passed legislation to regulate the pricing of inter-
company transactions. Transfer pricing legislation in Hungary is 
not too different from that of other European countries. Just as 
a number of countries, Hungary has also adopted transfer pricing 
rules based on the framework published by the OECD in Transfer 
Pricing Guidelines for Multinational Enterprises and Tax Adminis-
trations (OECD Guidelines). However, significant differences exist 
between the legislation of the different countries and the Euro-
pean framework. 

Why are these differences so important? Because corporations 
are subject to enormous fines should public authorities challenge 
their transfer pricing documentations. Unlike in other countries, 
the Hungarian tax authority may impose a fine on the grounds of 
two main error categories in Transfer Pricing Documentation (TPDs). 

The first category includes formal errors in the documentation. In 
these cases, tax auditors do not need outstanding technical skills 
to identify huge fines. However, if a TP audit identifies an undocu-
mented transaction, the fine may hit €7,200 per transaction and 
per audited year. This fine may spiral up to €28,600 per transaction 
if the offence of not preparing documentation for a transaction is 
repeated.  

The second category of fines relates to the contents of the docu-
mentation. This may only be audited by a specialist, because in 
these cases the tax authority has to scrutinize the arm’s length 
price – a task that needs technical proficiency. A non-compatible 
arm’s length price may draw consequences of having to increase 
the corporate income tax base accordingly, pay 50% of the thus 
unpaid corporate tax plus late payment interest charge at double 

Hungary
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the prime rate of the National Bank of Hungary. Here are some 
figures to illustrate what these sanctions mean in practice: the 
default penalty assessed by the Hungarian tax authority totaled 
approximately €1,785,700 in 2006 and €42,857,150 in 2010, which 
is a significant increase. 

It is clear from the above example that the Hungarian tax authority 
is one of the strictest revenue authorities and that the Hungarian 
rules are among the toughest in the world. This is well illustrated by 
the mere list of the mandatory components of a Hungarian TPD:

General part 

1) Legal background

2) The operations of the Group and the Hungarian company

3) Industry analysis, relevant markets, competition 

4) General corporate governance

5) Economic analysis

6) Functional analysis, risks

7) Presentation of all the related parties with which the entity 
has a contractual relationship or has made transactions

Specific part - Contracts (to be prepared each year per contract, 
per transaction type and per related party) 

1) Particulars of the related party

2) Contract/ transaction specifications 

3) Basis of the arm’s length price, chosen method for the analysis

4) Information and figures used for the arm’s length price calcu-
lations (use of the AMEDEUS database for certain transactions)

5) Justification of any discrepancies between the arm’s length 
price and the applied prices

However, the detailed structure of Hungarian TPDs may also prove a
great opportunity for cost saving at group level by using Hungarian
TPD as a Master File template for other members across the 
group regardless of the country. Small corporations do not have 
to prepare TPDs, but to decide whether you are a small enter-
prise or not, the financial figures of all the member companies 
of the group should be cumulated. Hungarian rules accept all the 
methods specified in the OECD Guidelines and there is no specific 
preferred method. Using foreign comparables from international 
databases is also accepted.

Another important difference between international and Hungarian 
legislation is the issue of core businesses. In Hungary, it is not 
enough to describe the transactions that relate only to core business 
activities, but any other activities with related parties have to be 
strictly documented. Below are some highlights concerning the 
difficulties of this TPD issue: 

Problem transactions and business arrangements:

• Management fee,

• Intellectual property,

• IT services,

• Transferring assets or providing services free of charge,

• Persistently loss making companies,

• Costs incurred in connection with group level services with 
no allocation key, 

Technical matters:

• Making templates compatible with Hungarian rules,

• Lack of information, insufficient data,

• Incorrect information/data received,

• Changing the arm’s length price calculation,

• Unavailable agreement about allocated costs.
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Special Hungarian issues:

• Domestic transactions are also subject to TPD obligation

• Higher fines than in other countries

• Difficult rules for defining a related relationship between
corporations

• It is hard to gather relevant data because contracts/agreements
between the related parties are often absent

• Fear of transferring confidential data via insecure channels

We all know what these lists mean for those who prepare TPDs. 
But there is one more thing I would like to put emphasis on: the 
source risk, i.e. the risk of using databases. According to the 
Hungarian TP rules, the database that contains comparable data 
for TP purposes has to be widely available and has to contain 
authenticated data. In order to meet these requirements, the 
database used as information source for the preparation of the 
TPD must also be specified. Another similarly important rule 
relates to the deadline of making a TDP, which is within 150 days 
after the end of the tax year.

In most of the cases, when an independent and credible financial 
database is needed, the first choice is routinely the AMADEUS da-
tabase. As everything, the AMADEUS database is also changing, 
growing and is updated continuously. That is why if we run a query 
in AMADEUS with the same filters in 2012 and in 2010 for, say, 
2009, the results may well be very different lists. By simply auditing 
the result lists, the tax authority can easily impose a fine because 
a TPD was made later than it should have been.

After an account of the risks, a brief summary of the experience of 
tax audits. Nowadays the typical faults in TPDs are:

• Missing transactions, 

• No explanation of the chosen method, 

• No naming the source of comparable data, 

• No explanation of the process of filtering,

• No reference to the database version number,

• No specifying the amount of companies while setting the filters

Because of the highly complex rules and the aforementioned extor-
tionate penalties, it is highly recommended for every company to 
delegate the preparation of TPDs to a TP expert. In order to avoid 
all the above mentioned ‘traps’, companies need a firm with 
extensive experience and specialist knowledge in the field of TP. 
We at VGD have already helped some of our NEXIA members 
develop their TP methods and are always ready to enhance this 
area together with your specialists within NEXIA.

Contributed by:
Andrea Kuntner, Tax Partner, and Dr. Zsolt Borsós, Tax advisor, 
VGD Hungary, Hungary
Andrea.Nagy@vgd.hu and zsolt.borsos@vgd.hu

New Zealand

IRD Interpretation Statement on 
Tax Avoidance
Given the global financial crisis and resulting decrease in the tax 
take, many tax jurisdictions are contemplating the implementation 
of a general anti-avoidance provision. The UK in particular is 
considering the merit of a general anti-avoidance rule.

An anti-avoidance provision will, by definition, create uncertainty 
for both taxpayers and tax authorities as to where the line is, 
and whether your latest great scheme or last piece of advice has 
crossed it. Conceptually the difference between specific anti-
avoidance mechanisms and a general anti-avoidance rule is that it 
brings a subjective element into the legislation. Indeed, judging from 
the New Zealand experience, “the line” is the subject of many 
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disputes and it appears to be a moving target. Of interest to advisors 
in a global context however, is how tax authorities are likely to 
interpret such a provision, if brought in overseas.  

New Zealand has long had a general anti-avoidance provision and 
its application continues to be a bone of contention between tax 
authorities, taxpayers and their advisors. 

Recent case law developments have seen the New Zealand Inland 
Revenue Department (“IRD”) release a draft interpretation statement 
in December 2011 setting out the IRD’s view as to how sections BG 
1 and GA 1 of the Income Tax Act 2007 (“the Act”) should be  applied.
Section BG 1 of the Act is the general anti-avoidance provision and 
section GA 1 gives the Commissioner of Inland Revenue the power 
to reconstruct a tax avoidance arrangement so as to counter any 
tax advantage that a person has obtained.

This is perhaps the problem with a tax authority attempting to 
“define” tax avoidance in an interpretation statement; it is an 
evolving concept and if a line is drawn (by the IRD or the Courts) 
then taxpayers and their advisors will surely find a way around it. 
This fact was not lost on the IRD. The December 2011 draft inter-
pretation statement is intentionally vague on providing any firm 
conclusions or examples of tax avoidance arrangements – especially 
border-line cases, which is where much of the difficulty arises 
for tax advisors.  What the draft does do however is set out the 
approach and/or steps the IRD will be taking when considering 
whether an arrangement is a tax avoidance arrangement. These 
are largely based on recent case law. 

The most significant recent case in New Zealand on tax avoidance 
was the Supreme Court decision in Ben Nevis Forestry Ventures Ltd 
& Ors v Commissioner of Inland Revenue; Accent Management Ltd & 
Ors v Commissioner of Inland Revenue (2009) 24 NZTC 23,188.

The Court in Ben Nevis purported to confirm the “proper approach” 
to applying section BG 1. In its interpretation statement, IRD 

concludes that Ben Nevis has indeed set out the correct approach 
for applying section BG 1 and summarises the principles in Ben 
Nevis in its interpretation guidelines. The IRD provides the following 
steps of analysis to determine whether there is a tax avoidance 
arrangement:

1. Identify the arrangement, reviewing all information to ensure
the entire arrangement is fully understood.

2. Identify the provisions of the Act which have been used or 
circumvented by the arrangement and identify the outcomes.

3. Examine the commercial reality and economic effects of the 
arrangement to determine the outcomes that are achieved 
by the arrangement and those which would otherwise have 
been obtained (if not for the arrangement).

4. Ascertain Parliament’s purpose of the provisions used or cir-
cumvented.

5. Taking into account the commercial reality and economic effects
of the arrangement and Parliament’s purpose, decide whether 
the tax outcomes sought are outside Parliament’s contemplation.

6. If the answer to question 5 above is yes, is the tax avoidance 
more than merely incidental to a non-tax purpose?

7. If the answer to question 6 above is yes, then the arrangement
is a tax avoidance arrangement.

The approach described above brings the concept of “parliamentary 
intention” to the forefront of a tax avoidance analysis. Indeed this 
is a central theme in the IRD’s interpretation statement. This is a 
shift in tax avoidance interpretation and it essentially changes the 
previously accepted principle of “form over substance” to one of 
“substance”. The shift has seen a significant swing to IRD favoured 
Court decisions and also in IRD’s approach to tackling perceived 
tax avoidance arrangements. The Courts in New Zealand have 
accepted the Ben Nevis approach in subsequent decisions, with 
more weight being placed on a scheme’s economic substance, 
rather than some of the other commercial features. 
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The worrying aspect of a parliamentary contemplation test however, 
is that it is extremely subjective. IRD may at a practical level argue 
that any arrangement with a favourable tax outcome is outside 
Parliament’s contemplation, despite the underlying commercial 
objectives. IRD may well challenge long standing transactions or 
business structures which comply with the black letter law, and 
in some cases where the IRD has issued binding rulings in support 
of the positions taken, but for which the IRD has now decided to 
take issue with.  

An example of this is where IRD challenged the structured financing 
transactions undertaken by the four major trading banks. One of 
the banks had obtained a favourable binding ruling from the IRD 
in relation to one of the transactions which utilised a tax regime 
which provided specific concessions to foreign owned banks.  
However, IRD disputed the transactions years later – arguing 
(successfully) that the transactions were tax avoidance.

Another case the IRD has successfully taken issue with in recent 
times involved Optional Convertible Notes (“OCN”). Use of OCN’s 
is a fairly complex arrangement, however the issue that the tax-
payers raised in that case, was that the tax treatment applied by 
clients with OCN’s was that prescribed by the IRD in a Determination. 
Despite applying the prescribed tax treatment, IRD disputed the 
OCN transactions and successfully argued their use amounted to 
tax avoidance. 

Also a cause for concern is the IRD’s interpretation of the Supreme 
Court decision in Penny and Hooper v CIR [2011] NZSC 95. The facts 
in Penny and Hooper were admittedly at the extreme end of the 
scale, where two surgeons diverted the majority of their income 
from personal services to their family trusts, thereby avoiding the 
top tax rate. However, what is worrying about this decision is that 
IRD is currently using the case as support to attack accounting 
firms, professional services organizations and law firms, requiring 
that most of the income generated from the business be attrib-
uted to the owners or to face falling foul of the anti-avoidance 
provisions. Tax experts have questioned whether the decision in 
Penny and Hooper extends this far, given that professional firms 

derive the majority of their income from the personal exertion of 
employees. This can be contrasted with Penny and Hooper where 
all the income was derived from the exertions of the owners. The 
IRD have ignored these criticisms and continued with their wide 
application of the Penny and Hooper analysis.

Unfortunately the interpretation statement does not provide 
clear guidance to taxpayers and their advisors.  However, as noted 
by one IRD official – that is the point, they want to keep taxpayers 
on their toes.

What does this mean in a global context? Well if the New Zealand 
experience is anything to go by, it means an increased focus on the 
economic outcomes of tax arrangements, rather than fixing loop-
holes. For advisors and their clients, this is likely to mean greater 
uncertainty with all but the most aggressive clients erring on the 
side of caution.  

Contributed by:
Charles Worth, CST Nexia, New Zealand,
cworth@cstnexia.co.nz
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Singapore

Initial Public Offering (“IPO”)
related GST Issues
An IPO gives companies an opportunity to re-invent themselves. 
For most companies, it is once-in-a-company’s-life event. Achieving 
success in executing an IPO requires connecting many pieces of 
a complex puzzle, some of which are outside of the control of 
company management and its stakeholders. One thing companies 
can control is their own IPO preparation process. During the IPO 
preparation process, related GST issues are often overlooked.

As an illustration, let’s consider the following business model:

• A group of Singapore companies is serious about going public 
in Singapore Exchange;

• One of the Singapore companies (Subsi A), which is GST-regis-
tered,  will  contract with the external professional  service
providers (e.g. lawyers, bankers, accountants and other advisors);

• A new Singapore company (NewCo), to operate as a public 
company, will subsequently be incorporated to hold all the 
shares of the subsidiaries;

• As a holding company, NewCo will provide management services,
comprising accounting, human resource and administrative 
services to all its subsidiaries;

• NewCo will employ management and administrative staff for 
this purpose.

The related GST issues focus on the following main areas:

• The input tax eligibility for the Singapore company (Subsi A) 
which contracts with the external professional service providers;

• The GST registration eligibility for the new Singapore holding 
company (NewCo);

• The GST treatment for provision of management services by 
NewCo;

• The input tax eligibility for NewCo.

Subsi A, the initial contracting party for the external professional 
services, is entitled to claim the GST incurred as its input tax, provided 
it has established at the point of engaging the service providers 
(amongst other conditions), that such expenses would be recovered 
(which forms a taxable supply of recovery of expenses) from NewCo, 
once it is subsequently incorporated. 

If NewCo is a pure investment holding company, it will be considered 
as not carrying on a business i.e. there is no conduct of taxable 
activities systematically and regularly. Consequently, NewCo will 
not qualify for GST registration.

On the other hand, if NewCo, apart from holding shares, provides 
or intends to provide management services to its subsidiaries and 
charges management fees to its subsidiaries on a regular basis, 
this could constitute the business activity of NewCo as well as taxable 
supply for GST purpose. In this event, NewCo could register for 
GST either on a compulsory or voluntary basis.

In most cases, registering for GST is compulsory when:

• The taxable turnover for the past four quarters is more than 
S$1 million (unless there is certainty that business turnover in 
the next 12 months will not exceed S$1 million); or

• The company is currently making sales and the taxable turnover
in the next 12 months is reasonably expected to be more 
than S$1 million.

GST registration on a compulsory basis must be applied within 30 
days of the date which the liability to register arises.

If the business turnover does not fall under the above circum-
stances, there is no need to register for GST. However, the option 
to register for GST on a voluntary basis is available.
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In this illustration, the agreement for provision of management 
services and the timing of the agreement will be crucial elements 
to the GST registration for NewCo. Alternatively, directors’ resolution 
on provision of management services could be considered as 
evidence to demonstrate firm intention.

The provision of management services in this case, should be 
characterized as a standard-rated (currently 7%) supply of services.
Once registered for GST, NewCo should charge GST on the man-
agement fees.

For GST incurred on the running expenses or business purchases, 
NewCo will be entitled to set-off such input tax credits against the 
output tax on the management fees, as long as all conditions for 
claiming input tax are satisfied. 

All input tax claims are subject to Input Tax Attribution Rules. In 
other words, there must be direct nexus between the business 
purchase (where GST is incurred) and the taxable activity (that 
requires such business purchase). Generally, input tax incurred in 
the making of exempt supplies is not claimable. The exception is 
if a GST-registered business passes either the Quantitative or 
Qualitative Test (i.e. De Minimis Rule), all GST incurred on its business 
purchases is claimable even though it makes exempt supplies, in 
addition to making of taxable supplies.

A GST-registered business would have passed the Quantitative 
Test if the business makes only exempt activities listed in Regulation 
33 and is not categorized as non-qualifying business (as listed in 
Regulation 34).

To satisfy the De Minimis Rule, the value of all exempt supplies has 
to be less than or equal to:

• an average of $40,000 per month; and

• 5% of the total value of all taxable and exempt supplies made 
in that period.

For GST purpose, IPO is categorized as an exempt supply. GST 
incurred on such business purchase can be claimed in full, provided 
NewCo satisfies either the De Minimis Rule or Quantitative Test. 
NewCo may also consider the pre-registration claims within the 
6-month period and before the IPO listing.

However, the input tax for IPO expenses (expenses for the sole 
purpose of IPO listing) would become irrecoverable to NewCo under 
the following situations:

• NewCo is GST-registered after the IPO listing;

• NewCo though, is GST-registered before the IPO listing, incurs
GST on the IPO expenses (via recovery of IPO expenses 
charged by Subsi A) after the IPO listing;

• NewCo though, is GST-registered before the IPO listing, incurs 
GST on the IPO expenses (via direct billing by the service 
providers) after the IPO listing.

Contributed by 
Lam Fong Kiew,  Nexia TS Tax Services Pte Ltd, Singapore
lamfongkiew@nexiats.com.sg
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South Africa

Gateway to Africa
South Africa’s banking and legal services as well as its infrastructure 
are unrivalled in Africa. South African state owned companies are 
on course to invest millions of rands in infrastructure and other 
new projects, with cash from their balance sheets as well as incoming 
foreign investment. A regional infrastructure master plan connecting 
all Southern African Development Community member states in 
areas of energy, water, information and communication technology 
and transport was recently approved. 

Tax regime
A new tax regime enacted in 2010 established South Africa as an 
attractive “Gateway into Africa”. The initiative enabled regional 
investments to flow through South Africa without being taxed and 
was intended to encourage the development of regional investment 
banks and holding companies in South Africa. 

The amendments to the relevant provisions cleared three hurdles 
- relief from tax on dividends; relief from the controlled foreign 
company deemed income rules; and relief from transfer pricing. 

However, there was concern that the rules implemented could lead 
to double taxation. Effective management was deemed to be from 
South Africa in cases where much guidance was provided from 
South Africa to a foreign subsidiary in Africa. Following a sincere 
effort, South African tax laws and exchange controls now provide 
significant incentives for private equity investments, not only into 
Africa, but also in the rest of the world. A new uniform system of 
source representing a combination of the common law, pre-existing 
statutory law and tax treaty principles were recently introduced.

South Africa’s treaty network now allows for treaty relief on almost 
every continent of the world, including Australia, North and South 
America, Africa and Europe. The source determination follows the 

treaty principles under the Organisation for Economic Co-operation 
and Development model. 

The proposals allow for exemption from the “effective management” 
test when the foreign subsidiary is subject to an effective tax rate 
of 21% or more, and has a substantive business establishment in 
the African country. 

The entry into the headquarter company regime is voluntary and 
not automatic. A resident company that meets the qualifying crite-
ria can simply elect into the regime. This election is annual and is 
valid from the beginning of the year of assessment for which the 
election is made.

South African transfer pricing rules do not apply to loans to 
subsidiaries. It is therefore possible to avoid interest receipts in 
the HQ Company by making interest-free loans to subsidiaries. 
Loans from a connected person are also not subject to the thin 
capitalisation rules. Interest paid on money borrowed to on-lend 
to foreign subsidiaries is tax deductible against interest received 
from foreign subsidiaries. 

HQ companies are exempt from Capital Gains Tax on a disposal 
of shares in underlying investments if it held the shares for 18 
months or longer and the foreign subsidiaries are not foreign 
financial instrument holding companies (FFIHCs). The 18 months 
and FFIHC requirements are likely to be removed in terms of draft 
legislation. Foreign residents holding shares in a headquarter 
company are exempt to the extent that the shares are not attribut-
able to a permanent establishment in South Africa.

The new proposals remove any current disincentive to generate 
intellectual property within South Africa. 

A pending 10 per cent interest withholding regime to be applied 
in respect of payments to certain non-resident persons is still to 
be finalised. It is however envisaged that it will apply only to South 
African sourced interest paid or payable to non-resident persons.
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The existing asset-for-share, amalgamation, unbundling and liqui-
dation rollover rules will be revised to cover offshore restructurings 
within this framework. 

The latest bill provides for various anti-avoidance rules and a shift 
to South African headquarter status will trigger a deemed sale by 
the headquarter company of all its assets held before becoming a 
headquarter company. 

Listed below are a number of other criteria that must be met in 
order to qualify as a HQ company:

• The HQ Company must be tax resident in South Africa, which 
generally would require it to be effectively managed in South 
Africa, or to be incorporated in South Africa and not be effec-
tively managed in a treaty country.

• All shareholders must at all times hold a minimum of 10% of 
the equity shares and voting rights in the HQ Company. 

• At the end of each year, 80% or more of the cost of the total 
assets (excluding cash or bank deposits) of the HQ Company 
must be attributable to foreign investments in the form of 
equity or equity and debt in, or intellectual property licensing 
rights to, a foreign company in which the HQ Company holds 
at least 10% of the equity and voting rights. This requirement 
is fairly easy to comply with through proper planning.

• 50% of its gross income must comprise income from foreign 
subsidiaries. A safe harbour exists for small headquarter 
operations with total gross income of less than R5 million 
per annum. This safe harbour will provide flexibility during 
start up phases of headquarter operations.

• Annual reporting by taxpayers within this relief must be sub-
mitted to National Treasury. It is envisioned that the required 
reporting will be non-onerous and fairly minimal.

Exchange control
Certain requirements similar to those relevant for the tax benefits 
must be met in order to be exempt from the South African exchange 
control rules. There are, however, options available to escape 
exchange control, but still qualify for the South African tax relief.

A new special source rule for currency gains that mirrors the 
disposal of asset source rules has been introduced. Under this 
approach, exchange differences will be sourced in South Africa 
if these differences arise from exchange items attributable to a 
South African resident or attributable to a South African permanent 
establishment of a non-resident.

***

South Africa seeks to further improve its African gateway status 
and is considering introducing an investment manager exemption 
to prevent foreign funds from being tax resident in South Africa by 
virtue of their fund management activities. 

Contributed by:
Elza Prinsloo, Nexia Levitt Kirson, South Africa
elza@lkg.co.za
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UK

How does the Taxman get all 
his information?
Since the dawn of the desktop computer, massive advances in 
obtaining information have been made by tax officials around the 
world. More and more treaties, whether they be Tax Information 
Exchange Agreements (TIEAs) or full Double Taxation Agreements 
(DTAs) are being entered into with the full support and encour-
agement of the OECD. Indeed, not only is the OECD keen to see 
more treaties but it has also established a review system to ensure 
the treaties are being utilised. 

Whilst it depends on the jurisdictions involved, exchanges can be 
extremely fast and the information available quite extensive. Over 
the last 5 years the exchange of information between countries 
has grown considerably. This is largely due to the introduction of 
TIEAs and the focus by the major jurisdictions on the pursuit of 
bank information. UK, USA, Australia and Canada have all been 
successful in obtaining information from banks about residents 
with offshore accounts using their internal information powers. 
Some of this information relates to taxpayers from other jurisdictions 
and it has therefore been provided to the appropriate country under 
the existing treaties in place. 

In the last few years new multilateral treaties have come into ex-
istence that allow countries to pass information to more than just 
one treaty partner and to undertake new ventures such as joint 
enquiries into the affairs of a multi-national company. This has 
made life a lot easier for tax authorities and has been the foundation
for the proposal of a new multi jurisdictional anti-fraud team, made
up by members of the European Economic Community countries, 
to combat the tax lost in their shadow economies.

Probably the most extensive exchange of information within 
Europe is as a result of the European Savings Directive (ESD). A 
recent EU Commission memo stated that, on average, 20 billion 
euros worth of savings information is exchanged between Member 
States each year and this information is used to help combat the 
shadow economy which the EU Commission estimates to be nearly 
one-fifth of GDP on average across Member States, representing 
nearly €2 trillion in total. Such is the success of the ESD, talks are 
currently underway with Singapore, Hong Kong and Macao with a 
view to bringing them within the Directive. 

Should these countries agree to join this exchange mechanism the 
tax officials in the major European countries will hope to receive 
vast amounts of information if, as it is believed, large amounts 
of monies flowed out of Liechtenstein and Switzerland to those 
countries following Switzerland’s recent agreements with the UK 
and Germany and Liechtenstein’s Memorandum of Understanding 
with the UK. Countries previously considered ‘havens’ and viewed 
with suspicion by tax authorities everywhere are now eager to 
demonstrate their tax transparency, not just by entering into a 
TIEA or DTA, but by going one step further with agreements such 
as the ESD and bespoke disclosure facilities. 

Not all information comes from other countries. Increasingly tax 
offices are obtaining information from other government depart-
ments or from the private sector. For example:

• the advent of electronic records has made it easy for some 
jurisdictions to obtain passenger information from airlines so 
that they can look for people making regular trips abroad to 
‘havens’ and to also check on the residency status of individuals

• many countries around the world such as Australia, Japan,  France
and Canada capture details of inward and outward financial 
transactions to look for unusual trends and patterns

• direct links to social security data is now commonplace in  most
countries enabling the tax office to consider the overall means 
situation of a person and hence their risk as a tax evader
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• property transactions in a lot of countries are now recorded 
electronically by the relevant government department and 
accessible to the tax office

• information stolen from banks is being made available by infor-
mants to tax authorities in return for high rewards for what is 
sensitive information. Tax offices have been using this stolen 
data to launch successful enquiries and the rewards paid out 
and made public by some jurisdictions may only serve to 
encourage further thefts.

There is an old saying that “information is power” and now to tax 
officials around the world “information is money”. The net is closing 
and the holes in the net are getting smaller as tax authorities 
cooperate and gather more information and more power – let the 
tax evader beware!

Contributed by
Roy E Baldwin, Smith & Williamson, UK
roy.baldwin@smith.williamson.co.uk

UK

Research and Development Tax 
Credits – an incentive to
innovate – and use the UK 
Companies undertaking creative or innovative work in the fields 
of science and technology may be eligible to claim significant 
additional UK tax relief. This can result in lower tax payments or 
a cash receipt from HM Revenue & Customs (HMRC) even where 
no tax has been paid.

In some cases, this generous relief suggests that R&D should be 
undertaken within a company which is resident in the UK for UK 
tax purposes, or undertakes the R&D in a UK branch of a non-
resident company, despite the company’s R&D and/or other 
operations being carried on outside the UK.

While the relief has been on the statute books for over a decade, 
a change has taken place since 1 April 2012 which is significant 
for the international investor or business, particularly where the 
investment is a start up in need of cash to fund the R&D.

In more detail, where a small or medium sized enterprise (SME – 
see the wide definition below) is lossmaking, the relief can give 
rise to tax repayments of as much as 25% of the cost, even where 
no corporation tax has ever been paid. 

The change for accounting periods ending on or after 1 April 2012 
is that this repayment is no longer restricted to the amount of 
employee tax and national insurance withholdings (under the UK 
PAYE system). So not only may R&D be undertaken anywhere in  
the world, but the company need have no employees nor directors 
resident and taxpaying in the UK. 

What remains needed is a UK resident company, or branch subject 
to UK corporation tax, which undertakes R&D related to its trade 
or prospective trade. 

This need not give rise to the prospect of a corporate tax rate of 
20% (for ‘small’ companies) nor the main expected rate of 23%, if 
the company can take advantage of the new ‘patent box’ regime. 
This is expected to start on 1 April 2013. In many cases, companies 
undertaking R&D will also be able to obtain sufficient patents to 
enable them to participate in the patent box – which ultimately 
provides a UK corporation tax rate of 10% on widely defined patent-
related income.

By way of example, a group set up with a UK quoted and resident 
holding company needs to undertake R&D in say India to develop 
software, or R&D in resource exploration activities (excluding oil 
and gas) in say South America. It may have a small office and directors 
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who meet in the UK. If the holding company, or a UK resident 
subsidiary, sets up a trade to undertake the R&D and exploit it, 
then it will be entitled to UK R&D tax relief.

If losses are incurred in the early years which equal or exceed 
qualifying R&D, then the UK resident company should qualify for 
repayment of 25% of that qualifying R&D.

The exploitation of the results of the R&D may be through licensing
arrangements with overseas subsidiaries in India or South America, 
and the R&D may be subcontracted to them to carry out the R&D 
on its behalf. Or the UK company may simply undertake these 
activities itself through employees or independent subcontractors 
in those countries.

This must not be an artificial arrangement, and there is anti-
avoidance which prevents relief being obtained where arrangements 
are entered into wholly or mainly for the purposes of obtaining 
relief. But this should not preclude genuine arrangements set up 
with predominantly commercial objectives.

What is R&D?
Despite being on the statute books for over a decade, there are 
still UK companies not claiming this valuable tax relief, or not taking 
its full benefit. This is often because they do not realise they are 
carrying out ‘R&D’, as their accountants or finance directors see 
only ‘wages and salaries’ in the accounts, or they do not fully 
understand the complex rules.

In the first instance, R&D is defined by reference to projects which 
seek to achieve an advance in science or technology through the 
resolution of scientific or technological uncertainty. Such projects in-
clude the improvement of existing products, processes or services, as 
well as devising new ones. 

R&D is not restricted to the oft-cited life sciences, but covers com-
panies in virtually every industry which is undertaking some form 
of innovation; this will include innovation in products and services, 
as well as in their support functions. 

Industries for which we have successfully made claims include 
construction, advertising, telecoms, financial services, and gambling 
as well as the more obvious manufacturing, energy, defence and 
life sciences industries. Software, internet and communications 
are good examples where R&D takes place in supporting functions in 
such industries as well as industries in their own right.

Only publicly available knowledge need be assumed, so that R&D 
may be undertaken even where similar development has been un-
dertaken by a competitor, for example, but retained as a trade secret. 

There is inevitably considerable ambiguity in many cases, so that 
each case must be looked at on its own merits.

SMEs and larger companies
To qualify for the reliefs for SMEs, the company, together with 
appropriate proportions of any ‘linked’ or ‘partner’ enterprises, 
must have:

a) fewer than 500 employees, and 

b) either:

• turnover not exceeding €100m, or

• balance sheet total not exceeding €86m

These limits are precisely twice as high as those prescribed by a 
European Community definition which applies for many other UK 
tax purposes.

There are complex transitional rules for companies which become 
or cease to be SMEs.

The definitions of linked or partner enterprises and the proportions 
to be used, are also complex, and may include, for example, com-
panies owning 25% of the company or being 25% owned by the 
company.For larger companies, there is a similar system of R&D 
relief, but the uplift equivalent to the 125% for SMEs is 30%, so 
that with a  marginal rate of corporation tax of 25%, the extra 
relief can be worth 7.5% of cost – not so high as for SME relief, but 
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still attractive and usually on much bigger costs. And while there 
is no current opportunity for larger companies to convert losses 
into repayments unless corporation tax has been paid, an ‘above 
the line’ credit is proposed that grants such a repayment from 1 
April 2013. 

Qualifying expenditure
Qualifying R&D expenditure must be expenditure on: 

a) Employee and agency costs

b) Software and consumables

c) Subcontracted expenditure (for SMEs)

d) Certain indirect expenditure 

These are all subject to complex definitions, and HMRC have their 
own views on certain aspects.

In the case of agency costs, or subcontracted R&D, only 65% of 
the cost qualifies for this uplift.

R&D tax repayment credits
Where an SME has a trading loss for tax purposes after taking the 
uplift into account, it may claim an R&D tax repayment credit in 
return for ‘surrendering’ this loss. This surrenderable loss is the 
lower of:

a) the trading loss adjusted for tax purposes, or

b) the qualifying R&D expenditure as increased by the uplift 

The R&D repayment tax credit is then 11% of the surrenderable 
loss. A restriction by reference to PAYE and National Insurance 
Contributions is removed for claims relating to accounting periods 
ending on or after 1 April 2012.

The combination of the 11% rate with the 125% uplift gives an 
effective refund of 25% of the qualifying R&D expenditure where 
that expense is exceeded by total losses for the year. 

Where the repayable R&D tax credit is claimed, the trading loss 
carried forward is correspondingly reduced. The R&D tax credit 
will be paid to the company by HM Revenue & Customs, or may be 
set against any corporation tax or PAYE liabilities due. 

Making claims 
There are numerous other rules, including the restriction that an 
R&D tax credit may only be claimed or paid where the company 
remains a going concern.

Finally, claims have to be made within two years of the end of an 
accounting period, and HM Revenue & Customs give no leeway 
here. They also have special R&D units who consider claims carefully, 
so it pays to prepare and present them carefully.

Summary – an internationally attractive regime
R&D relief in the UK is wide in scope, generous in granting a deduction 
of 225% of qualifying cost, and very valuable to the start-up which 
may obtain a repayment of 25% of such cost, notwithstanding the 
absence of UK corporate or employee tax liabilities. The incentive to 
use a UK resident company for this purpose may be enhanced by 
its election into the forthcoming ‘patent box’ offering a 10% rate 
of corporation tax when the company becomes profitable.

Further information is available on our website at:
http://www.smith.williamson.co.uk/uploads/publications/
RD-tax-credits-12.pdf

Contributed by
Laurence Bard, Smith & Williamson LLP, UK
Laurence.bard@smith.williamson.co.uk
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US      

Before the end of 2012, you may 
wish to look into a “SAFE” Trust              
 
Financial dangers can lurk close to even the most affluent indi-
viduals. That’s why we suggest playing it SAFE.

SAFE Trust stands for Spouse and Family Exempt trust, which may 
be structured to protect assets from federal estate tax, future 
creditors, divorce claims and potential mismanagement of an 
inheritance by family members.  This form of trust is especially 
beneficial to higher income married couples who have not used 
all of their $5.12 million gift tax exemption but do not want to part 
with use of the assets. With this type of trust the spouse of the 
grantor may retain liberal lifetime use of SAFE  funds while locking 
in the higher exemption.

A sense of urgency
For 2011, the gift and estate tax exemption was $5 million. For 
2012, the amount was adjusted for inflation and is presently $5.12 
million. However, under present law – and unless Congress acts 
– the exemption for gift tax and estate tax will revert back to $1 
million on January 1, 2013.

This temporary opportunity has spurred many successful individuals 
to fund trusts for spouses and family members in order to take 
advantage of the chance to gift more than $1 million (to the extent 
that this fits in with the family’s financial and retirement planning).

Another advantage is that family members can serve as trustees, 
and the grantor spouse or both spouses can retain the ability to 
select a new trustee for any reason so the grantor stays in control 
for his or her lifetime.

Gifts to trusts that benefit family members without being subject
to creditor claims or federal estate tax may benefit multiple 
generations. These are often called “generation skipping trusts” 
because they are not subject to federal estate tax when the next 
generation passes away and can therefore benefit the next level 
of descendants by alleviating the estate tax burden and providing 
the aforementioned asset protection. 

Considerations
Funding an irrevocable trust that benefits the grantor’s spouse 
and, if desired, children and/or grandchildren requires a detailed 
analysis. Please consider discussing the following options with 
your legal representative and tax advisor as each trust document 
should be uniquely tailored to meet your client’s specific circum-
stances and goals. 

1. The grantor’s spouse may be a trustee if asset protection 
planning is of lesser importance, but estate tax planning and 
asset control are of highest priority.

2. The grantor’s spouse can have the right to receive amounts 
as reasonably needed for health, education, maintenance 
and support while still taking advantage of the higher estate 
tax exemption amount. 

3. The beneficiary spouse may make transfers to children or 
grandchildren, or others if desired, during his/her lifetime.

4. The funds can pass to children, grandchildren or charities, 
by way of example, upon the death of the beneficiary spouse.

Establishing a SAFE trust may be the opportunity that may pay 
literal and figurative dividends for generations.  And that’s not just 
SAFE; it’s smart, too.
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